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AN EMPIRICAL ANALYSIS OF THE IMPACT OF FULL DEPOSIT
INSURANCE AND INSTABLE CONDITIONS ON COMMERCIAL
BANKS: THE TURKISH CASE

Mehmet A. Civelek and M. Banu Durukan
Dokuz Eylil University, lzmir

1. Introduction

In an earlier study published in this Journal (Civelek, 1987), it was argued that the
Turkish commercial banks stood out as highly fragile and vulnerable financial institu-
tions. This argument was put forth on the basis of a premise of empirical nature which
pointed out that the empirically measured degree of the liquidity of the aggregate
asset portfolio of the banks was insufficiently low, which would not permit to maintain
the confidence of the depositors'. Moreover, this argument was further supported by
an observable fact that the banks, over the years, have established close ties with the
firms operating in the real sectors of the economy. Such ties immensely increased the
banks' sensitivity to external shocks against which they lacked the required expertise
and experience to formulate effective defensive strategies.

Considering econometric and methodological limitations, the aforementioned
study did not make any further attempt to expose fully on the possible consequences
of the fragility and vulnerability argument for the banks and the economy. However, the
dramatic financial events happened in the Turkish economy and the Turkish commer-
cial banking system since the beginning of 1990's can be viewed as the inevitable
consequences created by the factors amang which the issue of the fragility and vul-
nerability of the banking system can be singled out as the prime contributor, if not as
the principal initiator’. To reinforce or to develop a better insight into such view. the dif-
ficulties faced by the economy and the banking system during the recent decade
require an explanation stressing on the notion of the globalization process.

In fact, during the period starting from the late 1980’s up to the present the Turkish
economy has been under distractive pressures from two main sources: 1) The globa-
lization process. This ongoing process, which has radically been shaping the global
economy, has been creating unfavorable conditions for the Turkish economy and for
all of the other developing countries, as well’. 2) The prevailing domestic instable eco-

The hquidity measuremant was carried out within the conceptual framework laid down by the constant elasticity
of substitution (CES) utility function

The fragility and vulnerability problem is a complex problem since it embodies the accumulated effects of a wide
vanety of such tactors which range from excessive risk 1aking, amassing assets with low degrees of liquidity, abuse of
bank resources by bank owners/managers to leniency shown by superviory/regulatory authorities regarding to uncon

ventional, imprudent banking activities

For a detalled discussion see Hurrel and Woods (2000)
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nomic, political, social conditions in the system which were further deteriorated by the
negative impacts of the globalization process. The combined effects of these two sour-
ces have produced undesirable changes in such vitally important indicators of econo-
mic well-being of the nation as high rates of inflation, interest rates, size of hidden
(unofficial) economy, government budget deficit, trade balance deficit, foreign exchan-
ge rates, unemployment rates. Their numerical values have shown ever worsening
trends to reach their most possible undesirable levels which have increased the
degree of instability and uncertainty not only in the economy but also in the banks’
operational environment.

During this period, the banks have had to work in an operational enviranment
whose conditions would surely be detrimental to their primary function in the economy
as financial intermediaries. Inevitably, such conditions violently shocked the very foun-
dation upon which the banks had based their conventional banking activities, practi-
ces and strategies. Consequently the Turkish commercial banks, as a whole, faced
with serious problems, particularly in 1994 and in 1999. Had the government, in 1994,
not acted promptly to declare full insurance to all bank deposits, the occurrence of
bank runs and consequently full-fledged financial panic would have been inevitable.
In December 1999 a similar financial panic leading to the collapse of the financial
system was also prevented by the Government restating that the full deposit insuran-
ce provision for all bank deposits would be maintained.

The most notable consequence of these dramatic events was the unprecedented
number of bank failures, closures and takeovers®. On the basis of such consequence,
the following arguments can be advanced:

1) Any delay / neglect of taking prompt corrective actions by the bank management
and supervisory / regulatory authorities to deal with the bank fragility and vulnera-
bility problem can easily develop into serious financial crisis and consequently lead
to even much more serious economic, political and social disturbances in the
system.

2) The full deposit insurance guarantee provided by the government to give assuran-
ce to bank depositors about safety of their money implies that the financially fragi-
le and vulnerable banks have lost their capability to device effective internal control

“ The number during the pariod 1994-2001 totaled to 25
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systems and protective shields to maintain such confidence.

3) The commercial banking system should radically be reorganized in such a way to
meet the requirements of the economy which has been constantly witnessing struc-
tural changes induced by the cngoing globalization process.

The remainder of this paper is organized as follows: Section 1 describes the con-
ceptual framework and the formulated hypotheses of the study. Research methodo-
logy is presented in Section 2. Section 3 provides empirical results and their interpre-
tation and implications. Concluding comments are presented in Section 4.

