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Abstract

The global financial crisis was the result of the contraction in economic activity
that was a result of sharp decreases in asset prices in developed countries. In
the aftermath of the global financial crisis, the destructive effects of financial ins-
tability on price stability began to become apparent and a discussion started on
how and to what extent central banks should intervene in asset prices via mone-
tary policies. As a result of this discussion, changes in asset prices were included
in the reaction functions of central banks particularly adopting inflation-targeting
regime. The aim of this study is to determine whether the Central Bank of the
Republic of Turkey (CBRT) reacts to changes in stock prices apart from inflati-
on and output gap in the period after 2002. This will help to find out whether the
developments in the financial sector are taken into consideration while the mo-
netary policies are being carried out in Turkey. The effects of the changes in as-
set prices on the decisions of CBRT on interest rates will be examined within the
framework of forward-looking augmented Taylor rule. According to the findings of
this study, CBRT shows the greatest reaction to deviations of inflation from tar-
get value. CBRT reacts the least to the deviation of stock prices from their funda-
mental level. The results of this study indicate that CBRT has continued to carry
out monetary policies based on price stability.

Keywords: Monetary Policies, Asset Prices, Augmented Taylor Rule.

Turkiye'de Para Politikalari Uygulamalarinda

Varlik Fiyatlarinin Etkisi
0z

Global finansal kriz, gelismis Ulkelerde varlik fiyatlarinda meydana gelen siddet-
li ve ani dususlerin reel ekonomik aktivitede yarattigi daralmadan kaynaklanmis-
tir. Global finansal kriz sonrasinda bir yandan finansal istikrarsizhgin fiyat istikra-
rini bozucu etkileri ortaya ¢ikarken, diger yandan para politikalariyla varlik fiyat-
larina nasil ve ne dlgide miidahale edilmesi gerektigi tartisiimaya baglanmistir.
S6z konusu gerekgelerden dolayi, varlik fiyati degisimleri enflasyon hedefleme-
si uygulayan ulke merkez bankalarinin reaksiyon fonksiyonlarina dahil edilmis-
tir. Bu galismanin temel amaci, Turkiye Cumhuriyeti Merkez Bankasi’nin (TCMB)
2002 sonrasi ddnemde enflasyon ve ¢ikti agiginin yani sira, hisse senetleri fiyat-
larindaki degisimlere reaksiyon gosterip gostermedigini tespit etmektir. Bu sekil-
de Tirkiye'de para politikalari yuratulirken, finansal sektordeki gelismelerin dik-
kate alinip alinmadigi belirlenecektir. Varlik fiyatlarindaki degisimlerin TCMB’nin
faiz kararlari Gzerindeki etkisi ileriye donlk genigletilmis Taylor kurali gergevesin-
de incelenecektir. Calismadan elde edilen bulgulara gore, TCMB en fazla reak-
siyonu Oncelikle enflasyonun hedeflenen degerden sapmasina, sonra ise Uretim
acigina gostermektedir. En dislk reaksiyonu ise hisse senetlerinin denge deger-
lerinden sapmasina gostermektedir. Calisma sonuglart TCMB’nin para politikala-
rini fiyat istikrari odakl yiriitmeye devam ettigini ortaya koymaktadir.

Anahtar Kelimeler: Para Politikalari, Aktif Fiyatlari, Genigletilmis Taylor Kurali.
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INTRODUCTION

Fluctuations in asset prices affect balance sheets
of financial institutions. During cyclical expansi-
on, balance sheets of banks improve and their ca-
pacity for issuing credits expands since net we-
alth of households and firms increase due to the
increase in asset prices. On the other hand, dec-
reases in asset prices affect the abilities of house-
holds and firms to stay solvent, thereby leading to
an increase in the share of non-permorming loans.
This, on the one hand, weakens the capital structu-
re of banks and their capacity for credit supply, but
on the other hand these effects get stronger becau-
se of the decrease in collateral values in case of a
generalized asset price deflation. This transmissi-
on channel is stronger in countries where financial
system is heavily dependent on banks.

