
Pakistan Journal of Management and Social Issues (PJMSI) 

http://www.pjmsi.com/index.php/ojs 

Volume 4, Issue 3 (2026) 

 

Shaikh                   ISSN (Online): 3006-1946, ISSN (Print):  3006-1938, ISSN (CD-ROM):  3006-1954                28 

Monetary Policy and Economic Stability: The Mediating Role of Interest Rate 

Transmission 

 
Faraz Shaikh 

Office of Quality Enhancement Cell, Dawood University of Engineering and Technology, 

Karachi 

Email: dr.humaiz@ilmauniversity.edu.pk 
 

Abstract: 

Monetary policy plays a fundamental role in maintaining economic stability by influencing 

inflation, employment, investment, and overall macroeconomic performance. Central banks use 

monetary policy instruments such as interest rates, reserve requirements, and open market 

operations to regulate money supply and stabilize economic conditions. Among these 

instruments, interest rate transmission is considered one of the most important channels through 

which monetary policy affects economic activity. This study examines the impact of monetary 

policy on economic stability while investigating the mediating role of interest rate transmission. 

The research explores how policy decisions implemented by central banks influence inflation 

control, investment behavior, consumption patterns, and economic growth through adjustments 

in interest rates. A quantitative explanatory research design was employed using Smart PLS 

Structural Equation Modeling to analyze the direct and indirect relationships among monetary 

policy, interest rate transmission, and economic stability. Data were collected from economists, 

banking professionals, policymakers, financial analysts, and business managers. The findings 

reveal that effective monetary policy significantly contributes to economic stability by 

controlling inflation, improving investment conditions, and maintaining financial market 

confidence. Furthermore, interest rate transmission plays a strong mediating role in 

strengthening the relationship between monetary policy and economic stability. Efficient 

transmission mechanisms improve the responsiveness of financial institutions and markets to 

policy rate adjustments, thereby enhancing macroeconomic stability. The results also indicate 

that weak transmission systems reduce the effectiveness of monetary policy and create delays in 

economic adjustment processes. The study contributes to the literature on macroeconomics and 

monetary economics by integrating monetary policy, interest rate transmission, and economic 

stability into a unified empirical framework. The findings provide important implications for 

central banks, governments, and financial institutions seeking to improve policy effectiveness 

and maintain stable economic conditions. Policymakers are encouraged to strengthen financial 

systems, improve banking sector efficiency, and enhance monetary policy coordination to ensure 

effective interest rate transmission and long term economic stability. 
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Introduction: 

Monetary policy is one of the most important macroeconomic tools used by governments and 

central banks to maintain economic stability and promote sustainable growth. Economic stability 
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refers to a condition characterized by low inflation, stable employment levels, balanced 

economic growth, and financial system stability. Maintaining economic stability is essential for 

improving living standards, encouraging investment, and supporting long term economic 

development. 

Central banks implement monetary policy by controlling money supply, interest rates, and credit 

conditions within an economy. Monetary policy may be expansionary or contractionary 

depending on economic conditions. Expansionary monetary policy aims to stimulate economic 

growth by reducing interest rates and increasing money supply, while contractionary monetary 

policy seeks to control inflation by increasing interest rates and reducing liquidity. 

Interest rates are among the most important instruments of monetary policy because they directly 

influence borrowing, saving, investment, and consumption decisions. Changes in policy interest 

rates affect commercial bank lending rates, market interest rates, and overall financial conditions. 

The process through which policy rate adjustments influence the broader economy is known as 

interest rate transmission. 

Interest rate transmission refers to the mechanism through which central bank policy decisions 

affect financial institutions, businesses, households, and economic activity. Efficient transmission 

mechanisms ensure that changes in policy rates quickly influence market interest rates, 

investment decisions, consumer spending, and inflation expectations. Weak transmission systems 

may delay or reduce the effectiveness of monetary policy interventions. 

The relationship between monetary policy and economic stability has long been central to 

macroeconomic theory. Keynesian economics emphasizes the importance of monetary policy in 

influencing aggregate demand, investment, and employment. Monetarist theory developed by 

Friedman argues that controlling money supply growth is essential for maintaining price stability 

and reducing inflation. 

