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Chapter 9

TESTING GIBSON PARADOX FOR TURKEY: AN 
ASYMMETRIC THRESHOLD COINTEGRATION 

ANALYSIS

Burcu KIRAN BAYGIN1

INTRODUCTION
The empirical evidence of strong positive correlation between price level and 

long term interest rate first presented by Gibson (1923). Gibson (1923) pointed 
out that interest rates rose and fall roughly concurrently with the level of prices in 
the United Kingdom over 150 years. Since there was no theoretical reason for this 
relation, Keynes brought attention to the long run relationship between the level 
of price index and the rate of interest and observed in a well-known quote, “the 
tendency of prices and interest rates to rise together and to fall together” is one of 
the most completely established empirical facts within the whole field of quan-
titative economics (Ram, 1987). This phenomenon is named by Keynes (1930) 
the “Gibson paradox”. Keynes (1930) suggests that increases in the demand for 
loans raise the interest rates and result in an increased money supply and level of 
prices, and conversely for decreases in the demand for loans. This explanation is 
generalized to changes in aggregate supply and demand which result in a positive 
correlation between interest rates and prices by Sargent (1973). Fisher’s analysis, 
on the other hand, suggested a long run relationship between inflation rate and 
interest rate. 

The Gibson paradox has been investigated in a large number of recent stud-
ies, using recent advances in the field of applied econometrics. But, there is no 
clear agreement among researchers in regard to this phenomenon. Sargent (1973) 
examines the statistical relationships between prices and interest rates to explain 
the Gibson paradox and finds two main conclusions: The first one is that in-
terest rates are indeed correlated with the price level, i.e., the Gibson paradox 
does exist. The second is that Fisher’s explanation of this phenomenon is inad-
equate. Shiller and Siegel (1977) analyze the correlation between interest rates 
and prices and their results from spectral techniques confirm the correlation be-
tween long term interest rates and prices for very long term swings, but indicate 
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studies find no empirical evidence for the correlation. Using cointegration and 
asymmetric threshold cointegration approaches on quarterly data over the period 
from 1990:01 to 2018:02, this paper examines the validity of the Gibson para-
dox for Turkey. The results obtained from Engle and Granger cointegration test 
show that price level and nominal interest rate are cointegrated, hence the Gibson 
paradox is valid for Turkey. Since the power of asymmetric threshold cointe-
gration method of Enders and Siklos (2001) is much higher than the traditional 
cointegration tests with symmetric adjustment if the true adjustment process is 
asymmetric, we also investigate the Gibson paradox by considering TAR and 
M-TAR models as alternative adjustment processes for cointegration. The results 
obtained from TAR and M-TAR models indicate that there is threshold cointegra-
tion relationship between price level and nominal interest rate for Turkey with 
asymmetric adjustment, supporting the Gibson paradox for Turkey. 
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