Until the outbreak of the recent financial crisis, the
main purpose of central banks was to ensure finan-
cial stability. However, the sharp changes in asset
prices in the 1990s revealed that the policies imp-
lemented to ensure financial stability did not work
under the effect of the new consensus approach.
This study mainly explores whether the central
bank in Turkey uses the monetary policy as a tool
to prevent asset price bubbles. While we analyze
this, we will also present the similarities and the
differences between the results of our study and
the studies in the literature.

The study firstly presents the relevant theory
and the literature review on the traditional/non-
traditional approaches. The second section focu-
ses on the role of stock prices in the implementa-
tion of monetary policies within the framework of
augmented Taylor rule.

THEORY AND LITERATURE REVIEW

The literature presenting the effects of asset pri-
ces on macroeconomic variables mainly focuses
on changes in stock prices. There are also studi-
es examining the effects of changes in stock pri-
ce on consumption and capital cost as well (Tobin,
1969). The financial bubbles that occur when stock
prices deviate from their fundamental value affect
capital cost of firms through their balance sheets.
Accordingly, investments increase when stock pri-
ces exceed their fundamental value. When stock
prices stop increasing sharply, financial accelera-

tor starts to go in reverse, decreasing both the inf-
lation and the output level. The main transmissi-
on channel works as asset prices affect the balance
sheets of firms and the real economic activity. In
case of credit market distortions, the balance she-
ets of firms affect their borrowings.

According to Borio and Lowe (2002), Bean
(2003) and Bloxham (2001), the main problem
is not whether central banks respond to asset pri-
ces but what effects changes in asset prices have
on debt and capital accumulation. During the eco-
nomic expansion, positive expectations for futu-
re cash flows increase asset prices and direct eco-
nomic units to borrowing so that they can finan-
ce their capital accumulation. During this expan-
sion, the increase in asset values balances the inc-
rease in liabilities. During the economic contracti-
on, the decreases in asset prices reduce the net we-
alth, causing financial instability. This happens es-
pecially when financial intermediaries respond to
the deterioration in their balance sheets by decre-
asing loan supplies. Sharp decreases in asset pri-
ces have important impacts as changing expecta-
tions and leading to decreases in collateral values.
The decreases in collateral values in particular ca-
use the problem of asymmetric information betwe-
en the borrowers and the creditors to become more
severe. By taking the effects of sudden decreases
in asset prices on the financial system into consi-
deration, there are some views arguing that it may
be useful to reverse the increases in asset prices
at an early stage. According to this point of view,
central banks can prevent high fluctuations likely
to occur in output and inflation rates by increasing
interest rates at an early stage when asset prices
start to increase (Kent ve Lowe, 1997).

Moreover, when analyzed within the conceptu-
al framework, there are some fundamental studies
in the literature based on the asymmetric informa-
tion in financial markets and which focus on the
role of asset prices as a factor affecting the deposit
insurance size while transmitting the financial va-
riables into the real economy (Bernake and Gert-
ler, 2000; Kiyotaki and Moore 1997, Bloxham et
al., 2011). Looking from both perspectives, chan-
ges in asset price have some impacts on the real
economy.

Ensuring financial stability requires a redesign of
macroeconomic policies as well as regulatory and
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supervisory policies with an eye to mitigate syste-
mic risks. For macroeconomic policies, this me-
ans leaning against credit and asset price booms;
for regulatory and supervisory policies, it means
adopting a macroprudential perspective (Bank for
International Settlements, Annual Report 2009:
14).

Based on all these impacts, whether asset prices
should have a systematic role in the implementati-
on of monetary policies or not, is the main discus-
sion between the traditional (opponents) and non-
traditional (proponents) approaches. In the norma-
tive literature, there are strong arguments both for
and against asset price targeting.

Opponents

The dominant view that can be defined as the tra-
ditional approach in the literature, is that central
banks should set the interest rates based on the cur-
rent or the forecasted inflation rates and the output
gap but should not directly target asset prices (Ber-
nanke and Gertler, 2000, 2001). They argued that
asset price targeting is unnecessary. The main rea-
son is that the volatility of asset prices is high. As
aresult, it is not possible to systematically respond
to asset prices, as it is difficult to determine the fu-
ture deviations of asset prices. Bernanke and Gert-
ler (2000, 2001) states that inflation targeting suf-
ficiently stabilizes asset prices.

