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The
 

problem:

Cyclical
 

downturn
>   more rating

 
downgrades

>   higher
 

capital requirements
 

(as counterparty
 

risk
 


 

)
>   

 
loans

>   amplification
 

of
 

economic
 

cycle
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Presentation Notes
Buffers and Basel are an attempt to respond to this problem. That is, capital requirements above the minimum.



to curtail the type of COUNTER CYCLICAL behaviour the author has just highlighted.
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Questions:
-

 
How

 
serious

 
is this

 
problem?

-
 

Does the
 

response
 

depend
 

on
 

the
 

size
 

of
 

banks?
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Brings us to TWO FUNDAMENTAL QUESTIONS



The author wants us to take home that the trouble is with the small banks. (which, by the way, seems v. reasonable, given their risk profile)
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◦
 

Very
 

well
 

written
 

introduction
 

& presentation
 

of
 

theory

◦
 

Nice and
 

clean
 

dataset
(all

 
inclusive unbalanced

 
panel, quarterly

 
& annual, 15 years)

→ you
 

have
 

it all
 

(!): large
 

and
 

small, bust
 

and
 

boom
(complete cycle

 
and

 
“major banking crisis”, 1998-

 2000)

Presenter
Presentation Notes
Good summary of the literature. (I learned a lot, both on Colombia, and on the literature)



Which is a great start (that is the start we always want)

Only selection is that of banks that go bust and enter the market. 



‘what the author calls a “”. Now, if someone from the CB calls it a banking crisis, we should believe it was INDEED serious
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where Bi,t is capital in excess of the 9%.
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Basic specification

Which I simplified a bit.



B* targeted optimal buffer, which can be different from actual



Due to unforeseen changes in mkt conditions, etc.
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estimate

dynamic
 

GMM estimator
 

(Blundell
 

and
 

Bond (1998))
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All is well and fine.

I just have to minor concerns about this specification (BUT they are only MINOR, as I said)

- If perfect capital markets, buffer would be zero. From the discussion the buffer should be a function of the development of credit mkt. I would suspect that credit markets in Colombia in 2010 looked v. different from what they did in 96. So, I WOULD HAVE INCLUDED A COMPLETE SET OF TIME DUMMIES. To reflect changes in funding conditions for banks.

- Second minor worry is that I can think a number of reasons why the relation would be non-linear. It is one thing if the capital falls 0.2% from an initial level of minimum + 1%. It is completely different, if it falls 0.2% from the minimum. NOW, I KNOW THAT IT IS DIFFICULT TO ADDRESS THIS, BUT IT IS IMPORTANT THAT WE AT LEAST KEEP THIS LIMITATION IN MIND.  (Are we dealing with a censored variable?)
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Results

And here I am bit less convinced. And I will try to explain why I think that implementation at this stage can be improved.



Here I show your main table.

- First, I would have liked to have seen a table without interactions, for comparison. 

Also, I would like to have known of how many observations and how many banks we are talking about.
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I will comment only your MAIN table, which is table 2 in the paper.

ZOOMING IN.

I find some results surprising

And I have to say, that I suspect that there is too much focus on stat signif, and not enough on the economic signiff

- First the coefficient on lagged Buffer is negative.  (How should I interpret this?) In the EU it is positive, between 0.3 and 0.4







(GDP*LARGE)

Presenter
Presentation Notes
Second, buffers of small banks do indeed look (slightly) counter-cyclical

But then I got confused when looking at large banks. 



Which made me wonder whether there is a typo in the sign of the Interaction term.



If there is, then it is actually LARGE banks, and not small ones, that are the problem  (highly counter-cyclical)

But if there is no typo. Then the LARGE banks have highly cyclical buffers already, and BASEL need not worry.



Similar issues are present with quarterly dataset. PERHAPS YOU COULD CLARIFY THIS QUESTION.



This is only the response to GDP, but I am equally puzzled by the interaction terms of the other variables





Presenter
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Quarterly model.

Might want to use quarterly time dummies as well.
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Finally, 

when
 

comparing
 

the
 

statistics
 

of
 

large
 

and
 

small banks
 over the

 
years, you

 
seem

 
to have

 
“natural selection”

 
going

 on

-
 

show size
 

distribution;
-

 
perhaps, compare subsample

 
of

 
those

 
that

 
were

 always
 

large
 

with
 

those
 

that
 

were
 

always
 

small, as a 
robustness

 
check.
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In summary:

A nice paper that uses a comprehensive dataset to 
address an important issue within the context of an  
emerging market

Smoothing the rough edges on the estimation could 
strenghten your case for cyclical capital buffers.



Cyclical Buffers

Questions: 

should
 

they
 

be
 

top-down
 

(system wide) or
 bottom-up

 
(bank-specific) ?

if
 

they
 

are system wide, should
 

they
 

vary
 as the

 
bank

 
size

 
distribution

 
varies ?

to which
 

extent
 

can
 

cyclical
 

reserve requirements
 in EMs

 
do the

 
job

 
that

 
cyclical

 
capital buffers are 

expected
 

to do ?
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