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Abstract:

This dudy is an attempt to reved the charaderistics of the
adjustment dynamics of the monetary transmission processin the Turkish
eonomy. The estimations based on the wintegration analysis of time
series confirm the presence of fiscd dominance over monetary dynamics
resulting from continuously increassing barowing requirements of the
public sedor in the period 19852001 The empiricd findings imply that
the monetary transmission process is charaderised by the monetary
acommodation d high inflation and budget deficits, the outcome of
which is an endogenous credit-money expansion in the eonamy.

Ozet:
Tiirkiye’deki Yiiksek Biitce Aciklarinin Bir Sonucu:
I¢sel Para Biiyiimesi

Bu ¢alisma, Tiirkiye ekonomisinde parasal aktarim siirecininin uyum
dinamiginin ozelliklerini ortaya ¢ikarma amacina yonelik bir denemedir.
Zaman serilerinde es-biitiinlesme analizine dayanan tahminler, 1985-2001
doneminde, stirekli artan kamu i¢ borglanma gereginin bir sonucu olarak
ortaya ¢ikan parasal dinamikler tizerindeki mali egemenligin varligin
dogrulamaktadir. Ampirik bulgular, parasal aktarim siirecinde, para
arzinin yiiksek enflasyon ve biit¢e agiklarina eslik etmesinin bir sonucu
olarak, kredi-para arzimin ekonomide igsel genisledigini ortaya
koymaktadir.
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INTRODUCTION

The persistently increasing rates of inflation and growing budget deficits
have wedkened the success of a monetary padlicy for yeasin Turkey. Average
rates of inflation and nominal interest rates guck above 50 % accompanied by
adebt-GNP ratio doubling every five yeas since 1985, which appears to cause
continuing monetary acaommodation so that the debt rollover is maintained
without increasing the budget costs of domestic borrowing. The money supdy
growth after the mid 1980s due to the acommodative behaviour of the
monetary authority cannot be explained by the dired monetisation of the
deficits by the central bank resources. Rather, it is charaderised by indirect
monetisation, which accurs through the monetary authority’ s draining reserves
towards commercial banks to enable debt sales to the banking system. The
outcome has been considerable epansion in the a<ts and liabilities of
commercial banks, which in fact means credit-money growth in the econamy.
In this nse, money market adivities have been extensively dominated by
fiscd dynamics from the mid 198G onward. The ratio of the domestic debt
(the total stock of treasury bills and government bonds) to M2Y, which is
considered to be ameasure of the fiscd presaure on financial markets, reveals
the gradually increasing dominance of the debt finance dynamics between 19&%
and 2001. In 2001,this ratio peaks at 115%, amost having doubled with
resped to the ratio of the previous yea, signalling that the end is near in the
debt rollover process

Under the eonomic profil e presented above, it isworth investigating the
charaderistics of the maaoemnomic transmisson process in the Turkish
eoonamy in oder to reved the dynamics behind the dange in key
maaoeconamic variables. This may be essential for chocsing the optimal
palicy design in achieving maaoeamnanmic stability. Precise knowledge aout
the transmisgon processalows policy makers to gain acairacy in forecasting
the readion of the policy instruments to particular shocks, thereby allowing the
formation d good working monetary and fiscal padlicy rules that increase the
credibility of policy makers and future policies.

This gudy is an attempt to empirically investigate the characteristics of
the monetary transmission mechanism in the Turkish economy. The plan of
the study is as follows: Following this introduction part, in Part Il there is an
overview of the link between the money suppy processand the budget deficits,
along with a review of the relevant literature. Part Il includes an empiricd
investigation to test the endogenous credit-money hypahesis by modelling a
simple maaoeconamic transmisson process. The empirica investigations,
which exploit a quarterly data set covering the period 19%: 1-2001 4, are
based on the time series evidence provided by Johansen’s cointegration



H.U. Iktisadi ve Idari Bilimler Fakiiltesi Dergisi 11:c

approach. Thelast part concludes the study with the pdicy implications of the
findings.

1. MONEY SUPPLY UNDER HIGH BUDGET DEFICITS

In an environment where the maaoeconamic transmisson process is
dominated substantially by the dfects of persistent high budyet deficits, the
central bank’s main concern becomes providing government finance a lower
costs and maintaining the stability of financial markets. In such condtions, the
monetary authority has a pasgve role and canna exert any restrictive power on
monetary aggregates. The money supdy becomes endogenously determined.

