Comments on a research paper

“Macroprudential Policy and Monetary Aggregates” 

by Hyun Song Shin and Kwanho Shin

This paper has one single key message, that stage of financial cycle is reflected in liability composition of banking sector, in particular the amount of ‘non-core liabilities’, and its ratio in total liabilities. Other statements made in the paper follow from this key message, namely,
· Traditional M2 is not much relevant as indicator of financial cycle
· Increased non-core liability is usually associated with shorter maturity of debt securities issued by banks, which increases the risk to banking sector through greater maturity mismatch.
· Giving its relevance in determining financial cycle, the paper shows, with regression analysis, that non-core liability ratio can explain Korea’s exchange rate movement and credit spread.
The paper continues to propose Pigou tax on non-core liabilities of banking system, arguing that the tax would internalize systemic risks caused by wide spread of non-core liabilities.
My first comment directs to the paper’s key message.  Common wisdom has it that leverage ratio of banking sector serves well as indicator of financial cycles.  The paper does not make it clear how different composition of liability, breaking down into core and non-core components, adds to the ability to indicate financial risks in a situation where leverage ratio is already high.  Furthermore, one would be interested in financial cycle only when it matters to economic cycle as well.  To this end, even leverage ratio might not be predicative to economic booms or busts.  Several economies exhibit lowered leverage ratio in banking system in periods of economic booms.  China is one example.  Chinese banking system’s leverage ratio was down by 53% during 2002-2007.  Although I cannot find data on Chinese banks’ non-core components, it is unlikely that share of non-core liability to M2 in China should rise during this period, making the non-core liability even less informative in indicating economic cycle.  
I suggest the authors to present data from more countries, apart from the US and South Korea, to make the case for non-core liabilities as indicators of financial and economic cycles.  
My second comment is that the paper discusses in sufficient length how non-core liabilities can be a bad thing for the overall economy.  However, there are several potential benefits from these financial innovative as well.  For example, MBSs pool risk from different risk class of ‘primary borrowers’.  They also benefit from lowering transaction cost due to economy of scale.  The paper ought to offer a more balanced view, by discussing both negative and positive aspects of these securities and liabilities before attempting to propose policy such as Pigou tax.  Alternative policy measures should also be discussed, such as better regulation and more and better disclosure of information related to new financial products.  Pros and cons of Pigou tax should also be presented and discussed in more length.  More discussions along the aforementioned lines will make the paper’s policy proposal well debated and more acceptable.  
Overall, the paper presents an interesting view on how financial cycle be indicated using the new indicator of non-core liabilities.  I enjoy reading it very much.
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