2. Conceptual Framework and Hypotheses

To establish the conceptual framework within which the hypothesis of the study will
be formulated, the following points are of particular importance:

1) Since commercial banks are highly leveraged institutions, the composition of the
assets in their portfolio should be formed by respecting the most basic commercial
banking rule of establishing an optimal balance between the risk/return/liquidity
elements. Such balance from the viewpoints of the banks is the most essential
ingredient in a) maintaining depositors’ confidence and viability of the banking
system, and b) remaining in a legal context whose boundaries are determined by
the conventional banking practices and the regulatory / supervisory authorities.

2) Banks derive their major portion of their profits from the items which represent their
lending and investment activities.

3) Instable economic, political and social conditions, by creating a highly volatile ope-
rational environment, induce commercial banks to behave aggressively by taking
unconventionally high risks in their lending and investing activities. The govern-
ment’s provision of full deposit guarantee under such conditions becomes an addi-
tional factor to encourage the banks to pursue unconventionally risky lending and
investing strategies”.

4) As stated in the literature, the full deposit insurance provision create two major pro-
blems: the moral hazard problem which implies the increased propensity of the

* It can be conceived as the provision of an additional apportunity, particularly for the banks in deep financial trou
bles, to “gambie for resurrection”
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insured to take excessive risks and the forbearance problem which refers to the
observable laxity, negligence in behavior of regulatory and supervisory authorities
in fulfilling their duties, and an openness to political pressures.

5) The provision of full deposit insurance also affects depositors’ behavior by elimina-
ting their need for making a distinction between financially healthy and distressed
banks. Consequently, depositors under full insurance coverage incautiously chan-
nel their funds with the intent of increasing their interest income to those banks
offering higher interest rates®. Such higher interest rates on deposits inevitably trig-
ger an intense competition among the banks which eventually threatens the health
of financially sound banks .

2.1 General Hypothesis

The above mentioned points, as a whole, establish a sound foundation upon which
the conceptual framework of the study is based. Within the context of this framework,
the general hypothesis of the study is stated as follows. The full insurance guarantee
provided by the government and instable economic, political and social conditions
besetting the macroeconomic setting, as a whole, increase the aggressiveness of the
commercial banks in their lending and investment activities and encourage them to
disrespect the most basic banking rule of maintaining an optimal balance between
liquidity, risk and profitability elements in their asset portfolios.

It should be noted that this general hypothesis is not operational, i.e., it cannot
directly be tested against the actual data. This hypothesis, therefore, has to be trans-
formed into the empirically testable form, by assuming that such aggressive behavior
and negligence of maintaining the optimal balance can empirically be detected by for-
mulating a model of bank portfolio behavior

2.2 Operational Hypothesis

Consequently, the operational hypothesis of the study is formulated in question

" In general financially distressed banks inihate higher interest rates on deposits to attract funds

High interest rates imply ot aniy higher cost of tunds to the banks but also to the demanders of bank funds in
the forms ol higher lending and investing rates
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form as follows: under the full deposit insurance protection scheme and instable con-
ditions, can holdings of bank items, which represent lending and investment activities
of the Turkish commercial banks, be explained within the context of the theoretically
and empirically specified economic variables?

If the test results lead to a negative empirical answer, it, within the study's con-
ceptual framework, can conveniently be interpreted to suggest that the full insurance
guarantee and instable conditions induce the banks to act aggressively in their len-
ding and investing activities to disrespect the most basic banking rule of maintaining
an optimal balance between liquidity, risk and profitability elements in their asset port-
folios. On the other hand, in the case of a positive empirical answer, the contrary sug-
gestion can be advanced.

2.3 Supplementary Hypothesis

With respect to the banks’ holdings of items in the liability side of the balance sheet
equation, another research questions similar to the one in the operational hypothesis
can be raised as follows: Are holdings of bank items which represent claims of sup-
pliers of bank funds, excluding owners (i.e., bank deposits and borrowings) suscepti-
ble to the theoretical modeling. during a period of full deposit insurance protection
scheme and instable conditions?

If the test results provide a negative answer to the above stated issue, the inter-
pretation is to be made by focusing on the effects of the full insurance provision upon
weakening the link between the financial strength of the banks and the flows of funds
and on the diminished concern for default risk by the insured banks and creditors due
to the bailing out policies formulated by the government. A positive answer, on the
other hand, requires contrary suggestions.

