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Abstract: It is an unresolved issue as to whether or not dollarization hinders the transmission 

mechanisms of monetary policy and thereby its effectiveness to achieve its policy objectives. 

Our study contributes to this important debate by examining six partially dollarized and six 

non-dollarized economies. Using monthly data for the study period 1999-2014, estimation is 

based on a Vector Autoregressive model. The results indicate that there are statistically 

significant responses of the policy objectives to a given shock on the policy variable in almost 

all non-dollarized economies. In contrast, we find statistically insignificant as well as dragged 

and short-lived responses of the policy objectives in most of the partially dollarized 

economies. This suggests that, among other factors, partial dollarization matters in the 

transmission mechanisms and policy makers need to consider its impact as they formulate 

monetary policy to manage their economy.  
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1. Introduction 

Depending on its design, monetary policy is one of the most powerful and influential policy 

instruments through which macro-economic and financial systems can be manipulated. While 

a carefully designed monetary policy might contribute to sounder economic and financial 

systems, monetary policy based on imprudent decision-making might have a 

counterproductive effect. The effectiveness of monetary policy relies on the effectiveness of 

its transmission mechanism. While a smooth transmission mechanism can ease the process of 

achieving monetary policy objectives, a more complicated transmission mechanism might 

hinder the policy objectives’ attainment. The effectiveness of the various transmission 

mechanisms are determined by, among other things, the degree of dollarization in the 

economy, the level of financial institutions’ development, the extent of capital inflows, the 

degree of monetization and the size of the banking system. This research specifically 

examines the characteristics of monetary policy transmission mechanisms in partially 

dollarized versus non-dollarized economies by comparing the effects of a policy shock within 

the economies.  

Apart from Acosta-Ormaechea and Coble (2011), the literature focuses on analysing 

monetary policy transmission mechanisms in dollarized economies, but doesn’t examine how 
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they differ from that of non-dollarized economies. It should be noted here that the study by 

Acosta-Ormaechea and Coble (2011) is restricted to only two dollarized and non-dollarized 

economies. We extend their study by including six countries from each group. Although we 

extend their study, it should be noted that our data range is different from their data range. 

Furthermore, in contrast to their analysis, we give special consideration on the timing of the 

responses of the policy objectives to the policy variable in each economy in interpreting the 

effectiveness of monetary policy. 

The studies that focused on dollarized economies show a lack of consensus on the relationship 

between dollarization and monetary policy transmission mechanisms. The conventional view 

is that dollarization restrains the transmission mechanisms and hence the effectiveness of the 

monetary policy in terms of achieving its objectives. This view, however, has been questioned 

and debated by many scholars. From the earlier studies of currency substitution by Miles 

(1978), Brillembourg and Schadler (1979) as well as Girton and Don (1981) to the recent 

studies by Isakova-Cerge-ei (2008), Balino et al., (1999), Alvarez-Plata and Gracia-Herrero 

(2008), Dabla-Norris and Floerkemeier (2006), Ize and Yeyati (2005) and Acosta and Coble 

(2011), the majority of the scholars have shown less effective monetary policy one way or the 

other. In addition to this, studies by Mora (2007), Samkharadze (2008), Horvath and Rodolfo 

(2006), Buigut (2009) and Mugume (2011) and Saxegaard (2006) find weak transmission 

mechanisms which hinder the achievement of effective monetary policy. On the other hand, 

studies by Armas and Grippa (2005), Leiderman et al., (2006), Quispe (2000), Rossini and 

Vega (2005) and Billmeier and Banoto (2004) and Reinhart et al., (2003) differ from the 

conventional view and argue in favour of effective monetary policy even in the existence of 

dollarization.1  

Whether these studies oppose or support the conventional view, there remains one key point 

commonly missed in their analysis. The existing literature explores ‘effectiveness’ 

independently of the time spent to achieve the objective and how stable the achieved policy 

objective is. It is vital to examine how long for a shock on a policy variable takes to show its 

effect on the policy objectives. There may be cases that a given monetary policy can achieve 

its target but with dragged responses of the policy objectives. In cases such as that, the degree 

of effectiveness is different from those policies that have achieved their objectives in 

relatively shorter periods. Moreover, it is crucial to consider the state or period of the 

effectiveness. If the effect of the policy stays for relatively very short period, it signals the 

need for frequent implementation of the policy to maintain the desired effect. Timing is 

crucial in examining the effectiveness of monetary policy because it shows to what extent 