One reason why there are some views opposed to
asset price targeting is that it is difficult to define
asset prices. Another reason is related to the theo-
retical objection to explicit targeting of asset pri-
ces. The underlying reason for the theoretical ob-
jection is that asset prices are not different from ot-
her variables affecting aggregate demand. In this
regard, authorities must manage the general level
of aggregate demand. Asset prices are just one of
the variables affecting aggregate demand. Bernan-
ke and Gertler (2000) point in their studies that
central banks should not directly respond to the
changes in asset prices; in other words, they sho-
uld not have explicitly target asset prices. Follo-
wing these studies, the literature analyzing the re-
lation between monetary policies and asset prices
has made a remarkable progress.

Proponents

Going beyond the traditional approach, the view

that systematically including asset prices into po-
licy making process of central banks increases
economic performance has gained importance.
According to this view, in the countries where the
operational aim of central banks is to ensure price
stability, central banks can contribute to financial
stability by adopting tight monetary policies when
there is an excessive credit expansion and asset
prices suddenly increase. For example, Cecchet-
ti et al. (2000) argued that asset price targeting co-
uld improve the efficacy of monetary policy. Simi-
larly, Cecchetti et al. (2002) suggested the potenti-
al benefits of asset price targeting.

There are some studies arguing that the changes
in asset prices can be included into reaction func-
tions at the point of reaching optimal price level
and growth rate since sharp increases in asset pri-
ces contain some information about the inflation
and output gap for the following period (Smets,
1997; Bernanke and Gertler, 2000, 2001; Roubi-
ni, 2006; De Grauwe, 2008, Drescher et al., 2010;
Leduc and Natal, 2011). In such studies, it is argu-
ed that the effectiveness of inflation targeting regi-
me will increase when asset prices are included in
reaction functions. The main reason for this argu-
ment is that asset prices act like an indicator of fu-
ture inflation. Within this period, asset prices are
included in reaction functions in broadly defined
inflation or directly'. There is an important diffe-
rence between central banks including asset prices
in their reaction functions as an independent va-
riable and regarding asset prices as a function of
the inflation and/or output gap for the next period.
Sharp changes in interest rates will occur in co-
untries which include asset prices into their reac-
tion function. Sharp correction in asset prices ne-

1 Finding a positive correlation between asset prices and
consumer prices enables the changes in asset prices to be
used in the forecast of inflation (Goodhart ve Hoffman, 2001).
Accordingly, it is argued that including asset prices into the me-
asurement of inflation will increase the effectiveness of inflation
targeting regime. However, the studies by Stock and Watson
(2003), Filardo (2000) found that the changes in asset prices
are not appropriate indicators of inflation and output growth. In
the studies by Bernanke and Gertler (2000, 2001), Bullard and
Schaling (2002), Gilchrist and Leahy (2002) supporting that
including asset prices in reaction functions does not increase
the effectiveness of inflation targeting regime, it is argued that
inflation targeting regime is adequate in the reactions to the
shocks.
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eds sharp changes in interest rates. Real activity
and especially investment will be vulnerable to the
effects of interest rate changes. When asset prices
rise high interest rates entail major output losses.

In the literature, there is not a clear common view
about whether central banks should take into ac-
count asset prices while setting policy interest ra-
tes. In their study, Bernanke and Gertler (2000
and 2001) argued that central banks do not have
an explicit asset price targeting as a component of
their monetary policies. On the contrary, many ot-
her studies like the ones by Cecchetti et al. (2002),
Drescher et al. (2010) and Atesoglu (2011) indi-
cated that central banks explicitely or implicitely
consider asset prices. The asset price bubbles and
their collapse have effects that go beyond their im-
pact on aggregate demand. Not responding to sud-
den and high increases in asset prices but adopting
loose monetary policies in response to sharp dec-
reases in asset prices increases risk undertakings
of economic units under the effect of moral ha-
zard (De Gregorio, 2008:5). As a result, an “ac-
tivist” reaction is necessary for sharp increases in
asset prices (Cecchetti et al. 2002; Bordo and Je-
anne, 2002; Takatoshi, 2010)2. According to Gen-
berg (2000:23), “Misalignment in stock prices, ho-
using prices or exchange rates may have undesi-
rable effects on resource allocation, and when they
unwind, they may lead to financial stres”.