The endogeneity of the money credion process is enhanced as
commercial banks become the maor customers of the government debt
instruments. This is nothing but the monetisation of deficits through banks
creation d deposit liabilities against their government-bond aaquisitions,
instead of a dired monetisation by the monetary authority. In this regard,
Goodhart (199%: 251) argues that under massve government deficits, unless
the public debt can be sold to nonbank borrowers, there would be
“...excessive build-up d bank liquidity, and multi ple expansion of loans and
deposits’ as the banking system finances the public sedor debt. Also, Moore
(19&5: 15) states precisaly,

“Wheneve the increase in the money stock is a by-product of
increased barowing from the barking system, whether by the public or the
private sedor, the increase in the supply of money is a consequence of
increased loan expenditure, not the cuse of it, which the central bark can
influence only indiredly by changng short-term interest rates. Both the
high-powered base and the money stock are then in fact endogenous.”

The money credion process under high budyet deficits can as well be
charaderised as an endogenous credit-money expansion rather than a monetary
expansion to maximize seignorage revenue. This implies that high fiscal
deficits, which are financed substantially by the banking system, reduce the
likelihood d conducting any restrictive monetary policy. Thus, it may be
argued that under such conditions the attempt to control monetary aggregates
cannot be effedive as a monetary policy action. Money growth can
acommodate the inflation as well as inflation can be the outcome of the
excessive money growth.

The empirical literature investigating the relationships among deficits,
money growth and inflation pgresents no consensus on the diredion and the
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significance of the caisality between the variables in question. Hamburger and
Zwick (1987) and Allen and Smith (1983) find evidence of fiscal influences on
money suppy growth in the U.S. econamy while McMillin and Beard (1982),
Joines (1985 and King and Plosser (1985) reject this evidence The muilti-
courtry analyses on this subject performed by Barnhart and Darrat (1983),
Haan and Zelhorst (1990), Karras (1994 and Sikken and Haan (1998) report
no evidence of monetary acommodation of budget deficits. Hondroyiannis
and Papapetrou (1997) argue that budget deficits in Greece lead inflation
indirectly through the money growth resulting from high budyet deficits. The
recent research conducted by Favero and Spineli (1999 and Fratianni and
Spineli (2001) explore fiscal dominance in Italy from a historical perspective.
The findings are in favour of the fisca dominance hypothesis as deficits are
foundto affect money supply growth significantly and inflationis found to be
influenced by both money suppy and government deficits.

In the context of studies on the Turkish econamy, recognising the
differences in their sample periods and data frequencies, there ae conflicting
results in identifying the relationships among budget deficits, money supdy
growth and inflation. Ulengin (1995) finds reserve money growth is
inflationary and affeded by budget deficits. Metin (1998 argues that budget
deficits increase inflation immediately while the monetisation of deficits
increases inflation with a delay. Using the mintegration anaysis under the
assumption of the longrun money neutrality, Akcay, Alper and Ozmucur
(19%) find a significant impad of budget deficits on inflation, whereas in the
same study, by using unrestricted Vector Autoregresson estimation, they find
that inflation is affected neither by budget deficits nor by money supgy
growth. In alater study by Akcay, Alper and Ozmucur (2001), having found
no permanent impad of budget deficits on inflation, they suggest that the
change in the PBR is suggested to be a better indicator of the dfects of high
budget deficits oninflation. Exploiting the weak-exogeneity testing facility of
Johansen’s cointegration analysis Ozmen and Koru (2000 conclude that the
money supdy growth and inflation are jointly determined variables, and that
there is no evidence for the direct effect of budget deficits on inflation.
However, it is found that budget deficits exogenously determine the credit-
money expansion, which is consistent with the outcome of the reserve
acommodation that enables debt sales to commercia banks. Ancther
empirical study by Ozmen (1998: 551) highlights that inflationin Turkey is not
the result of monetary expansions to maximize the seignorage revenue; rather
monetary acommodation “...has alowed the government to keep rea
seignorage revenue relatively constant in the face of accderating inflation.”
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2. THE EMPIRICAL ANALYSIS