                                                 

1 Dollarization creates currency mismatch in the balance sheet of banks, if they are receiving dollar deposits but 

not issuing dollar loans. Dollarization also makes exchange rate more volatile and money demand more unstable, 

Havrylyshyn and Beddies (2003). The volatility of the exchange rate together with the instability of the money 

demand makes banks, firms and households vulnerable to currency risk or exchange rate risk in times of 

expansionary policy. 

The presence of currency mismatch coupled with the exchange rate risk might make firms, households and banks 

unable to cope with their debt payments and hence cause credit risk. While the credit risk affects the availability 

of credit and therefore the lending channel, the default itself reduces credit worthiness and the effectiveness of 

the balance sheet channel. Moreover, the volatility of the exchange rate and the instability of money demand 

make individuals less sensitive to changes in the domestic interest rate. The interest rate, therefore, becomes less 

effective in the presence of dollarization.  
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monetary policy maintain the stability of its effect in the economy. If there is a need for 

frequent revisit of what has been implemented in the economy, there will be frequent shocks 

which have the potential to create frequent instability in the economic system. This will 

jeopardize the certainty of whether or not some plans made by the decisions of investors, 

households and other participants in the economy are going to be achieved. Accordingly, 

there will be erratic decision making behaviours which in turn will have great impact on the 

overall economy and policy decision as well. By incorporating the missing points, therefore, 

this study fills the gap by examining how monetary policy transmission mechanisms differ 

across dollarized and non-dollarized economies. The paper is structured as follows. The next 

section provides the model specification. Section 3 discusses data collection. Section 4 

explains the empirical findings which are based on vector autoregressions and impulse-

response analysis. Section 5 presents the conclusion.  

2. Model Specification 

We employ the most commonly used econometric technique in analysing monetary policy 

transmission mechanisms, namely the vector autoregressive (VAR) model. The specification 

of the VAR model is given by 

 
                                            𝑍𝑡 = 𝐴 𝐿 𝑍𝑡−1 + 𝐵 𝐿 𝑋𝑡 + 𝑢𝑡                                                              (1) 

 

where A(L) and B(L) are the polynomial matrices for the lag operator L. Zt is a vector of 

endogenous variables, Xt is a vector of exogenous variables and ut is a vector of random error 

terms. The model includes the consumer price index (Pt), gross domestic product (Yt), 

exchange rate (Et) and interest rate (Rt) which can be expressed as: 

 

                                                      𝑍𝑡 =  [𝑌𝑡  𝑃𝑡  𝐸𝑡   𝑅𝑡]                                                            (2) 

 

The main monetary policy instrument used in the dollarized and non-dollarized economies 

selected in this study is the policy rate (or the official cash rate, as it is known in New Zealand 

and Australia). For this reason, these rates are used in the endogenous variables to represent 

the interest rate in analysing the reactions of policy objectives to a given policy shock in each 

country. Following Dabla-Norris and Floerkemeier (2006), the ordering of the endogenous 

variables is based on the assumption that gross domestic product (GDP) reacts to the policy 

variables more sluggishly than to prices. To control the external shocks that might affect the 

dynamics of the model, the vector of exogenous variables is given by     

 
                            Xt = [ 𝑃𝑡

𝑢𝑠  FFt  CRBt EURt  𝑃𝑡
𝑒𝑢

 ]                                                            (3) 

 

where Pt
us stands for U.S. consumer price index and FFt represents the Federal Funds Rate. 

CRBt is the commodity price index measured by Commodity Research Bureau, EURt denotes 

the Euro Zone interest rate, and Pt
eu represents the European consumer price index. It should 

be noted here that we include the US consumer price index, the Federal Funds Rate and the 

commodity price index in the analysis for countries that have close trade relations with the US. 