In this regard, central banks aiming at achieving
target inflation need to adjust interest rates in a
way to include asset prices as well as inflation and
output gap. Adjusting policy tools including asset
prices decreases output volatility (Cecchetti et al.,
2002, Aydin and Volkan, 2011). Reacting to asset
prices during the policy making process prevents
sharp increases in asset prices on the one hand and
on the other hand it increases the effectiveness of

2 At this point, it is necessary to mention Greenspan Doct-
rine. According to Greenspan (2010), intervening in sharp inc-
reases in asset prices via tight monetary policies while they
are going up leads to output losses. Accordingly, intervening in
sharp decreases in asset prices via loose monetary policies is
an appropriate strategy. See Issing, 2009; Trichet, 2009; Blanc-
hard et al., 2010 to read more on similar points of view. Some
studies discussing the size of activist reaction (Kuttner, 2011;
Reinhart and Reinhart, 2011) indicate that the effect of respon-
ding to sharp increases in asset prices via marginal interest ad-
justments is quite small.

policies in rigid and flexible inflation targeting re-
gimes.

There are different results by country; for examp-
le, Chadra et al. (2003) found that asset prices in
case of America and England are statistically sig-
nificant while their findings for Japan are the op-
posite (insignificant). Cecchetti et a/ (2000) found
that central bank can improve macroeconomic sta-
bility by reacting to stock prices in addition to inf-
lation and the output gap.

In the case of extended Taylor rules in France,
Germany and Italy, Siklos er al (2004) expects
that the coefficient of asset prices (such as hou-
sing and stock prices) yields implausible estima-
tes. They state that aggressive reactions to asset
prices would have led to an implausible monetary
policy. Bullard and Schaling (2002) constructed a
macroeconomic model where a central bank tar-
gets stock prices in addition to inflation and out-
put. They concluded that targeting stock prices le-
ads to suboptimal levels of inflation and output
gap. Results of our study are in parallel with these
studies. In our study, we find no empirical eviden-
ce that supports the introduction of stock prices in
the CBRT’s policy rule.

The effects of changes in asset prices on financial
fragility have been put forward by Post-Keynesian
approach. According to Post-Keynesian appro-
ach, changes in asset prices and financial fragility
are two important variables having an impact on
the decisions of central banks. From this point of
view, asset prices come to the forefront via the-
ir effects on financial fragility while the main pur-
pose of central banks is to ensure financial stabi-
lity. Central banks can ensure price stability only
by ensuring financial stability.

MODEL AND METHODOLOGY

The literature exploring the relation between mo-
netary policy and financial instability within the
framework of augmented Taylor rule is divided
into two categories. The first one covers dynamic
stochastic general equilibrium models while the
other one covers the models reacting to the vari-
ables representing financial instability via mone-
tary policy interests. In this section of the study,
we mainly focus on whether CBRT responded to
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the deviations of stock prices from the fundamen-
tal level via monetary policies when the inflation
targeting regime was adopted. This means we will
use a model that is within the second category.

Reduced form of Standard Forward-Looking Tay-
lor Rule can be formulated as follows?:

1 =1+pm +7X +pi +V, @)

where 1, refers to the interest rate used as a mone-
tary policy instrument; T, represents the deviation
of inflation from its target value; X, stands for the
deviation of production from the fundamental le-
vel and when the reaction function is formulated
as forward-looking, T, is calculated based on the
gap between the expected inflation and target inf-
lation. Finally, p stands for the interest rate smoot-
hing and L is error term or residual.