2.1. The Methodology

An [(1) cointegration analysis is going to be used in the empirical
investigations, which is based onthe maximum likelihood approach proposed
by Johansen (1988, 1995) and Johansen and Juselius (1990). In this
framework, a wmintegrated-VAR with k-lags is denoted in a vedor error-
correction mechanism (VECM) form for the endagenous variables as:

k-1
AZ =NZ + Y TAZ j+p+yYD +g, t=1..T; i=1.. k1
1=1

where Z, =(2,,2,,...,Z,)" isan nx1 vedor of the n endagenous variables. I

and I are parameter matrices that reflect the short-run and long-run dynamics
respedively. 1 is a vedor of constants, D; denates centred seasonal dummies
and g is an independent identicall y distributed error term. M., isthe longrun
coefficient matrix, which can be decomposed into r distinct cointegrating

vedors of 3,,, and an adjustment matrix O, so that it can be denoted as

M =af'. The number of r linearly independent columns in I corresponds to
the number of the aintegrating vedors, which is known as the wintegrating
rank. The dements of an a-matrix indicate the speed of adjustment of a
variable in case of a disturbance to the longrun equilibrium relation, while the
elements of a 3-matrix indicate the long-run responses of the variables in the
equilibrium relation. Note that in the mintegration analysis a @integration
vedor represents the long-run equilibrium relation among the variables in
guestion.

2.2.Data and the Definition of the Variables

The data set exploited in the @integration analysis covers a quarterly
sample period of 1985:1-20014. The list of the definitions of the endagenous
variables exploited in the cointegration analysisis as foll ows:

M : M2Y (TL-billions)

P : Consumer Pricelndex (1987=100)

y . Red GNP (with 1987buyers prices) (TL-billions)

R : 3-month deposit interest rate (weighted monthly average)

DEF: Consolidated Budget Cash Balance (mornthly average)
(TL- billions)
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The variables M and P are utilized in the form of rate of growth, i.e., the
first-difference of the variable in natural logarithm (In). In this regard, AM
denotes the rate of growth of the money stock while AP is the rate of consumer
price inflation. The consolidated budget cash balance (DEF) is used as a ratio
of nomina GNP, denoted by d. However, because the variable DEF is a
cumulative sum of the monthly budget cash balances cdculated on a yealy
basis, this variable is recalculated as a ash balance redlization between two
consecutive periods of a yea rather than their cumulative sums. Finally, the
interest rate variable (R) is transformed as In(1+Rate/400) and cenoted by “r”.
The anual interest rate R is divided by 400 in order to make the estimated
coefficients comparable with logarithmic quarterly changes while taking the
natural logarithm of (1+R/400) is nothing but an approximationto R/400.

All data ae obtained from the database of the Central Bank of the
Repubic of Turkey (CBRT).

2.3. The Empirical Modd

In the empirical analysis, in order not to extend the size of the model due
to the rather small sample size, variables auch as exchange rate and foreign
interest rates are not included in the analysis. As gated by Juselius (1996:
796), in general, the longrun results are ill valid despite the ésence of some
variables, “because the cointegration property is invariant under changes in
theinformation set...”

Table1l. ADF Unit Root Test Statistics

Levels 1% differences
ADF (k) ADF (k)

without trend with trend without trend
AM -2.892(3) -7.024 (0) -9.087 (1)
AP -2.762(3) -2.641(3) -8.797 (1)
y -1.765(4) -1.846(4) -3.717 (5)
r -2.895(0) -3.446(0) -7.335(1)
d -0.252(3) -2.797(3) -4.804 (4)

Notes: Bold values of the cmmputed ADF t-statistics indicate
statisticd significance a the 5 % level, based on the aiticd
values of MadKinnon (1991). The figures in parentheses
denoted by k are the significant lag lengths at which thereis no
serial correlation.
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As a preliminary step to the etimations, the integration order of the
variables AM, AP, y, r and d is investigated by testing the non-stationarity
hypothesis with the Augmented Dickey-Fuller (1981) (ADF) test. The test
results in Table 1 indicae that ead of the five variables in question is
generated by an I1(1) process except for AM of which the data generation
processincludes a deterministic trend. However, regarding the small sample
problems of the unit root tests', univariate integration order relevant for a valid
(1) cointegration analysis sould better be deaded by a multivariate
Stationarity test’.