Economic stability depends heavily on the effectiveness of monetary policy transmission 

mechanisms. When interest rate transmission functions efficiently, central bank actions can 

stabilize inflation, encourage investment, and maintain financial market confidence. However, 

structural weaknesses in banking systems, financial market imperfections, and economic 

uncertainty may weaken policy transmission effectiveness. 

Inflation control is one of the primary objectives of monetary policy. Persistent inflation reduces 

purchasing power, weakens consumer confidence, and creates economic uncertainty. Central 

banks often increase interest rates to reduce inflationary pressure by limiting borrowing and 

aggregate demand. Conversely, during economic recessions, lower interest rates encourage 

investment and consumption to stimulate economic activity. 

Interest rate transmission also influences business investment and household spending behavior. 

Lower lending rates reduce the cost of borrowing for businesses and consumers, encouraging 

investment in productive activities and durable goods. Higher interest rates increase borrowing 

costs and may reduce economic activity, helping control inflationary pressures. 

Financial institutions play a critical role in the interest rate transmission mechanism. Commercial 

banks transmit monetary policy changes to businesses and households through lending rates and 

credit availability. Efficient banking systems therefore strengthen monetary policy effectiveness 

and economic stability. 
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Globalization and financial integration have increased the complexity of monetary policy 

management. International capital flows, exchange rate fluctuations, and global financial shocks 

significantly influence domestic monetary conditions. Central banks must therefore carefully 

coordinate monetary policy with financial market conditions and fiscal policy objectives. 

Developing economies often face challenges related to weak financial systems, limited banking 

penetration, and inefficient transmission mechanisms. In such economies, changes in policy 

interest rates may not fully influence market lending rates or economic activity. Strengthening 

financial sector development is therefore essential for improving monetary policy effectiveness. 

Theoretical frameworks such as Keynesian Theory, Monetarist Theory, and Transmission 

Mechanism Theory provide important foundations for understanding the relationship between 

monetary policy and economic stability. These theories explain how central bank interventions 

influence aggregate demand, inflation, investment, and financial market conditions. 

Despite extensive research on monetary policy and economic performance, limited studies 

specifically examine interest rate transmission as a mediating variable between monetary policy 

and economic stability. Most previous studies focus primarily on direct policy effects without 

fully analyzing the transmission mechanisms through which policy influences economic 

outcomes. 

This study therefore contributes to the literature by integrating monetary policy, interest rate 

transmission, and economic stability into a unified empirical framework using Smart PLS 

Structural Equation Modeling. The research aims to examine the direct effect of monetary policy 

on economic stability while investigating the mediating role of interest rate transmission. 

The findings are expected to provide valuable insights for central banks, policymakers, and 

financial institutions seeking to improve policy effectiveness and economic stability. 

Governments and monetary authorities can use the results to strengthen financial systems, 

improve transmission mechanisms, and enhance macroeconomic management. 

 

Literature Review 

Monetary policy is a central component of macroeconomic management and plays a critical role 

in maintaining economic stability. Central banks use monetary policy instruments such as 

interest rates, reserve requirements, and open market operations to regulate money supply, 

inflation, and economic activity. Economic stability refers to a condition characterized by stable 

prices, sustainable growth, low unemployment, and financial system resilience. 

Keynesian economic theory emphasizes the importance of monetary policy in influencing 

aggregate demand and economic performance. According to Keynes, changes in interest rates 

affect investment and consumption decisions, thereby influencing output and employment levels. 

Expansionary monetary policy stimulates economic growth by reducing borrowing costs and 

encouraging investment. 

Monetarist theory developed by Friedman argues that controlling money supply growth is 

essential for maintaining price stability and reducing inflation. Monetarists believe that excessive 

money supply growth leads to inflationary pressure, while stable monetary management 

promotes economic stability. Central banks therefore use interest rate adjustments to regulate 

inflation and liquidity conditions. 
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Interest rate transmission is one of the most important channels through which monetary policy 

affects economic activity. The interest rate transmission mechanism explains how changes in 

policy rates influence market interest rates, lending conditions, investment behavior, and 

household consumption. 

Efficient interest rate transmission allows central bank policy changes to quickly influence 

commercial bank lending rates and financial market conditions. When policy rates decrease, 

borrowing costs decline, encouraging businesses and households to increase investment and 

consumption. Conversely, higher interest rates reduce borrowing and aggregate demand, helping 

control inflation. 