Within the scope of the Taylor rule, monetary po-
licy works via real interest rate affecting the deci-
sions of economic units on consumption and in-
vestment. Based on this, when the inflation rate
exceeds the expected level or the production is
higher than the potential level, the central bank re-
duces the demand pressure by increasing nominal
interest rates to a level that will provide an adequ-
ate rise in real interest rates. When the inflation re-
action coefficient is f>1 and production reaction
coefficient is y>0, it shows that this policy is be-
ing implemented.

The equation (1) does not explicitely take the effect
of asset prices on interest rate into consideration.
Therefore, the regression model to be used within
the framework of Augmented Forward-Looking
Taylor Rule can be formulated as follows:

1, =1+Bm, +yX, +0s, +pi_ +v,  (2)

In this equation, S, refers to the deviation of stock
prices from the fundamental level. Bernanke and
Gertler (2000) found that the deviation of stock
prices from the fundamental level affects policy
interest rates. As a matter of fact, this finding in-

3  More detailed information on standard and augmented
forward-looking reaction function can be found in the studies
by Chadra et al. (2003), Siklos et al. (2004) and Jovanovic and
Zimmermann (2008).

dicates that when the asset prices deviate from the
fundamental level, central banks intervene. Accor-
dingly, central banks react to offset asset prices. In
other words, the parameter 0 showing the effect of
the asset price deviation has to be 6>0 since central
banks increase (decrease) policy interest rates to
offset abnormal price movements when asset pri-
ces deviate from their fundamental level in the po-
sitive (negative) direction (Chadra ef al., 2003).

First, when we have estimated the model using the
deviation of stock prices and the one excluding
that deviation of stock prices, an autocorrelation
problem was detected. If the autocorrelation coef-
ficient is equal to the unit value, it means that the
series are non-stantionary. Hence, unit root tests
were conducted for each variable and at least ten
percent of these variables were found to be non-
stationary. As a result, the first difference of each
variable was calculated to be used in the model.
By using these variables, the model was estimated
and the results are presented in Table 1 and Table
2. Second, while presenting the results of EViews
estimations, Newey-West procedure was used.

DATA AND EMPIRICAL FINDINGS

In this study, forward-looking reaction function
of CBRT will be projected for 2002:01-2015:01.
In the model, the interbank interest rates obtai-
ned from the IFS (International Financial Statis-
tics) are used as a dependent variable to represent
the interest rates in the money market. In the mo-
del, industrial production gap is seasonally adjus-
ted industrial production series obtained from the
IFS. The approaches of Khalaf and Kichian (2004)
were used to generate production gap series. Rat-
her than directly using Hodrick-Prescott (HP) fil-
ter for the whole sample of industrial production
series to generate production gap series, an iterati-
ve approach was adopted for a specific period. The
iterative approach is the one used by Khalaf and
Kichian (2004). The variable of stock prices used
to show asset prices was used by applying HP fil-
ter to IMKB (Istanbul Stock Exchanges) National
100 index via the approach of Khalaf and Kichi-
an (2004).

In the analysis, we used CBRT’s expectation sur-

4 The results of unit root test can be provided when asked.
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vey to define expected inflation rate. The target
inflation data were obtained from the website of
CBRT. Yazgan and Yilmazkuday’s (2007) app-
roach was adopted while turning these data into
monthly data. Expected inflation, target inflation
and stock prices series were obtained from CBRT
while interbank interest rates were obtained from
the IFS.

Standard Taylor Rule

CBRT’s forward-looking reaction function was fo-
recasted primarily within the framework of stan-
dard Taylor rule. The GMM estimation results of
the parameters {B,y,p} of equation (1) are shown

in Table 1. Analyzing the forecasted model, we fo-
und that the estimated value of equilibrium real in-
terest rate is approximately -0.1075. When the first
difference of the variable is calculated, the value is
found to be around zero mean, which is an expec-
ted finding. According to the findings of Table 1,
the parameter B showing the deviation of inflation
from the targeted value is approxiametely 1.1865.
The forecasted value is consistent with the litera-
ture. If the inflation exceeds the target value by 1
point when the other variables are econometrically
fixed, it means that the real interest rate will inc-
rease by about 1.1865 points. The estimated para-
meter B is positive in terms of the expectations; it
is higher than 1 (>1) and statistically quite signi-
ficant.