However, for countries that have close relations with Europe, we use the European or Euro 
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Zone consumer price index and the Euro zone policy rate in the exogenous variables’ 

specification.2  

 3. Data Collection 

The selection of partially dollarized economies is based on the studies by Reinhart, et al., 

(2003) which groups and lists economies according to the degree and intensity of their 

dollarization. For partially dollarized African economies, some of the required data are not 

available for the time period used in the analysis. As a result, selection is restricted to the 

partially dollarized economies of Latin American and Asian countries. It should be noted here 

that their similarity relies on the fact that they are partially dollarized although the degree of 

dollarization varies and ranges from medium to high, according to Reinhart et al. (2003) 

classification. On the other hand, the selection of non-dollarized economies is made by 

considering trade relations with the U.S. and also with the Euro-Zone area. It should be noted 

here that, in the Euro-Zone area, common currency and common monetary policy was 

introduced in 1999. For this reason, the monthly data for monetary policy instruments in the 

Euro-Zone area are available only from 1999. Although the data for policy instruments of  the 

economies selected for the study begin as early as 1970, for uniformity purposes, the data 

range is limited to 1999 to 2014. 

With the exception of New Zealand and Australia, the consumer price indexes for the 

remaining of the economies are available in monthly format. Furthermore, the data for both 

endogenous and exogenous variables apart from gross domestic product for all the selected 

economies are given in monthly format. In order to use the same data frequency across the 

variables for all the economies, the quarterly data of gross domestic product and the consumer 

price index of New Zealand and Australia are transformed into monthly data using linear 

interpolation. The sources of all the data are from DataStream. In particular, mutual 

references of National Source section as well as Financial Statistics section of the 

International Monetary Fund from the DataStream are used. Dollarized and non-dollarized 

economies are grouped in Table 1.3     

All the data, apart from the policy instruments, are transformed into logarithmic forms before 

running the VAR model specified above. Most empirical analysis of the monetary policy 

transmission mechanisms are conducted by estimating the data in levels - this research 

follows the same procedure. Some of the reasons for estimating a VAR model in levels are 

that estimating the model in the first differences when cointegration exists throws away the 

information found in the levels and leads to model misspecification (Ericsson, 1997). 

Moreover, it may bias impulse responses (Ramaswamy & Slok, 1998) and presents no 

                                                 

2 Countries such as Brazil, Indonesia, Israel, South Korea, Thailand, Venezuela, Australia, Canada, Japan, and 

New Zealand are assumed to have close trade relation with U.S while Sweden and United Kingdom have close 

trade ties with Europe. 

3 The word dollarization has been defined as the use of convertible foreign currency in the domestic economy by 

some scholars. It has also been interpreted as the use of U.S. dollars within a country by some other scholars.  

Dollarization has also been defined as official or full (de jure), unofficial or partial (de facto), financial, real and 

liability dollarization  . 

In this study, the word dollarization stands for partial (de facto) dollarization with particular emphasis on the use 

of U.S. dollars. Some of the reasons for this is that the U.S. dollar has the greatest market share and most 

countries rely on the U.S. dollar more than other convertible currencies 
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information on the relationships between levels of the variables in which economic theory is 

most informative (Poddar et al., 2006). 

Other reasons for adopting VAR in levels are that first, recent studies of Ashley and 

Verbrugge (2009) show robust performance of VAR in levels and lag-augmented VAR in 

terms of impulse response functions relative to the remaining techniques of their study, even 

though the data are non-stationary and co-integrated. Second, estimating VAR in levels 

allows an implicit cointegration relationship in the data (Dabla-Norris and Floerkemeier 

(2006). Third, coefficients estimated in a VAR model in levels are consistent and have the 

same asymptotic distribution as the estimates of the first differenced (Pobre, 2003). Fourth, 

the impulse response function produced from VECM is likely to imply that the impacts of the 

shocks are permanent, whereas the unrestricted VAR lets the data work out on whether the 

effects of the shocks are permanent or temporary (Ramaswamy & Slok, 1998).  In addition, 

estimating a VAR model in levels makes comparison with the other literature straightforward 

as most of the studies on the monetary policy transmission mechanisms have used this 

technique. 