Financial institutions play a significant role in the transmission process. Commercial banks 

adjust lending and deposit rates in response to central bank policy decisions. Strong banking 

systems with competitive financial markets improve the speed and effectiveness of transmission 

mechanisms. 

Economic stability depends heavily on the effectiveness of monetary policy implementation. 

Stable inflation, balanced growth, and financial market confidence are important indicators of 

economic stability. Studies show that credible and transparent monetary policy improves investor 

confidence and reduces economic uncertainty. 

Inflation targeting has become a widely used monetary policy strategy among central banks 

worldwide. Inflation targeting frameworks involve setting explicit inflation goals and adjusting 

policy rates to maintain price stability. Research indicates that inflation targeting contributes to 

lower inflation volatility and improved economic stability. 

The transmission mechanism may vary across economies depending on financial market 

development, banking sector efficiency, and institutional quality. Developing economies often 

experience weaker transmission mechanisms due to underdeveloped financial systems, limited 

banking competition, and structural rigidities. 

Globalization and financial integration have also influenced monetary policy effectiveness. 

International capital mobility and exchange rate fluctuations affect domestic interest rates and 

monetary conditions. Central banks must therefore consider global financial developments when 

implementing policy decisions. 

Empirical studies consistently demonstrate relationships between monetary policy, interest rates, 

and macroeconomic stability. Lower interest rates generally stimulate investment and economic 

growth, while higher rates reduce inflationary pressures. However, excessive monetary 

tightening may increase unemployment and reduce economic activity. 

Interest rate transmission also influences exchange rates, asset prices, and credit conditions. 

Changes in interest rates affect capital flows and currency values, influencing export 

competitiveness and inflation dynamics. Asset markets such as housing and stock markets are 

also sensitive to monetary policy changes. 

Financial crises have highlighted the importance of effective monetary policy transmission 

mechanisms. During economic downturns, weak transmission systems may reduce the ability of 

central banks to stimulate economic activity. Strengthening financial institutions and banking 

sector resilience is therefore essential for improving monetary policy effectiveness. 

Theoretical frameworks such as the IS LM model and Transmission Mechanism Theory explain 

how monetary policy influences economic activity through interest rates and financial markets. 
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These models emphasize the interaction between money markets, investment, and aggregate 

demand. 

Smart PLS Structural Equation Modeling has become increasingly popular in macroeconomic 

and financial research because it effectively analyzes complex relationships involving mediation 

effects. Researchers use Smart PLS to examine how financial and policy variables influence 

economic outcomes through transmission channels. 

Despite extensive research on monetary policy and economic performance, limited studies 

specifically analyze interest rate transmission as a mediating variable between monetary policy 

and economic stability. Most previous research focuses primarily on direct policy effects rather 

than the efficiency of transmission mechanisms. 

Overall, the literature suggests that monetary policy significantly contributes to economic 

stability, while interest rate transmission plays a critical role in strengthening policy 

effectiveness. Governments and central banks must therefore improve financial sector efficiency 

and transmission systems to achieve sustainable macroeconomic stability. 

 

Conceptual Model and Theoretical Framework 

Monetary Policy → Interest Rate Transmission → Economic Stability 

Theoretical Foundation 

This study is based on Keynesian Theory, Monetarist Theory, and Transmission Mechanism 

Theory. 

Keynesian Theory explains how interest rates influence aggregate demand and economic 

performance. Monetarist Theory emphasizes money supply control and inflation management. 

Transmission Mechanism Theory explains how monetary policy decisions influence the broader 

economy through financial markets and interest rates. 

 

Hypotheses 

H1: Monetary policy positively affects economic stability. 

H2: Monetary policy positively affects interest rate transmission. 

H3: Interest rate transmission positively affects economic stability. 

H4: Interest rate transmission mediates the relationship between monetary policy and economic 

stability. 

 

Research Methodology 

This study employs a quantitative explanatory research design to examine the relationship 

between monetary policy and economic stability through the mediating role of interest rate 

transmission. Primary data were collected using structured questionnaires distributed among 

economists, central bank officials, commercial bank employees, financial analysts, policymakers, 

and business managers. 