Table 1: Standard Taylor Rule Estimation Results (Eq. 1)

i B Y p
Parameters -0.1075 1.1865 0.0144 0.1872
Std. Errors (0.0271) (0.0571) (0.0035) (0.0235)
Prob. [0.0001] [0.0000] [0.0001] [0.0000]
Adj. R? 0.3960 3 i 114.4380
Durbin-Watson 2.1670 J- statistics 0.1033

Note: For a significance level of 5 percent, the lower limit of Durbin-Watson autouncorrelation is 1.788 while the upper limit is

2.212.

If the production exceeds the potential level by 1
point when the other varaibles are fixed, we can
see in Table 1 that CBRT increases the real interest
rate by about 0.0144 points. This forecasted value
is positive in terms of the expectations; it is hig-
her than zero (y>0) and statistically significant at
1 percent. Accordingly, the value of this parameter
is also consistent with the literature.

In the model, the smoothing parameter is 0.19,
which indicates that CBRT gradually brings the
interest rates closer to the target value. This va-
lue means that about two thirds of interest rates
(1-0.19=0.81) are affected by the current value of
the deviations of inflation and production. The re-
maining value of the variability in policy interests
(0.19) is determined by its own past values.

Table 1 indicates that the model forecasted pro-
ves Taylor rule principle. Also, each parameter ex-
cept for vy is significant at 1 percent while the pa-
rameter y was found to be significant at 5 percent.
In the model, the adjusted determination coeffici-
ent is high, which indicates that about 40 percent

of the changes in the real interest rate are explai-
ned by independent variables (deviation of inflati-
on and production). Hansen (1982) J-statistics in-
dicates that the model does not have a problem of
over identification. Likewise, Durbin-Watson sta-
tistics reveals that the model does not have a prob-
lem of autocorrelation. All these findings mean
that the forecasted econometric regression model
is appropriate and usable. As a result, Table 1 and
the forecasted econometric regression model show
that CBRT, as a policy rule, strongly responds to
the deviation of inflation and production while set-
ting its policy interest rates.

Augmented Taylor Rule

In this section, CBRT’s forward-looking reaction
function was forecasted within the framework of
augmented Taylor Rule. The GMM estimation re-
sults of the parameters {B,y,e,p} of equation (2)
are presented in Table 2. The first remarkable po-
int in Table 2 is that adding the stock price devia-
tion into the model does not result in an important
change in deviations of both inflation and produc-
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tion when compared to Table 1°.

When Table 2 is analyzed, we see that adding the deviation of stock prices into the model led the estima-
ted value of the equilibirium real interest rate to increase from -0.1075 to -0.0914. When the first diffe-
rence of the variable is calculated, it is found to be around zero mean, which is an expected finding. Ac-
cording to the findings shown in Table 2, if the inflation exceeds the target value by 1 point when the ot-
her variables are fixed, then CBRT increases the real interest rate by about 1.0611 points. Based on Tab-
le 2, if the production exceeds the potential level by 1 point when the other variables are fixed, CBRT
increases the real interest rate by about 0.0064 points. The forecasted parameters § and y are positive in
terms of the expectations and they are B>1 and y>0 respectively. The parameters are statistically signifi-
cant, showing that these values are consistent with the literature.

Table 2: Augmented Taylor Rule Estimation Results (Eq. 2)

i B Y 6 p
Parameters -0.0914 1.0611 0.0064 -1.24E-06 0.1482
Std. Errors (0.0220) (0.0399) (0.0024) (6.46E-06) | (0.0193)
Prob. [0.0001] [0.0000] [0.0078] [0.8483] [0.0000]
Adj. R? 0.3914 > v? 114.4976
Durbin-Watson 2.0711 J- statistics 0.1246

Note: For a significance level at 5 percent, the lower limit of Durbin-Watson autouncorrelation is 1.802 while the upper limit is
2.198.