2.3.1.The Unrestricted VAR Estimations: The model to begin with
can be represented by a vedor of endogenous variables such as

Z = (AM,AP,y, r, d) . The modelling process begins with an urrestricted

VAR(K) system with a wnstant, three cetred seassonal dummies and a
determinigtic trend. To determine the appropriate lag length o the VAR(K)
model, a sequential test of system reduction from VAR(5) to VAR(O) is
performed®. At the 5 % significance level, the reduction from VAR(5) to
VAR(4) and from VAR(4) to VAR(3) is not reected according to the LR
statistics F(25,1M)=0.59 and F(25,127)=1.47 respectively, whil e the reduction
from VAR(3) to VAR(2) is rejected with a test statistic of F(25146)=1.92
However, a lag length k=3 has no emnamic meaning in quarterly data
Therefore, the reduction process is continued from VAR(2) to VAR(1), which
is not regjected with a statistic F(25,164=1.53 whereas the reduction from
VAR(1) to VAR(O) is rejected strongly with a statistic F(25,183=9.07. This
means the VAR(1) model is data-acceptable. The validity of the VAR(1)
model is aso confirmed by the Schwarz (SC) and Hannan-Quinn (HQ)
criteria’.  However, the residual diagnostics of the system aert to bah
heteroscedasticity and serial correlation in the residuals of the VAR(1) model®.
As a solution to this problem, the lag length is increased by one (from k=1 to
k=2), which seemsto result in plausible residual diagnostics as can be observed
in Table2.



11¢ Tarkan CAVUSOGLU

Table 2. The Univariate and Multivariate Mispedfication Tests

AM AP y r d System
Fara (4,47) 243 090 094 215 013
Farcha (4,43 014 007 023 058 042
Fuer (22,28) 0.42 0.39 0.51 0.69 119
X°noru (2) 181 275 047 387 978
Fars (100,136) 1.16
Fuer (330221) 0.62
X*noru (10) 422
o) 005 004 004 002 002
R? 063 072 098 063 063
Skewness 0.62 144 0.02 -0.22 0.46
ExcessKurtosis 4.70 8.01 2.75 3.59 5.02

Notes: Bold values of the computed test statistics indicate statisticd significance
at the 5 % level. Farsisan LM test for auto-correlated residuals (see Godfrey,
1983). Farcha is an LM test for fourth-order ARCH effects (see Enge, 1982.
Fuer is the White (1980 test for heteroscedasticity. X°norw iS @ test for normality
(see Doornik and Hansen, 1994. o and R? are the residual standard deviation
and the ‘goodhess of fit' measure of ead equation, respedively. ‘ Skewness and
‘excesskurtosis’ are given to observe their relative effeds on non-normality.

The diagnostic cheding of the VAR(2) model performed by various
misgedfication tests indicates only a non-normality problem in the residuals
of the system and some of the individual equations. However, as seen in Table
2, the non-normality seams to be due to excess kurtosis but not to skewness In
this regard, with reference to Gonzalo's (1994 findings that Johansen's
maximum likelihood approach appears robust to excess kurtosis, the non
normality can be disregarded in the cointegration anaysis.

2.3.2. Cointegration Analysis. The VAR(2) formulation, which is
fourd to be a valid approximation d the data generation process can now be
exploited in testing the presence of cointegrating relationships among the
variables AM, AP, y, r and d. Additiond to the variables, the cointegration
space includes a constant and three centred seasona dummies entering
unrestrictedly and a deterministic trend entering restrictedly. The number of
the wintegrating vedors, that is, the rank of the aintegration, is determined
through the trace test statistic®.
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Table 3. The Test for the Cointegration Rank

A
Ho

}\trace

(p)

0.586 0.406 0.276 0.218 0.078
r=0 r<i r<2 r<3 r<4
1354 77.26 4261 2161 5.37
(0.00) (0.00) (0.05) (0.16) (0.55)

Notes: A denotes the a@genvalues while Ay iS the tracetest statistic with the
probability values given below in parentheses to test the Hy hypotheses of the
cointegration rank. Bold values of the trace test statistics denote statisticd
significance a the 5 % level.
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Figure 1. Plots of the Recursive Trace Tests