3. Research Methodology

In order to provide empirical answers to the research questions raised in the hypo-
theses, the content of this section is systematically divided into 3 subsections which
are entitled accounting preliminaries, a model for bank portfolio behavior, data and list
of variables, respectively.
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3.1 Accounting Preliminaries

The principal assets and liabilities listed in the consolidated balance sheet of the
Turkish commercial banks can also be presented as an equation which is widely
known as the basic balance sheet identity. Such equation can be rearranged to reflect
the banks’ most vital function in the economy, i.e., the financial intermediation role
which positions them between the demanders for and suppliers of bank funds. The
rearranged equation for the Turkish commercial banks is given below as follows:

C + ODOF + Bl, = CSOF + Bl (1)

where:
C: Vault Cash
ODOF: Obligations of demanders of funds
ODOF =SP + TL + EP
SP: Securities Portfolio
TL: Total Loans
EP: Equity Participation
Bl,: Balancing (remaining) Items of Assets
CSOF: Claims of Suppliers of Funds
CSOF = DEP + BOR + SHE
DEP: Claims of depositors which consists of demand deposits and time deposits
BOR: Claims of other creditors which includes non deposit funds that are borrowed
funds from the Central banks, other banks, abroad and others, inter-bank funds,
borrowed, securities, other liabilities
SHE: Claims of shareholders; share capital, reserves and revaluation fund
Bl : Balancing {remaining) Items of Liabilities

All of the information cited above can be utilized to rewrite the following basic
balance sheet equation for the Turkish commercial banks as follows:

C+8P+TL + EP +BIl, = DEP + BOR + SHE + Bl_ (2)

It should be noted that equation (2) explicitly exposes those items (i.e., SP. TL, EP, DEP
and BOR,) for which empirical investigations will be carried to determine whether variations
in their observed values are explainable within the context of a theoretically specified model.
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3.2 A Model for Bank Portfolio Behavior

To test the operational hypothesis of the study, the stock adjustment model, one of
the well-known empirical tools in the economics literature is adopted to investigate the
portfolio behavior of the Turkish commercial banks. Within the conceptual framework
of the model, the actual holdings of a bank portfolio item in the current period can be
explained in terms of its actual holdings in the previous period plus some portion of
discrepancy between desired holdings in the current period and actual holdings in the
previous period.

Alternatively, the stock adjustment model can be expressed in notations as follows:
Xip=Xpg + 0 (X% - X 1) (3)

where

X, , = The actual holdings of the i” portfolio item in period t
X, ., = The actual holdings of the i” portfolio item in period t-1
X*,, = The desired holdings of the i" partfolio item in period t
«, = The adjustment coefficient

It should be pointed out that equation (3) is non-operational as it stands since X |

is not directly observable. On the other hand, it is rather plausible to assume that there
is a functional relationship between X", , and some observable variables. Thus, equa-

tion (3) can easily be converted into the testabie form by postulating that the desired
holdings of a portfolio item i, at time t. is a linear function of wealth of the entity deman-
ding the i" portfolio item, the expected holding period return on the item, r, and the

expected holding period returns on other alternative items". That is,

X = T W, fy Ty oy e T (4)

i ' m}

' The conventonal theary of demand states that the demand for any particular asset can be specified in terms of
these three fundamental economic vanables: wealth held m vanous frams. the analogue of the budget constraints, the
price or raturn on the asset and the prices or returns on all alternative assets. For more discussion see Friedman (1966,
pp. 67-69). This statemant provded a sound thearetical base for the specification of X° |
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where r's with the subscripts indicate the expected holding period returns on the port-
folio items. On the other hand, W, , the wealth variable can be expressed as:

W, = (SHE,, +Y,) (5)

where Y, represents net income in the current year.

For simplicity, utilizing only two interest rates r, and r,, (an average rate on alter-
native items) equation (4) can be expressed as:

X0 =Bio + By Wor + Biafiy + Bisfans (6)
and substituting equation (6) into equation (3) gives:
XI.1 = xll 1 (Iil_U ¥ lil_‘wll 5 [}I..?rJ,T & BI,SrAi.T - xl_t 1} (7)

By multiplying the terms in parenthesis by «, and adding the error term e, the fol-
lowing testable model is obtained:

X, ,=a + bIW|.I +Cfjy + dert.t + fixm + 8 (8)

wherea =« B, ;. b, =0 B, ¢ =B, d=0p,andf=(1-a) [0<f<i]

The examination of the properties of equation (8) is in order.
i. The model is based on conventional theory of demand and is quite similar to the
one originally proposed by Brainard and Tobin (1968).
ii. The model provides a dynamic conceptual setting to analyze holdings of bank
items.

iii. The model imposes rigid restrictions on the testing process. That is, the freedom
of the researchers regarding adding new variables to, or deleting the existing varia-
bles in the equation to achieve better statistical results virtually does not exist.

iv. o; {one minus the coefficient of the lagged dependent variable) is interpreted as a
measure of the speed with which banks adjust their holdings of i” item to changes
in the explanatory variables during the period of observation, Since «, in equation
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(3) is positive and takes a value between zero and one, f, the coefficient of the lag-
ged dependent variable in equation (8), is also positive and takes a value between
zero and one. If there is a complete adjustment to equilibrium over the time period
being considered, f will take a value of zero. On the other hand, if f, equals one,
there will be no adjustment to equilibrium over the given period of time.

v. Within the theoretical context of the model the following relationships are assumed
to hold between the dependent variable (X, ,) and each of the explanatory variables
included in equation (8).