4. Empirical Findings 

To test the existence of cointegration among all the variables selected for the analysis, the 

Johansen test is used. With the Johansen method, we use two test statistics, namely the λtrace 

statistic and λmax statistic. 4  The existence of cointegration among the variables in each 

economy justifies the validity of estimating the VAR model in levels so as to avoid throwing 

away the information found in levels. The selection of the maximum lag length is based on 

Schwarz Information Criteria (SIC). The results of the λtrace statistic as well as the λmax 

statistic of each dollarized and non-dollarized economy are presented in Table 1, 2, 3 and 4 

respectively in Appendix A.  

The cointegration test result of Brazil suggests the existence of three cointegrating equations 

at the 1 percent level of significance. Furthermore, the reports in Table 1 indicate that there 

are at least two cointegrating equations in the economies of Indonesia, Israel, South Korea 

and Venezuela. The results are significant at the 1 percent level of significance. There is one 

additional cointegration equation but that is only statistically significant at the 10 percent 

level of significance in the economy of Israel. In contrast to this, the cointegration test results 

of Thailand show the trace of three cointegrating equations like the Brazilian economy, and 

the results are statistically significant at the 1 one percent level.  

The second form of Johansen cointegrating test results are reported in Table 2. In contrast to 

the results of λtrace, the results of λmax show that there are three cointegrating equations at the 5 

percent level of significance in the economy of Israel now. The cointegrating test results of 

Brazil and Thailand are not different from the results in Table 1, in that there are three 

                                                 
4 According to Brooks (2002), λtrace is a joint test. The null and alternative hypotheses under λtrace are:  

         H0:  the number of cointegrating vector is less than or equal to r 

         H1: the number of cointegtrating vector is more than r 

  In contrast to λtrace, λmax conducts separate tests. The null and alternative hypotheses are: 

        H0: the number of cointegrating vector is r 

          H1: the number of cointegrating vector is r+1 
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cointegrating equations which are significant at the 5 percent level in both methods. The 

result for Indonesia also does not differ from that found using λtrace which shows the existence 

of two cointegrating equations which are significant at 1 percent level. Likewise, the numbers 

of cointegrating equations remain the same at the same level of significance for the economy 

of Venezuela. 
 

To find out whether or not there are cointegrating equations among the variables of non-

dollarized economies, similar tests are applied. The results are shown in Tables 3 and 4 

respectively. As can be seen from the results in Table 3, there is more than one cointegrating 

equation for all the countries. The results in parentheses, which are the p-values, show that the 

first and second null hypothesis can be rejected in favor of the first and second alternative 

hypotheses at the 1 percent level of significance for the economies of Australia, Canada, 

Japan, New Zealand and Sweden. Similarly, the second null hypothesis can be rejected at the 

5 percent level of significance in the economies of United Kingdom. The cointegration test 

results of New Zealand suggest the existence of three cointegrating equations at the 5 percent 

level of significance.  

To check the robustness of the results in Table 1, the cointegration test results using λmax are 

reported in Table 4. Overall, as in the case with the results of λtrace, the results of λmax indicate 

that there is more than one cointegrating equation among the variables of all the economies. 

Although the level of significance obtained by using λmax varies from that of λtrace , the 

existence of more than one cointegration of the variables in the remaining economies are 

significant at least at 5 percent level of significance. It should be noted that in contrast to the 

results in Table 3, there are three cointegrating equations among the variables of Japan when 

the test is conducted based on λmax.   

The economic interpretation of the existence of cointegration among the variable indicates 

that the variables are bound by some relationship in the long run as Brooks (2002) pointed 

out. Although they might deviate from their relationship in the short run, they come back into 

their relationship in the long run. If two or more variables are cointegrated, therefore, they 

have long-run or equilibrium relationship. The existence of at least two cointegrating equation 

in the cases of both λtrace and λmax in some of the economies and more than two cointegrating 

equations in some other economies provide evidence of the advantage of estimating VAR in 

levels. After estimating the VAR model specified in equations (1) to (3), a shock to the policy 

variable is given separately to examine the effectiveness of the monetary policy transmission 

mechanism. As mentioned earlier, the maximum lag length of the VAR model of each 

economy is based on the Schwarz Information Criteria. The results are discussed below.   