Table 3. exhibits the results of the Johansen estimation procedure,
without any restrictions on the mintegration space According to these results,
the null hypothesis of r<2 can hardly be rejected at the 5% significance level.
For borderline caes, Hansen and Juselius (199%) suggest to look at the
graphical behaviour of the estimated cointegration relations before deciding
abou the wintegration rank. In this respect, plots of the reaursively estimated
tracetests against time muld be used as an auxiliary tool. Figure 1 showsthese
plots resulting from the reaursive estimation over the sub-period 1997 2-
2001 4. Asstated by Hansen and Johansen (199), the number of the upward
sloping time paths over the critical value line indicates the mintegration rank.
Therefore, the mintegration rank can be assumed as r=2.
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Table4. TheUnrestricted Cointegration Analysis

Standar dised Eigenvedors
Variable Bs B2 Bs Ba Bs
AM 0.752 1.000 0.444 1.052 -0.170
AP -0.061 -1.081 1.000 0.856 -0.343
y 0.271 -0.132 -0.434 1.000 -0.396
r -0.683 -0.299 -1.030 -6.031 1.000
d 1.000 -1.199 -0.156 -2.487 0.553
Trend -0.004 0.003 0.005 0.001 0.009
Standar dised Adjustment Coefficients a
Equation oy as o3 Oy as
AM -0.916 -0.412 -0.508 0.117 -0.030
(-4.554) (-2.656) (-2.712) (2.236) (-0.567)
AP 0.225 0.382 -0.504 0.042 -0.008
(1.620) (3.576) (-3.900) (1.163) (-0.234)
Ay -0.449 0.116 0.258 -0.081 -0.055
(-3.266) (1.099) (2.013) (-2.261) (-1.533)
Ar -0.032 0.012 0.055 0.060 -0.011
(-0.547) (0.280) (1.026) (3.975) (-0.729)
Ad -0.559 0.152 0.088 -0.011 0.023
(-7.142) (2.524) (1.208) (-0.558) (1.154)
Long-run Exclusion Test
rank AM AP y r d Trend
r=1 1167 0.09 8.20 6.12 1246 11.25
r=2 2231 6.08 8.83 6.44 24.69 1416
Long-run Weak Exogeneity Test
Rank AM AP y r d
r=1 9.32 1.15 6.73 0.19 1849
r=2 1338 5.43 7.56 0.23 2893
Multivariate Stationarity Test
rank AM AP y r d
r=1 40.10 4513 5183 5241 43.00
r=2 2197 21.28 2815 2855 26.55

Notes: Bold values indicae statisticd significance a the 5 % level. The figures in
parenthesis under the a-coefficients are the t-statistics to test the speed of adjustment.
The exclusion and the we&k-exogeneity tests, and the stationarity test are LR tests with a
xdistribution, with r degrees of freedom for the first two testsand pr degrees of freedom
for the last test. In testing the significance of the Bs, the long-run exclusion test is used,
by taking the differences of the LR statistics computed at conseautive integration ranks.
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Under the assumption that there ae two cointegrating vedors, al
variables included in the mintegration space ae found to have significant
explanatory power in the long-run information set, with respect to the long-run
exclusion testsin Table 4. The computed results of the multi variate stationarity
test indicate the nonstationarity of the variables, confirming the unit root test
results obtained before. The rejection of the long-run wedk-exogeneity of AM,
y and d for the parameters of interest reveds that the first two cointegrating
vedors (B, and B;) shown in Table 4. should reflect longrun economic
relationships normalised for two of these threevariables. In thisregard, the first
vedor is normalised to refled a longrun relationship explaining the
deficit/ GNP ratio (d) while the second is a relationship explaining the broad
money growth (AM). The statistical significance of the aljustment coefficients
attadhed to these variables in the first two vedors proves them to be aror
correcting. However, with resped to the statisticd significance of the [3-
coefficients in these two vedors, some of the variables can be excluded from
the cointegration vedors, as will be dore below.

2.3.3 Economic Inferences from the Cointegration Analysis: The
findings above require a closer look at the wintegrating vedors and the wegk-
exogeneity test results in arder to reved the daracteristics of the monetary
transmisson process In this respect, the wegk-exogeneity of the consumer
price inflation and the endogeneity evidence of the money supdy growth
invalidate the quantity-theoretic approach to inflation. It indicates that the
broad monetary aggregate (M2Y) canna be assumed to be under the antrol of
the monetary authority. Moreover, the endogeneity of the budyet deficits may
be mnsidered to be evidence of a limited scope for a fiscal policy control on
budget deficits.