The target population included banking professionals, monetary economists, financial market 

participants, and policymakers with knowledge of macroeconomic management and financial 

systems. A purposive sampling technique was used to select respondents with relevant expertise 

and experience. A total of 480 questionnaires were distributed, and 421 valid responses were 

collected for analysis. 
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Smart PLS Structural Equation Modeling was used because it is suitable for mediation analysis 

and complex latent variable modeling. Smart PLS enables simultaneous estimation of direct and 

indirect relationships among study constructs and is widely applied in financial and 

macroeconomic research. 

Monetary policy was measured using indicators such as inflation targeting, money supply 

management, policy rate adjustments, and liquidity control mechanisms. Interest rate 

transmission was measured using lending rate responsiveness, credit market adjustments, 

financial market efficiency, and policy pass through indicators. Economic stability was measured 

through inflation control, employment conditions, investment confidence, economic growth, and 

financial system stability. 

Reliability analysis was conducted using Cronbach Alpha and Composite Reliability values. 

Convergent validity was evaluated using Average Variance Extracted values, while discriminant 

validity was tested using the Fornell Larcker Criterion. Structural relationships and mediation 

effects were analyzed using bootstrapping procedures in Smart PLS. 

Ethical standards including confidentiality, informed consent, and voluntary participation were 

maintained throughout the research process. 

 

Data Analysis and Results 

Table 1 Reliability and Validity Analysis 

Constructs Cronbach Alpha Composite Reliability AVE 

Monetary Policy 0.914 0.933 0.726 

Interest Rate Transmission 0.901 0.924 0.701 

Economic Stability 0.926 0.942 0.756 

 

Interpretation 

The reliability and validity analysis confirms strong internal consistency and convergent validity 

for all constructs included in the study. Cronbach Alpha values exceed the recommended 

threshold of 0.70, indicating excellent reliability among the indicators measuring monetary 

policy, interest rate transmission, and economic stability. 

Composite Reliability values above 0.90 further confirm the stability and robustness of the 

measurement model. The Average Variance Extracted values exceed the acceptable threshold of 

0.50, indicating satisfactory convergent validity. Economic stability demonstrates the highest 

AVE value, suggesting strong explanatory power among its indicators. 

These findings confirm that the research instrument effectively measures the study variables and 

supports the suitability of Smart PLS Structural Equation Modeling for hypothesis testing and 

mediation analysis. 

 

Table 2 Discriminant Validity Using Fornell Larcker Criterion 

Constructs Monetary Policy Interest Rate Transmission Economic Stability 

Monetary Policy 0.852 
  

Interest Rate Transmission 0.744 0.837 
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Constructs Monetary Policy Interest Rate Transmission Economic Stability 

Economic Stability 0.781 0.809 0.869 

 

 

 

Interpretation 

The discriminant validity analysis confirms that all constructs are conceptually distinct. The 

square root AVE values exceed inter construct correlations, satisfying the Fornell Larcker 

Criterion. 

Monetary policy demonstrates a strong positive relationship with interest rate transmission, 

indicating that central bank actions significantly influence financial market conditions and 

lending rate adjustments. 

Interest rate transmission also shows a strong relationship with economic stability, suggesting 

that efficient policy transmission mechanisms improve inflation control, investment conditions, 

and macroeconomic performance. 

The results strengthen the conceptual validity of the research framework and provide a strong 

foundation for structural model analysis. 

 

Table 3 Structural Model Path Analysis 

Hypotheses 
Path 

Coefficient 

T 

Statistics 

P 

Values 
Decision 

Monetary Policy → Economic Stability 0.348 6.712 0.000 Supported 

Monetary Policy → Interest Rate Transmission 0.672 11.528 0.000 Supported 

Interest Rate Transmission → Economic 

Stability 
0.581 10.104 0.000 Supported 

 

Interpretation 

The structural model analysis reveals statistically significant relationships among all study 

variables. Monetary policy positively affects economic stability, confirming that effective 

monetary management contributes to stable inflation, investment confidence, and sustainable 

growth. 

Monetary policy also strongly influences interest rate transmission, indicating that policy 

decisions significantly affect lending conditions and financial market responses. Efficient 

transmission mechanisms allow central bank actions to influence borrowing and investment 

behavior more effectively. 

Interest rate transmission significantly improves economic stability by strengthening the 

responsiveness of financial institutions and markets to policy changes. Efficient transmission 

systems enhance monetary policy effectiveness and reduce macroeconomic volatility. 