 4.1. Impulse Responses 

A shock to a policy variable for each selected economy is given in order to examine the 

reaction of prices and outputs. The first results representing the responses of prices in 

dollarized economies are reported in Figure 1. The dotted lines are the confidence intervals. 

The values on the vertical line represent the deviation from the baseline level of the variable 

in response to a given shock to the policy variable. The results on the horizontal line represent 

the time passed after the introduction of the shock.  
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As can be seen from the figure, apart from the economies of Brazil and Venezuela, there is 

statistically significant response of the price level to the shocks given in the economies of 

Indonesia, Israel, South Korea and Thailand. Closer examination of the results show that the 

response of the price level to the policy variable in Indonesia lasts longer relative to that of 

Israel, South Korea and Thailand. This indirectly shows the variation in the intensity of 

dollarization in the economies with less probability of having a higher degree of dollarization 

in the former economy. There is a delayed reaction of the price level in the economies of 

Israel, South Korea and Thailand.  For a given shock to show its effect, it takes almost a year 

in the case of Israel and nine months in the case of South Korea. Once the reaction begins in 

these economies, the duration lasts for relatively shorter periods. In the case of Thailand, for 

instance, the response of the price level to a given policy variable shock lasts for about two 

months. In contrast, in the economy of Israel and South Korea, it lasts for about five and four 

months respectively.  

 

Moreover, it can be seen from the figures that the price levels react negatively to the shocks 

given to the policy variable. This suggests that higher price levels can be reduced by adopting 

tight monetary policy. Although the price levels are responding negatively, the effectiveness 

of monetary policy can partly be examined by the duration of its impact as well as by how 

long it takes to commence its effect on the price level. It has been shown from the results that 

three out of four economies, that depict negative and statistically significant response of the 

price level, have dragged and short-lived responses.  It should be noted that, in the selected 

economies reported above, the degree and level of dollarization varies from one economy to 

another. Therefore, it is likely to expect a variation in the pattern and duration of the reaction 

of the price level to a given policy variable shock in these economies. 

In order to see the effectiveness of monetary policy in managing the output levels, a shock is 

given to the policy variable and the results are summarized in Figure 2. The output level 

represented by GDP reacts sluggishly in the Brazilian economy and it lasts for about four 

months. Unlike the response of the price level, the reaction of the output level is statistically 

significant. The negative responses of the output level confirm that tight or expansionary 

monetary policy has an opposite effect in the level of output. In other words, monetary policy 

has a boosting and curbing effect on the level of output. More specifically, an increase in the 

policy variable for instance reduces the level of output in the Brazilian economy.  

In contrast to the results of Indonesia, South Korea and Thailand, there is a delayed and 

relatively longer-lived reaction of the output level in the economy of Israel. The dragged 

reaction of the output level coupled with the dragged reaction of the price level in the Israeli 

economy signify the complexity of the economy with a relatively complex dollarization 

system than the remaining dollarized economies. Similarly as in the case of the Brazilian 

economy, the level of output reacts sluggishly in the Venezuela’s economy. However, the 

reaction is short-lived compared to that of the Brazilian economy.  It can be noted from the 

results of both price and output reactions to the policy variable shock of most dollarized 

economies that there are either dragged or short-lived responses which collectively and 

partially reflect the effect of dollarization in their economies.  

Impulse responses of the price level to the policy variable in the non-dollarized economies are 

reported in Figure 3. In contrast to the dollarized economies discussed earlier, there are 

negative and statistically significant responses of the price level to the policy variable shock 

in all the selected non-dollarized economies. Moreover, unlike some of the dollarized 
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economies, there is no dragged reaction of the price level in all the economies. The results of 

the analysis further suggest that there is a short-lived reaction of the price level in the 

economy of Sweden. The response of the price level to the shock of the policy variable in 

New Zealand lasts for about nine months which is higher than that of Canada, which only 

accounts for about six months. Of all the economies, the effect of the shock to the policy 

variable on the price level lasts longer in the economy of Japan and the United Kingdom. 

What can be seen from the results so far is that the effectiveness of monetary policy in the 

selected economies of non-dollarized is relatively effective in terms of controlling the price 

level than those reported in the list of dollarized economies.   