For items in the asset category:

.f}xi?t -0 _E}XI.I >0 '}.Xm -0 _dxi,! <0
(J'WLL 'r']xi.t-i dr“ r}rm_!

For items in the liability category:
fjx“ >0 “EJX“ >0 a_xi-' <0 _ﬁx"‘ >0
W, dX, 4 ar Oaiy

3.3 Data and List of Variables

The data required to test the adopted model for the Turkish Commercial Banking
(TCB) system and bank groups are obtained from the Banks Association of Turkey
website (www.tbb.org.tr/english/asp/periodicais.asp). The quarterly time series
data for the variables listed below are collected for the study period 1992:4 — 20014
which encompasses 37 quarterly observations. It should be noted that the site pro-
vides banking data in terms of both U.S. dollars (US $) and Turkish Liras (TL)". The
study preferred to employ the data in US $ because of this practical reason of con-
venience: The (TL/US §) exchange rate used in the conversion of the TL amounts
into US § amounts functions as a deflator, similar to the price deflator used in cal-
culating data in real values. The availability of the data in US $ makes the task of cal-

" Recently banking data in Euros (€) is also available on the site,
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culating real values stated in TL amounts unnecessary'™.

List of Variables
a. DEPENDENT VARIABLES (X)

SP,, TL,, EP,, DEP,, and BOR,
b. INDEPENDENT VARIABLES
Budget Variable:
W, (= SHE_, +Y))
Lagged dependent Variables:
SP,,.TL.,. EP,,. DEP,,, and BOR, ,
Own Rate Variables:
fsp: fris Fepr foeps @Nd gog
Average Rate on Alternative Items':
Tasp: fatL: Taep Tapep: @Nd Magog

4. Estimation: Empirical Results

Testing the formulated hypothesis of the study simply requires the determination of
whether or not the banks holdings of major items in the asset and liability categories of
their basic balance sheet equation (i.e., SP, TL, EP, DEP, BOR) can be explained within
the empirical grounds of the adopted model (equation 8). In the testing procedure, these
steps are followed: First. equation (8) is transformed into natural log-linear form as below:

In X... =a+bINnW +cinr, +dinr,, +fInX ;+e

Second, this model is fit to the quarterly data for the period 1992:4 — 2001:4 by
employing ordinary least squares (OLS) technique. The regression results obtained for

It should be underlined that the study period is characterized as the inflationary period which necessitates the
use of the data in real values in emprical investigations to remove the undesirable effects of abnormal price level
increases.

' For the SP equation, I,qn = (g + Iegp) £ 2, for the TL equation, re = {fgp 4+ fenp) £ 21 for the EQP equation,
Tagae = (Tgp + Tl ( 2:1or the DEP eguation. fyp: = fyng: and for the BOR equation. fygan = fnep
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the model are presented in Table 1'°. Third, to evaluate the estimated regression
results, the performance evaluation criteria are established in terms of the theoretical
properties and expectations of the stock adjustment model, and of such summary sta-
tistics as t values (the number in the parenthesis below the estimated regression coef-
ficients), R* (goodness of fit), F values and Durbin- Watson (D-W) statistic™.

Based on a critical evaluation of the empirical results presented in Table 1, the fol-
lowing variable - based comments can be made:
The lagged dependent variable (X, ). It should be once more noted that since «, ,,

the speed of adjustment coefficient in equation (3). is positive and takes a value bet-
ween zero and 1 (0<a, <1), the estimated coefficient of the lagged dependent variable

in the model, f, is also positive and takes a value between zero and one (0<f< 1).
Regarding to the relation between «, and f, the following cases are possible:

a. Iff, =0, then «,, =1. This case refers to the complete adjustment of holdings of
X, , to changes in the budget and interest rate variables over the time period being con-
sidered, i.e., one-quarter.

b. iff, = 1, then «,, =0. This case, on the other hand, implies that there is no adjust-
ment over the given period of time.