Finally, if stock prices exceed the equilibrium value by 1 point when the other variables are fixed, then
CBRT decreases the real interest rate by about 1.24E-06 points. However, the parameter 8 is not statis-
tically significant. Therefore, there is not a relation between policy interest rates and deviation of stock
prices. Based on this, the Central Bank does not respond to the deviation of stock prices from the funda-
mental level while making decisions on interest rates.

The adjusted determination coefficient was very high, showing that about 39.14 percent of the changes
in real interest rates are explained by independent variables. Hansen J-statistic (1982) shows that there
is not a problem of over identification in the model. Likewise, Durbin-Watson statistic shows that the-
re is no autocorrelation problem. This value is relatively low, it supports the finding that the model does
not get better but worse when the deviation of stock prices is added to the model. Nevertheless, when all
these results are considered together, it is clear that the estimated econometric regression model is sui-
table and usable.

In line with Table 1 and Table 2, the estimated regression model indicates that within the framework of
a policy rule, CBRT strongly responds to the deviation of inflation and production but not to the devia-
tion of stock prices while setting policy interest rates.

The findings of our study are consistent those of Bernanke and Gertler (2000 ve 2001) regarded as the
fundamental studies in the literature. In other words, CBRT considers the deviation of inflation and pro-
duction but not asset prices while setting policy interest rates.

5  The studies by Smets (1997), Bernanke and Gertler (2000, 2001), Roubini (2006), Drescher et al., (2010), Leduc and Natal
(2011) state that the effectiveness of inflation targeting regime will increase when asset prices are included into reaction functions.
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CONCLUSION

The global financial crisis has led to renewed calls
for central banks to consider potential trade-offs
between macroeconomic and financial stability.
After the global financial crisis the debate has fo-
cused on the extent to which monetary policy sho-
uld respond to misalignments in asset prices, such
as equity prices®. Sharp changes in asset prices are
one of the features affecting the success of infla-
tion targeting. In this regard, the changes in asset
prices should be taken into consideration while
implementing economic policies. This can be ac-
hieved either by including asset prices into reac-
tion function or by taking regulatory precautions
for the financial system while implementing mo-
netary policies.

This study has investigated whether the changes
in asset prices play a crucial role in shaping mo-
netary policy in Turkey via extended Taylor Rule
(1993). Our paper seeks to observe whether or not
the CBRT has taken asset prices into considerati-
on in setting interest rates. In this manner we can
understand the role of asset prices in monetary po-
licy.

According to the results of the augmented Tay-
lor Rule CBRT bases the process of setting inte-
rest rates on inflation deviation, which is consis-
tent with its target of ensuring price stability. In
addition, production deviation is the other variab-
le that CBRT responds to. The policies adopted by
CBRT in response to the above mentioned two va-
riables are consistent with its main target of pri-
ce stability. According to the model estimated via
GMM approach, CBRT did not respond to the de-
viation of stock prices from the fundamental level
in the period analyzed. In other word, stock price
movements do not play a crucial role in shaping
monetary policy in Turkey. Stock prices serve as
indicators of inflation and not as a variable that the
CBRT directly reacts to. However, this should not
mean that CBRT only aimed at ensuring price sta-
bility but not financial stability.

It must be recognized that automatic adjusting in-

6 Faia and Monacelli (2007), and Akram and Eitrheim
(2008). Wadhwani (2008) provides a brief overview of the lite-

rature.

terest rates will not be appropriate in all circums-
tances. The reason for the change in the asset pri-
ces (stock prices, housing prices, exchange rates..)
should be taken account in conducting monetary
policy. In Turkish economy, macroeconomic sta-
bility should be achieved by the monetary polici-
es implemented to ensure price stability and mac-
ro precautionary measures taken to ensure the sta-
bility of the financial system. Monetary policies
and macro precautionary measures are comple-
mentary.
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Appendix 1: Unit Root Test Results

it (k) it (k) xt (k) st (k)
ADF 7.0528° (1) | -9.4073"(0) | -6.3127°(10) | -11.4188" (0)
PP -10.4202° (2) | -9.3116°(4) | -32.3548"(8) | -11.3731" (4)

Note: k is number of lags used in the models, * significat at 1%.