Further to the analysis of the effect of monetary policy to achieve its policy objectives, the 

reactions of the output levels to the policy variables of the non-dollarized economies are 

summarized in Figure 4. The results clearly suggest that there are negative and statistically 

significant reactions of the output level in all the economies with the exception of the United 

Kingdom. These results are different from those reported in the case of dollarized economies 

which mostly show statistically insignificant responses of the output level to a given policy 

variable shock.  It should be noted that there is a dragged reaction of the output level in the 

Australian economy though it lasts longer thereafter. Likewise, the policy variable starts its 

effect relatively late in the Japanese economy but lasts longer once it shows its effect in the 

economy. Next to the Australian economy, the effectiveness of a shock given to the policy 

variable in the New Zealand and Swedish economies also last longer.  In comparison with the 

remaining selected non-dollarized economies, the Canadian economy depicts shorter periods 

of reaction of the output level, which is about nine months. This duration, however, is higher 

relative to the case of the Brazilian and Venezuelan economies. A summary of the comparison 

of the duration of the effects of the shocks on the policy variables in dollarized and non-

dollarized economies is given in the Appendix. We run robustness check by changing the 

order of the variables in the VAR estimation and found out that some of the results are 

sensitive to changes. However, the results in the case of Canada, Indonesia, Venezuela and 

Sweden remain unchanged despite the swap of the ordering made in the estimation.   

It should be noted that our study is aimed at examining the effectiveness of monetary policy 

in a setting of dollarized and non-dollarized economy. There may be a causality running from 

lack of credible monetary policy to dollarization as some dollarized economies tend to follow 

the rout of dollarization due to poor performance of monetary policy. In the future, finding 

out whether there is a reverse causality would be an interesting study which requires what 

causes dollarization in each of the economy selected for this study first before running the 

causality test. Furthermore, it should be noted that dollarization can be a symptom of poor 

financial system development5 but once the economy is dollarized it has its impact on the 

transmission mechanisms although it might not be the root cause. 

 

  

                                                 

5 Please see the financial development of the selected dollarized economies in the Appendix. Following Dabla-

Norris and Floerkemeier (2006) and Samkharadze (2008, deposits to GDP, Bank assets to GDP and Credit to 

GDP are used as indicators of financial sector development. The data are selected from the World Bank, Global 

Financial Development Report.  
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5. Conclusion 

The studies of monetary policy and its transmission mechanisms in different economies by 

various scholars are extensive. However, studies closely examining how the transmission 

mechanisms of monetary policy vary across dollarized and non-dollarized economies are 

scant.  Apart from the study by Acosta-Ormaechea and Coble (2011), none of the literature 

reviewed so far has attempted to present the differences in the monetary policy transmission 

mechanisms of dollarized and non-dollarized economies. We seek to fill the gap by 

addressing how the transmission mechanisms vary within and outside the dollarized 

economies. Our study varies from that of Acosta-Ormaechea and Coble (2011) by covering 

relatively broader cases of dollarized and non-dollarized economies. In contrast to their study 

and other studies related to the effectiveness of monetary policy in dollarized economies, we 

consider the word effectiveness in a different way. It is not only the achievement and the time 

period spent to achieve the policy objectives that matter most, but also the persistence or the 

stability of the achieved objectives. The word effectiveness, therefore, in our study is 

comprehensive enough to address “achievement”, “time spent” to achieve and “stability” of 

the achieved objectives.  

The fundamental purpose of our study is to see to what extent partial dollarization affects the 

monetary policy transmission mechanisms so that policy makers could be aware of the 

potential complications and thereby take appropriate action. The results of both Johansen test 

statistics for cointegration indicate that the variables of each of the dollarized and non-

dollarized economies are cointegrated. The existence of cointegration implies the presence of 

a long run relationship among the variables and therefore allows estimating the variables in 

levels in order not to lose information found in levels and also to avoid biased results of 

impulse responses. On average, the results of impulse responses of the price level to the 

policy variable shock given in the dollarized economies are dragged responses compared to 

that of non-dollarized economies.  

While we find some insignificant responses of the price level in the dollarized economies, 

there are significant responses of the price level in all the selected non-dollarized economies. 