Consequently, the estimated coefficient of the lagged dependent variable (f) is
expected to lie within the hypothesized range and must be statistically significant. As
noticed, in all equations in Table 1, the estimated coefficients remain within the hypo-
thesized range and are statistically significant at the 1% level. As a result, the speed
of adjustment coefficients in all estimated equations meet a priori expectation.

As far as the problem of how rapidly banks' holdings of X, , react to changes in the
W, ,. 1., Ta,, variables within one quarter, the following observations on the estimated
«,, values are made:

 Variables measured (natural) logarithmically directly provide one-guarter elasticities.

It is instructive to note that when the lagged value of the dependent vaniable is included in an equation, the Durbin-
Watson statistic should be interpreted as a rough measure of the presence or absence of serial correlation because “it
is very badly biased” (Griliches, 1967, pp. 16-48). Therefore, no attempt is made to evaluate the D-W statistics.
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Table 1: Hegress.'on Results

" Sialishcally significar al 1% level
** Stanistically sigmbeant at 5% lovel
* Siatistcaly sigrificant at 10%: ieval

Dependent
I\:‘ariab{_e_ | Constant | Explanatory Variables _ __Summary Statistics
I aKS X, [ In(Wy) [ dnr, [ inry, R ]ﬁ D-W
2149 070077 0.091 -0.181° | 0257
1 InSP ) :
ns (2056) | (7.333) | (0817} | (1.735) | (2.167) | 0804 | 30832 | 2339
5 o 2837 | 0.7187| 0.020 | -0.115 | 0.196"*
| 0009 | 6309 | (0269 | (1 sio) | ety 0877 | 53658 | 1488
o : “170.005 | -0014 | 0.094
_WEP 0458) | (8413 | (003 | (0180 | (0749 Rl || ename |48
33 09437 -0.109 | 0.208" 0073 e
4 [ 4
nDEP | esss | astg| (13 | o) | (r2se 0915 | 81030 | 2470
oy mm— ; 954" -0.024 | -0.134° | 0.104 |
0.598) | (12.582)| (0.286) | (2.102 0879 A9 | 1356
PRIVATE QWREE(EANKS e L
2394 | 0041 -0.187 | 0122 | 0.256"
|
6 | Isp s73) | (551 | (1123 | (1o60) | @171) 0855 | 45835 | 1.999
; ; 489 0,193 | 0.175° | 0.248°
L InTL !5{%%931 _éB?QJB} (2.089) | (2. 590} (4.116) 0929 101.142 | 1.895
= 467 0336° | -0236 o321 ) | i I
8 nE o399 | 63| (son | (1799 | (7 0798 | 30691 | 1518
1061~"| -0098 | 0.185 | -0.032
InDEP
| K 0794 | (6103 | (0751 | (1429) | (0287) GEBR | BT | 2082
o K R S
10 | INBOR
0.462) | (9.438) | (1.144) | (3.795) | (3.670) | 0901 | 70694 | 189
| STATE C BANKS oL ReL L 87
4370 [ 05527 -0099" | 0277 | 0.234°
1 l InSP [3532} 4|—L3 150] (1.721) | (2.674) (1.758) 0.329 3.678 2.200
1 0.012 0.13%° 0.042 N [
12 | L 0538 {?_3_14; (0496 | (1.790) | (1000) | 0690 16.697 | 1.474
; 0442|0002 | -0.203° | 0.188
1 i
3| MEP | (32s5) | (2901) | (0041) | 2487) | (1533 | 0693 | 16371 | 1819
14 | InDEP 3206 | 066777 0.029 0.167° -0.051
: garn) | g | ossn | @iss | (s 0853 | 27.508 | 2.036
: 0.702""| 0075 | 2956 | 0004 | T
15 | InBOR
. 0 | 22| @20 | (1282) | o6y | o712 1 || 19 |
2377 | 0,580 0,608~ | 0328~ | 0,067 ==
16 | InSP :
| 18 | ISP | (5o01) | 3575 | (2185 | (2697) | (0814) | 0753 | 22097 | 2260
o 0.706 | 0.693°°] 0.188 [ -0.121°" | 0.0296
B | (1:027) | (5685 | (1.365) | (2.105 | (0.803) | 0856 | 42974 | 2.183
8 | nEp | 2659 | 0527771 0500 | -0.034 | -0.272
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i. With respect to the holdings of SP. TL and EP, one-quarter responses of the banking

system are considered low since the «,, values for the holdings of SP, TL and EP
are 0.300, 0.282 and 0.111, respectively. On the other hand, the «, , values of the
banking system for the DEP (0.057) and BOR (0.046) holdings are, relatively, much
more lower than those reported for SP, TL and EP. These values indicate that only a
marginal portion of the gap between the banking system’s actual holdings and desi-
red holdings of DEP and BOR is bridged within the quarter.