The significant path coefficients and low P values confirm strong empirical support for all 

hypotheses and align with Keynesian and Monetarist theories. 

 

Table 4 Mediation Analysis 

https://portal.issn.org/resource/ISSN/3006-1938
https://portal.issn.org/resource/ISSN/3006-1938
https://portal.issn.org/resource/ISSN/3006-1954


Pakistan Journal of Management and Social Issues (PJMSI) 

http://www.pjmsi.com/index.php/ojs 

Volume 4, Issue 3 (2026) 

 

Shaikh                   ISSN (Online): 3006-1946, ISSN (Print):  3006-1938, ISSN (CD-ROM):  3006-1954                35 

Relationship 
Indirect 

Effect 

T 

Statistics 

P 

Values 
Mediation 

Monetary Policy → Interest Rate Transmission 

→ Economic Stability 
0.391 8.446 0.000 

Partial 

Mediation 

Interpretation 

The mediation analysis confirms that interest rate transmission significantly mediates the 

relationship between monetary policy and economic stability. The indirect effect indicates that 

central bank policies influence macroeconomic performance primarily through changes in 

lending rates, credit conditions, and financial market adjustments. 

Efficient transmission systems strengthen the ability of monetary policy to stabilize inflation, 

encourage investment, and maintain financial market confidence. When policy rate changes are 

effectively transmitted to commercial bank lending rates and financial markets, economic 

adjustment processes occur more rapidly and efficiently. 

The findings also suggest that weak transmission mechanisms reduce monetary policy 

effectiveness and create delays in economic stabilization efforts. Structural weaknesses in 

banking systems, financial market inefficiencies, and limited competition may hinder policy 

transmission. 

The significant mediation results highlight the importance of strengthening financial systems and 

banking sector efficiency to improve monetary policy outcomes and maintain long term 

economic stability. 

 

Conclusion 

This study examined the impact of monetary policy on economic stability while investigating the 

mediating role of interest rate transmission. The findings reveal that effective monetary policy 

significantly contributes to economic stability through inflation control, investment stimulation, 

and financial market confidence. 

Interest rate transmission plays a crucial mediating role by improving the responsiveness of 

financial institutions and markets to policy changes. Efficient transmission mechanisms 

strengthen the effectiveness of central bank interventions and reduce macroeconomic volatility. 

The study contributes to existing literature by integrating monetary policy, interest rate 

transmission, and economic stability within a unified empirical framework using Smart PLS 

Structural Equation Modeling. 

Governments and central banks should strengthen financial sector development, improve 

banking efficiency, and enhance policy coordination to ensure effective transmission 

mechanisms and sustainable economic stability. 

 

Discussion 

The findings highlight the importance of monetary policy in maintaining stable macroeconomic 

conditions. Effective policy implementation supports inflation control, economic growth, and 

investor confidence. 

Interest rate transmission significantly strengthens the relationship between monetary policy and 

economic stability. Efficient banking systems and financial markets improve the ability of central 

bank actions to influence borrowing, investment, and consumption decisions. 

https://portal.issn.org/resource/ISSN/3006-1938
https://portal.issn.org/resource/ISSN/3006-1938
https://portal.issn.org/resource/ISSN/3006-1954


Pakistan Journal of Management and Social Issues (PJMSI) 

http://www.pjmsi.com/index.php/ojs 

Volume 4, Issue 3 (2026) 

 

Shaikh                   ISSN (Online): 3006-1946, ISSN (Print):  3006-1938, ISSN (CD-ROM):  3006-1954                36 

The study confirms the importance of financial sector development and institutional quality in 

enhancing monetary policy effectiveness. Developing economies should strengthen banking 

competition, financial inclusion, and market transparency to improve policy transmission 

mechanisms. 

Future studies may investigate additional mediating variables such as exchange rates, financial 

inclusion, and capital market development. 

 

Future Recommendations 

Central banks should strengthen inflation targeting frameworks.  

Governments should improve banking sector efficiency and competitiveness.  

Financial market transparency and regulation should be enhanced.  

Interest rate pass through mechanisms should be strengthened.  

Financial inclusion programs should be expanded to improve policy effectiveness.  

Coordination between monetary and fiscal policy should be improved.  

Future studies should investigate additional mediating variables.  

Comparative international research should examine transmission mechanisms across different 

economies.  
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