Likewise, the number of dollarized economies that exhibit sluggish output reactions is more 

than that of non-dollarized economies selected for the study.  The results also show that the 

short-lived responses of the price level as well as the output level are higher in the dollarized 

economies than the non-dollarized economy. The vast discrepancies in the impulse responses 

of the policy objectives to a given shock of the policy variable across the dollarized and non-

dollarized show that partial dollarization has some effect on the effectiveness of monetary 

policy transmission mechanisms. Although there may be some other factors that can affect the 

effectiveness of monetary policy, the results collectively point to the conclusion that partial 

dollarization might hinder the transmissions to a certain extent. The reason for this outcome is 

tied to the effect of partial dollarization on the economy.  

This paper acknowledges that it is hard to disentangle the impact of various factors on 

monetary policy transmission mechanisms. However, it claims that dollarization has its part 

without generalizing that dollarization is the sole contributor. Partial dollarization makes 

exchange rate more volatile and money demand more unstable, as pointed out by 

Havrylyshyn and Beddies ChH (2003). The volatility of the exchange rate and the instability 

of money demand make individuals less sensitive to changes in the domestic interest rate. 

Consequently, the interest rate becomes less effective in the presence of dollarization. 
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Furthermore, partial dollarization promotes openness to a certain degree. As a result, it gives 

individuals a wider opportunity to finance their consumption and investment using external 

funds. Therefore, even if there is a change in domestic monetary policy, the response might be 

slow which makes the interest rate channel less effective. 
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Figure 1. Impulse responses of prices to one unit shock of the policy variable ( dollarized 

economies) 
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Figure 2. Impulse responses of output to one unit shock of the policy variable 

( dollarized economies) 
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Figure 3.  Impulse responses of prices to one unit shock of the policy variable ( non-

dollarized economies) 
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Figure 4.  Impulse responses of output to one unit shock of the policy variable ( non-

dollarized economies) 
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Appendix 1 

A) Cointegration Test Results 

Table 1: Cointegration Test using λtrace Statistic (dollarized economies) 

Hypothesis Results 

Null 

Hypothesis 

Alternative 

Hypothesis 

Brazil Indonesia Israel South Korea Thailand Venezuela 

H0: r = 0 H1:  r ≥1 134.267*** 

(0.000) 

146.707*** 

(0.000) 

99.105*** 

(0.000) 

124.346*** 

(0.000) 

110.277*** 

(0.000) 

86.468*** 

(0.000) 

H0: r ≤ 1 H1:  r ≥ 2 69.294*** 

(0.000) 

64.953*** 

(0.0001) 

47.855*** 

(0.001) 

58.371*** 

(0.0007) 

65.432*** 

(0.0001) 

36.222*** 

(0.008) 

H0: r ≤ 2 H1:  r ≥ 3 30.606*** 

(0.012) 

20.372 

(0.207) 

19.761* 

(0.059) 

22.081 

(0.138) 

30.520*** 

(0.0122) 

3.734 

(0.924) 

H0: r ≤ 3 H1:  r ≥ 4 9.105 

(0.174) 

4.405 

(0.683) 

1.763 

(0.824) 

8.117 

(0.242) 

8.145 

(0.240) 

0.0194 

(0.889) 

Note: the results in parentheses are the p-values. ***stands for significant at 1 percent level of significance. *represents 

significant at 10 percent level of significance.  

Table 2: Cointegration Test using λmax Statistic (dollarized economies) 

Hypothesis Results 

Null 

Hypothesis 

Alternative 

Hypothesis 

Brazil Indonesia Israel South Korea Thailand Venezuela 

H0: r = 0 H1:  r =1 64.973*** 

(0.000) 

81.755***  

(0.000) 

51.250*** 

(0.000) 

65.975*** 

(0.000) 

44.844*** 

(0.0008) 

50.246*** 

(0.000) 

H0: r ≤ 1 H1:  r = 2 38.689*** 

(0.0006) 

44.581*** 

(0.0001) 

28.094*** 

(0.007) 

36.290*** 

(0.002) 

34.912*** 

(0.002) 

32.488*** 

(0.001) 

H0: r ≤ 2 H1:  r = 3 21.501** 

(0.024) 

15.967 

(0.147) 

17.998** 

(0.023) 

13.945 

(0.257) 

22.375** 

(0.018) 

3.714 

(0.888) 

H0: r ≤ 3 H1:  r = 4 9.105 

(0.174) 

4.404 

(0.683) 

1.763 

(0.824) 

8.117 

(0.242) 

8.145 

(0.240) 

0.019 

(0.889) 

Note: the results in parentheses are the p-values. ***stands for significant at 1 percent level of significance. 