- Within the bank groups, the comparatively highest «, , values for SP, TL and EP hol-
dings are 0.511 (private owned banks), 0.558 (state owned banks), 0.473 (foreign
banks), respectively. Regarding to the holdings of DEP and BOR, the highest o,
values are 0.333 (state owned banks), 0.391 (foreign banks), respectively. These
values indicate that a) the bank groups’ one quarter responses are relatively grea-
ter in case of their holdings of SP, TL and EP than those of DEP and BOR, and b)
there is no systematic relationship between banks ownership status and the «,,
value. That is, no banking group systematically and consistently registers relatively
higher . , values for holdings of these 5 types of bank items considered in the study.

iii. On the basis of the comparison of the equations with the highest and the lowest R

values on one hand, and the equations with the highest and lowest «,, values, on

the other, it is inferred that there is not any systematic relationship between the
values of R" and «,,

The budget variable (W,). Particularly, it should be noted that the W, variable in all

equations estimated for the banking system performs poorly. In all 5 cases it appears
to be statistically insignificant. Moreover. in equations 4 and 5, it carries wrong signs.

In case of the 15 equations estimated for the bank groups it is found that only in 5
equations (equations 7 and 8: private owned banks, equation 15: state owned banks
and equations 16 and 20: foreign banks) the W, variable has the anticipated positive
sign and statistical significance. In the remaining equations, the W, variable appears
to be statistically insignificant. In 3 cases, it has also the wrong sign (equations 6, 9
and 11). Consequently, it can be pointed out that these are unexpectedly poor results

and they do not permit to affirm the existence of statistically acceptable relations bet-
ween the holdings of bank items and equity funds.
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The own rate (r,,). The own rate variable (r,,), within the demand function context,

is anticipated to yield positive signs for items in the asset category and negative signs
for the items in the liability category. Unfortunately, in all three equations estimated for
the banking system's holdings of SP, TL and EP, the r,, variable appears with a nega-
tive sign. On the other hand, for the liability category the r;, variable appears in the

BOR equation with the expected negative sign and statistical significance while in the
DEP equation, it yields positive and statistically significant coefficient.

For the SP, TL and EP holdings, the r, , variable yields the same negative sign pat-

tern for all bank groups with one exception, equation 12. That is, the own rate variable,
in the equations estimated for the bank groups, SP, TL and EP yield statistically signi-
ficant but negative coefficients. As it is seen from the results obtained for the DEP hol-
dings, the estimated r,, coefficients for the bank groups. signwise, are not in confir-

mation with a priori expectations. As far as DEP holdings, within the theoretical con-
text of the demand model, are concerned, negative (positive) sign indicates that an
increase in the own rate (cost of funds) results in decreases (increases) in banks' hol-
dings of deposits. From equation 9, 14 and 19, it can be observed that the r,, variable
in all the cases yields positive signs, two of which are not statistically significant. The
persistent appearance of positive signs in all three cases can cautiously be interpre-
ted to imply that banks nearly rely on deposits as the primary source of bank funds
under the full deposit insurance protection scheme. On the other hand, r, , variable in
the estimated BOR equations yields coefficients with anticipated signs (equations 10,
15 and 20) and statistical significance (equation 10 and 20).

Average rate on alternative ftems (r,, ). This rate is employed as a proxy to repre-

sent the average opportunity cost of holdings of X, . In case of an item in the asset

category, it is expected to yield a negative sign, which implies that an increase in the
average rate on alternative items results in a decrease in holdings of that item. In the
case of an item in the liability category, this rate is, however, expected to produce a
positive sign, which indicates that an increase in the rate (i.e., the cost) of alternative
items results in increases in the holdings of X; .

A simple glance at the estimated coefficients of the r, , variable suffices to indica-
te the following: i) in case of the SP. TL and EP holdings, the sign of the estimated coef-
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ficients of the r, , variable with the exception of two cases, equations 16 and 18, do

not fulfill the expectations. Only in one case, however, the estimated coefficient has
both the statistical significance and the correct sign (equation 18). ii) in case of the
DEP and BOR, the estimated coefficients of the r, , variable, as a whole, do not have

plausible properties. More specifically, in case of the estimated DEP equations. r,

consistently yields negative signs. None of its coefficients, however. is found statisti-
cally significant. On the other hand, the r,, , variable in all the estimated BOR equa-

tions appears to have the anticipated positive sign. However, only in one case, its
coefficient has both the correct sign and the statistical significance (equation 10).

