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Size and scope expansion 

 Deregulation, technological progress, financial innovation 
◦ Change in bank business models 
◦ Impact on performance, customers, idiosyncratic risk 
◦ (Perceived as) important contributors to financial crisis 

 

 Theoretical and empirical evidence on impact of: 
  1. Non-Interest Income (scope) on Systemic Risk 

   - Brunnermeier et al. (2012), Engle et al. (2013), De Jonghe (2010) 

   - Wagner (2010), Ibragimov et al. (2011), Boot and Ratnovski (2013)  

 

  2. Size on Systemic Risk 
   - TMTM 

   - related to interconnectedness, (information) contagion, correlated exposures,   
   herding and implicit guarantees  

 
 

 
 
 

 

   

 

 

 

 

 Combined impact?!? 

Additive vs. Multiplicative effects ? 



This paper... 

• Examines joint and interactive impact of size and scope on systemic 
risk 

 

• Shows empirically that an increase in non-interest income activities: 

• increases small banks' exposure to systemic risk, 

• while it reduces systemic risk exposure for medium/large banks 

• Surviving a battery of robustness checks 

 

• Argues that size affects the trade-off between a dark and bright side 
of scope expansion 

 

• Shows that this bright side of diversification for large banks crucially 
depends on the information and institutional environment in which 
banks operate 

• Exploiting cross-country variation  



Sample and Measures 

 

 

 

 (De)Listed banks across the globe, 1997-2011 

 

 Independent variables of interest 
◦ Bank Size: ln(Total Assets) 

◦ Non-interest income share 

  

 Systemic risk: Marginal expected shortfall 
◦ (Acharya et al, 2010) 

 

 

 



Interaction effect: sign and significance 

   ? 

 Opposite of this measure 



Economic Magnitudes: baseline 

0.96 billion US$   

Not Significant:  

14th to 51st percentile 

MFX of NII doubles (14 vs 207 billion) 

One st.dev increase in NII leads to 

decrease of MES of 27.5% 



US only (CRSP, FRY9C) 

FRY9C:  detailed breakdown of 

 non-interest income 

 

Two approaches: 

• Volatile versus Stable 

 (Calomiris and Nissim) 

 

• Fee from traditional vs. fee 

from services vs. stakeholder 

income 

 (DeYoung and Torna) 

 



What theory tells us... 

• Bright side vs. Dark side of scope expansion/diversification 

(+)  Risk reduction within FI / risk sharing within system 

(-)  Increased complexity 

(-)  Conflicts of interest 

 

• Diversification for small banks: dark side dominates 

• More opaque, more asymmetric / private information (-),  

• Lack the skill to deal with innovation (-) 

• Dark becomes grey/bright, the larger the bank: 

• Risk diversification benefits of Financial Innovation (+) 

• Economies of scale in risk management (+) 

• Subject to larger scrutiny by several stakeholders (+) 



Bright side of Financial innovation  

 

 

 

… for large banks should turn grey or dark if scope for disciplining is low 

(Saunders and Cornett, Mehran and Stulz): 

1. Imperfect or asymmetric information about banks 

2. More private information by banks  

3. Low value on reputation 

4. Concentration (TINA) 

 (i.e. ‘no need to care’ environment) 

 

 Empirical proxies that vary over countries (and time) 

 

 Using triple interactions we find that marginal effect of NII on MES: 

◦ does not depend on size if scope for disciplining is low 

◦ does depend on size (with sign switch) if scope for disciplining is high 

 



Concentration 
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Implications and Contributions 

1. Academic point of view 

• Relationship between diversification and systemic risk 

• Offer an explanation for the heterogeneous results across samples of (i) large 
and small banks; and (ii) different countries 

• Role for conflicts of interest between different business lines 

• Between country approach, rather than within bank 

 

2. Policy perspective 

• Downsizing: positive direct and indirect (less concentration) impact on systemic 
risk 

• Improve information disclosure (transparency) rather than general ring-fencing 

• One-size-fits-all approach to (activities) regulation? 

• E.g.: trading (US), ring-fencing (UK), or a combination (EU) 

• Within a country: literally, size differences 

• Across countries: e.g. EU approach    
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Summary Statistics 



The baseline: Robustness  

 

 

 

 

 

1. Methodology: 

◦ Bank fixed effects versus country fixed effects 

◦ IV estimation : Cost ratio  

2. Alternative LHS 

◦ Winsorized or not; Including bank in index, Arithmetic returns, two day returns 

◦ Worldwide MES, Total Volatility, weekly MES  

◦ Systemic risk : CoVaR 

3. Subcomponents of non-interest income 

◦ Commission and fee; trading; other operating income 

◦ Volatile or not; traditional and non-traditional fee 

4. Control variables: 

◦ Orthogonalized size or not; No control variables; expansion into non-interest income, MTB, TV, 
TBTF banks,… 

5. Alternative samples: 

◦ Only commercial banks, only BHCs,  

◦ Excluding fast growing banks (M&As), excluding (distressed) exits 

◦ Pre and post-crisis, US versus ROW 



Exploit cross-country variation 



“Placebo” tests on triple interactions: other factors 

• Regulation: 

• Deposit Insurance 

• Herding 

• Activity Restrictions 

• Macro-economic conditions 

• Crisis/No-Crisis 

• Real Interest Rate 

• Financial market development (stocks and bonds) 

 

 ... do not lead to reversals or insignificance 

 

  



Results from “placebo”-interactions 