**denotes significant at 5 percent level of significance.  

Table 3: Cointegration Test using λtrace Statistic (non-dollarized economies) 

Hypothesis Results 

Null 

Hypothesis 

Alternative 

Hypothesis 

Australia Canada Japan New 

Zealand 

Sweden United 

Kingdom 

H0: r = 0 H1:  r ≥1 113.277*** 

(0.000) 

166.913*** 

(0.000) 

121.101*** 

(0.000) 

126.004*** 

(0.000) 

127.031*** 

(0.000) 

63.205*** 

(0.001) 

H0: r ≤ 1 H1:  r ≥ 2 52.198*** 

(0.005) 

70.737*** 

(0.000) 

49.066*** 

(0.011) 

67.203*** 

(0.000) 

43.278*** 

(0.001)) 

29.583** 

(0.053) 

H0: r ≤ 2 H1:  r ≥ 3 18.620 

(0.304) 

13.771 

(0.676) 

19.723 

(0.240) 

25.536*** 

(0.011) 

12.223 

(0.147) 

4.674 

(0.842) 

H0: r ≤ 3 H1:  r ≥ 4 3.918 

(0.754) 

5.172 

(0.572) 

2.113 

(0.961) 

1.533  

(0.216) 

1.714 

(0.190) 

0.155 

(0.694) 

Note: the results in parentheses are the p-values. ***stands for significant at 1 percent level of significance. 

          **denotes significant at 5percent level of significance.   

 



16 

Mengasha, Shen and Lim, International Journal of Applied Economics, 14(2), September 2017, 1-18 

Table 4: Cointegration Test using λmax Statistic (non-dollarized economies) 

Hypothesis Results 

Null 

Hypothesis 

Alternative 

Hypothesis 

Australia Canada Japan New 

Zealand 

Sweden United 

Kingdom 

H0: r = 0 H1:  r =1 61.078*** 

(0.000) 

96.176***  

(0.000) 

72.036*** 

(0.000) 

58.800*** 

(0.000) 

83.752*** 

(0.000) 

33.622*** 

(0.007) 

H0: r ≤ 1 H1:  r = 2 33.579*** 

(0.004) 

56.965*** 

(0.000) 

29.343** 

(0.017) 

41.667*** 

(0.000) 

31.056*** 

(0.002) 

24.909*** 

(0.014) 

H0: r ≤ 2 H1:  r = 3 14.701 

(0.210) 

8.600 

(0.765) 

17.610* 

(0.089) 

24.001*** 

(0.001) 

10.509 

(0.181) 

4.519 

(0.801) 

H0: r ≤ 3 H1:  r = 4 3.917 

(0.754) 

5.172 

(0.572) 

2.113 

(0.961) 

1.533 

(0.216) 

1.714 

(0.190) 

0.155 

(0.694) 

Note: the results in parentheses are the p-values. ***stands for significant at 1 percent level of significance. 

**denotes significant at 5percent level of significance. *represents significant at 10 percent level of 

significance.  



17 

Mengasha, Shen and Lim, International Journal of Applied Economics, 14(2), September 2017, 1-18 

B) Financial Sector development indicators  
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Table 5: Duration of the effects of the shocks on the policy variables  

 

Dollarized Non-dollarized 

Country Duration Country Duration 

 Price level Output  Price level Output 

Brazil 5-9 - Australia 5-22 1-9 

Indonesia Lasts long - Canada 1-11 1-6 

Israel 13-18 4-19 Japan 10-24 2-21 

South Korea 1-2 9-12 New Zealand 1-19 1-9 

Thailand - 4-6 Sweden 1-16 1-4 

Venezuela 3-8 - United Kingdom - Lasts long 

Note: the durations are in months.  

 