4.1 Implications of Empirical Results

Within the methodological setting of the study, the variable-based evaluation of the
empirical results leads us to make this assertion: The SP, TL, EP. DEP and BOR hol-
dings of the Turkish commercial banking system and the specified bank groups can
not adequately be explained within the theoretical confines of the adopted model
during a time period which has witnessed both the provision of full deposit insurance
and the effect of instable economic, political and social conditions.

It should be noted that such an assertion has two important implications for the
two research questions raised in the hypotheses. With respect to the first question, it
is a negative answer which implies that under the full insurance guarantee and insta-
ble conditions, the commercial banks have acted aggressively in their lending and
investing activities by disrespecting the most basic banking rule of maintaining an opti-
mal balance between liquidity, risk and profitability elements in their asset portfolios.
With respect to the second question, it is also a negative answer which implies the full
insurance provisions and bailing out policies formulated by the government, by dimi-
nishing the concern for default risk, have induced the commercial banks to seek
(external) funds aggressively and encouraged depositors (and creditors) to channel
their funds to the banks incautiously.

5. Conclusion

To provide empirically acceptable answers to the research questions raised in the

355



SAVINGS AND DEVELOPMENT - No 4 2003 - XXVII

hypotheses laid out in Section 1, the present study adopts a research strategy which
exclusively relies on the regression results. Efforts, which so far have been made to eva-
luate the estimates presented in Table 1, should, as a whole, be viewed as an attempt
to establish a sound empirical base for providing such answers. From this perspective,
the approach taken in this study is essentially exploratory and practical, as well.

With respect to the holdings of bank items which represent banks' lending and
investing activities (SP, TL, EP) and to those which are considered the major source
of bank funds (DEP and BOR), the adopted model does not produce any convincing
evidence to give a positive answer to each of the two research questions raised in the
formulated hypothesis. Alternatively, it can, on the basis of the available empirical evi-
dence provided in Table 1, be asserted that the banks' actual holdings of SP, TL, EP,
DEP and BOR can not convincingly be explained in terms of the model's exogenously
determined variables (i.e., W, interest rates) and the lagged value of the dependent

variable.

It should be immediately noted that this assertion is made within the confines of
empirical evidence which are obtained by utilizing the stock adjustment model which
is in form of a single demand equation. From theoretical and empirical considerations,
it can be indicated that variables included in any demand equation may be determi-
ned by the intersection of a supply schedule and a demand schedule. Except under
particular circumstances. the independent estimation of the demand equation (and
the supply equation) by employing OLS technique produces inconsistent estimates of
parameters. That is, the formulated relationship cannnot be estimated without bias. It
is, therefore, quite possible that statistically poor empirical results presented in the
study may be caused, in part, by the use of a single equation technique of estimation.
This particular point forces us to stop momentarily to find out a safe ground to defend
the use of the single demand equation in the study. Fortunately, the economics litera-
ture provide some expositions to justify the use of single equation estimates - instead
of using the whale system of equations (including both demand and supply) — and to
show that the bias introduced by considering the variables as given in the demand
equation may not be too serious. They, as a whole, form the needed ground to justify
the single demand equation in testing procedures,

The use of the single demand equation in the present study is formally justified as
follows: i) By focusing on the previously mentioned term “except under particular cir-
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cumstances,” it is suggested that the banking sector's institutional characteristics —
being an integral part and indispensable tool of the monetary policy pursued by the
government, and being the investing public’s concern - can conveniently be interpreted
as “particular circumstances™ to support the methodological procedure of the study. ii)
Research efforts directed toward the specification of the supply function in order to eli-
minate the bias (i.e, the simultaneous equation bias) possibly involve the problem of the
inadequate specification of the supply function due to the lack of the theoretical and
empirical guidance on this aspect. The single equation model not only helps researchers
to avoid such bias problem but also provides them effort-and- time saving advantages.

Additionally, there are other problems which may contribute to the emergence of
such poor empirical results. They possibly arise from the following sources:

1) The rigid theoretical structure of the adopted model. The stock adjustment model
as mentioned before does not permit to employ additional variables, particularly
those ones in qualitative nature which would have been quite useful in explaining
the holdings of bank items during a time period when the banks have encountered
numerous external and internal factors.

2) The nature of data utilized in the tests. The aggregated data, used in the tests may
be of poor quality and far from being reliable due to the possibility that the provision
of full insurance guarantee and instable conditions may have exerted undesirable
effects on the data generating structure of the banking system.

Relying on Griliches (1967), it may be pointed out that statistically significant high
above zero values found for the estimates of the lagged dependent variable may very
well be an indicator of the presence of high serial correlation whose consequences
are well discussed in the econometrics literature. Such a problem plus the above sta-
ted problems, as a whole, may become a source of major concern for casting doubts
on the conclusions of the study which have been reached by examining the test
results of the adopted model.