To investigate the long-run econamic relations that the wmintegrating
vedors reflect, the normalised vectors can be analysed in terms of their
estimated long-run response and short-run adjustment coefficients. However,
more precise coefficient estimates can be obtained by excluding the variables
that have insignificant long-run responses in the wintegrating vedors. This also
provides a testable over-identified structure. The restricted model estimates are
exhibited in Table 5. The over-identifying exclusion restrictions imposed onthe
model appea to be data-acceptable with respect to the LR test, givenin Table 5.
The negative and significant adjustment coefficients attached to the identified
longrun relationships exhibit error-correcting behaviours, which justifies the
vedor normalisations in the analysis. Therefore, the mintegrating vedors are
worth interpreting as plausible econamic relationships.
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Table 5. The Restricted Cointegration Vectors

Restricted Eigenvedors Adjustment Coefficients a
Variable B. B, Equation o o>
AM 0.630 1.000 AM -0.735 -0.551
(5.625) (0.000) (-2.964) (-2.805)
AP 0.000 -1.084 NP 0.021 0.472
(0.000) (-0.818 (0.117) (3.404)
y 0.256 0.000 Ay -0.544 0.136
(3.821) (0.000) (-3.239 (1.019)
r -0.590 0.000 Ar -0.024 -0.041
(-3.47) (0.000) (-0.32) (-0.706
d 1.000 -0.346 Ad -0.669 0.130
(0.000) (-2.012) (-7.352 (1.808)
Trend -0.004 0.000
(-4.000 (0.000)
LR test for the over-identification restrictionsd x*(2) = 1.55 (0.51)

Notes: Bold valuesindicate statisticd significance a the 5 % level. Thefigures
in parentheses under the a- and p3-coefficients are t-statistics.

The first cointegrating vedor seams to be alongrun relationship for the
trend-adjusted deficit/GNP ratio, explained by the short-term nominal interest
rates, real output and broad money growth as in the following:

(d— 0.4 1) = 05901 —0.256'y -0.630AM

This relationship confirms the fact that budget deficits in the Turkish
eoonamy are highly sensitive to changes in the short-term nominal interest
rates. Therelevanceof such an inferenceisreflected by the significant long-run
response coefficients of r and AM in the deficit equation. The positive
coefficient on r reflects how higher interest rates increase the interest burden of
domestic borrowing in the government budget through increased interest
payments on debt. On the other hand, the negative wefficient on AM may be
interpreted as the relieving impad of monetary expansion an budget deficits by
deaeasing the fiscal pressures on interest rates, which is consistent with the
acommodative dharacteristic of the monetary palicy in the Turkish economy in
order to keep the asts of the debt rollover low. The negative long-run response
of deficits to an increase in the real output (y) may indicate that high rates of
real growth lighten the dfects of factors that influencethe deficit growth.
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The estimated adjustment coefficients demonstrate that only money
suppy growth and real output reects to short-run deviations from the eror-
correcting longrun peth of budget deficits. Contrary to some views, neither the
rate of inflation (CPI inflation) nor nominal interest rates (interest rates on
deposits) are found to be adjusting to higher budget deficitsin Turkey, reflected
in the dstatigticdly insignificant adjustment coefficients in the short-run
equations of AP andr.

The second cointegrating vedor is deemed to be along-run relationship
of broad money growth explained by the rate of inflation and budyet deficits:

AM =1.084 AP +0.346d

This relationship implies that in the long-run money supdy
acommodates high inflation and budyet deficits. The significant coefficient on
AP may be onsidered an indication d the demand determined characteristic of
the nominal money supdy growth in the Turkish econamy. The significant
coefficient on d may be interpreted as the aedit-money expansion outcome of
high pubic sector deficits, because the heavy reliance on commercial banks
resources in domestic debt finance results in parallel expansions in the assets
and liabilities of commercial banks and hence expansions in the interest-
beaing money.