In conclusion. it should be pointed out that the findings of the present study, in
spite of their doubtful qualities, have potential to increase empirical knowledge of
commercial banks'lending, investing and fund-seeking activities carried out under the
provision of full deposit insurance scheme and the prevailing instable economic, poli-
tical, social conditions. Moreover, the study may become a point of reference for the
future investigations on the commercial bank behavior in the developing economies
which are going to be conducted by using different methodological procedures.

357



SAVINGS AND DEVELOPMENT - No 4 - 2003 - XXVI|

References

Bert, E., 1999, “Requlatory Maoral Hazard.” Independent Review, Vol. 4. |ssue 2, Fall, pp. 241.254

Bayd. J. H.. C. Chang, B. D. Smuth, 1998, “Moral Hazard under Commercial and Universal Banking.” Journal
of Money. Credit, and Banking, Vol. 30, No. 3, August, pp. 426-468.

Brainard, W. C,, J. Tobin, 1368, 'Economelric Models: Their Problems and Uselfulness: Pilfalls in Financial
Model Building" The American Economic Review, 58 May, pp. 89-154

Brown, M., 1968, On the Theory and Measurément of Technological Change. Cambridge University Press,
London.

Civelek. M. A . 1987, “Bank Liquidity Re-examined Evidence Fram the Turkish Commercial Banking System '
Sawvings and Develppment, No. 4, X1, pp 355-364

Cull, R, L W Senbet, M Sorge, 2002, “The effect of deposit insurance on hnancial depth: A cross-country
analysis," The Quarterly Review of Economics and Finance, 42, pp. 673-694

Demirgug-Kunt, A, E J Kane, 2002, "Cross-country evidence on deposit-insurance” The Quarterly Review
of Economics and Finance, 42, pp. 685-699

Dowd, K.. 1993, "“Deposit Insurance: A Skeptical View.” Federal Reserve Bank of St Lows Review, Vol 75,
No.1. Jan/Feb, pp. 14-17

Duan, Jim- Chuan, M Yuy. 1894 “Forbearance and Pricing Deposit Insurance in A Multiperiod Framework,
Journal of Risk and Insurance. Vol. 87, Issue 4, Aralk, pp. 575-591

Durbin, J.. 1970, "Testing for Serial Correlation in Least-Squares Regression when some of the Regressors
are Lagged Dependent Variables” Economelrica. May, pp. 410-421

Dybvig, P H.. 1393, "Remarks on Banking Deposit Insurance,” Federal Reserve Bank of S1 Louwis Review Vol
75, No.1, Jan/Feb, pp. 21 24

Flood. M D 1893, “Deposit Insurance Problems And Solutions ™ Federal Reserve Bank of 51 Louis Review,
Vol 75, No.1. Jan'Feb. pp 28-34

Friedman, M., 1966, "The Guantty Theory of Money - A Restatemant,” in Monetary Theory And Policy, ed. by
R S. Thorn. Random House, New York, pp. 67-83

Griliches, 2 . 1867, "Distnbuted Lags A Survey.” Economefrica. January. pp. 16-49
Gujarat, D N, 1995, Basic Econometrics, McGraw Hill Corp., Turkey, pp. 165167
Hurrel, A, N. Woods, 2000, lneguality. Globalization. and World Politics. Oxford University Press, NY

Nerlove, M, 1958, Distributed Lags and Demand Analysis, U.S Department of Agriculture, Agnculture Hand
Book, No: 141




M A CIVELEK, M B DURUKAN - DEPOSIT INSURANCE IN TURKEY

Prescatt, E. 5., 1999, "A Primer on Moral-Hazard Models,” Economic Quarterly, Federal Reserve Bank of
Richmand. Winter, pp. 47-77

Abstract

The present paper aims to determine whether the Turkish commercial banks' hol-
dings of items which represent major lending, investing and fund seeking activities
can be explained within the confines of theoretically specified economic variables.
For this purpose, the stock adjusiment model is adopted and tested against quarterly
data which are generated by the banks during a time period which has witnessed the
provision of full deposit insurance and instable economic, political and social condi-
tions. The regression results obtained by this investigation, as a whole do not provi-
de, on statistical grounds, any affirmative answer to the research questions regarding
to the bank holdings of lending, investing and funds seeking activities.

Such results may possibly stem from the following sources: i) the rigid structure
of the adopted model in the form of a single demand equation, ii) the nature of data
utilized, and iii) the possible existence of high serial correlation due to the presence
of the lagged dependent variable among the explanatory variables. Despite its short-
comings, this study can be a point of reference for the future investigations on com-
mercial bank behavior in developing economies.
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