The quantity-theoretic approach to dsinflation in the Turkish econamy
seams to be irrdlevant considering the statigticd findings of this anaysis in
which the weak-exogeneity status of the cnsumer price inflation is rejected
while that of money stock isnot. The wegk-exogeneity of the inflation rate with
resped to the parameters of interest may be wmnsidered an oucome of both the
mark-up pricing behaviour of firms and the exchange rate passthrough
prevalent in the Turkish econamy. The oligopdistic structure of the private
sedor and the monopdy of the state enterprises in setting energy prices may
constitute the basis for the weak-exogeneity of the inflation rate. Additionally,
the high shares of imported capital and intermediate goods in the production
strengthen the exchange rate passthrough argument in the determination o the
inflationin Turkey.

The mark-up pricing argument can be valid also in explaining the wegk-
exogeneity evidence found for the nominal interest rates on bank deposits.
Despite the impresson that high naminal interest rates are the direct result of
domestic borrowing in Turkey, for the depaosit interest rates, the margin that
exceeds the inflation rate seans to be amark-up substantially determined by
banks themselves depending on the risk structure of their portfolios and their
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expectations. The indirect impaad of deficits on interest rates may be explained
by the risk premium set exogenowsly by the financia institutions, which is
based ontheir expectations abou the future murse of the monetary and fisca
palicies, expectations of failure in maintaining the debt rollover process and
expectations of pdlitical instability. In this context, the estimated cointegration
relationships show that the nominal interest rate influences budget deficitsin the
longrun whereas it adjusts to short-run deviations from the long-run peths of
neither the budget deficits nor the money supgy growth.

CONCLUSION

Empirica findings of this study verify the fisca dominance over the
monetary padicy in the Turkish emnomy. Thus, the monetary transmisson
process in the eonomy is found to be extensively characterised by the
acommodative behaviour of the monetary authority, which may be asserted by
the rgjection d the weak-exogeneity hypaothesis of the monetary aggregate.
Particularly, the monetary acommodation d budget deficits and inflation
corresponds to the endogenous excessive expansion d the credit-money in the
eoonamy. The aedit-money expansion occurs through the growth of
commercial bank assets, which is led by debt sales to the banking system.
Therefore, restrictive monetary policies may be ineffective and hazardous for
the sustainability of budget deficits in Turkey because they increase the st of
domestic debt financing. This implies that high fiscd deficits, which are
financed substantially by the banking system, reduce the likelihood of
condicting any restrictive monetary palicy in the Turkish eanomy. Thus, it
may be agued that under such conditions the attempt to control monetary
aggregates cannot be dfective unless sundfisca paliciesare conducted.

The findings of the study provide the evidence to the fact that the
monetary authority can incresse but not decresse the money supgy
exogenouwsly in the longrun, consistent with the endogenous money hypothesis.
Any attempt to reduce bank reserves may not dow down the money credion
process because the supply of bank money is completely determined by the
credit demand from baoth the private and public sedors. Note that the policy
that encourages debt sales to the banking system in Turkey is nothing but the
satisfaction of the public sector credit demand to finance budget deficits
indirectly. Thus, the aedit-money growth in Turkey is a by-product of efforts
to ke the cost of domestic debt financing moderate and to maintain the
stability of the financia system.
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NOTES

! SeeHarris (1995: 39) for an overview of the “power and level of unit root tests”.

2 Juselius (1992 states “[S]ince amultivariate model is likely to give substantially
lower residual variance than a univariate model, these tests are likely to be more
efficient than the corresponding univariate tests.”

% SeeDoornik and Hendry (2001) for the F-form of the likelihood ratio (LR) tests of
system reduction.

* The mmputed SC(k) and HQ(K) statistics are @ follows: SC(5)=-14.3, SC(4)=-15.5,
SC(3)=-16.2, SC(2)=-16.8, SC(1)=-17.7, SC(0)=-16.3, HQ(5)=-17.4, HQ(4)=-18.1,
HQ(3)=-18.3, HQ(2)=-18.4, HQ(1)=-18.7, HQ(0)=-6.8.

® The heteroscedasticity test Fuer(180297)=1.45 and seria correlation test
Far4(100160)=1.51 are both significant at the 5 % significance level

® The trace statistic is argued to be more robust to skewness and kurtosis than the
maximum eigenvalue statistic, as argued by Cheung and La (1993. Moreover,
Doornik and Hendry (2001 175 state that, “the sequence of trace tests leads to a
consistent test procedure, but no such result is available for the maximum eigenvalue
test”. The aiticd values of the tracestatistic ae based onthe approximations to the
asymptotic distributions (see Doornik, 1999.
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