Wor king Papers on Economics - Monitoring the
Unsecured Interbank Funds M ar ket

Download (Updated: 1 February, 2016 at 21:47) Keep in mind

The series Working Papers on Economics is published by the Office for Economic Studies at the Banco de la
Republica (Central Bank of Colombia). It contributes to the dissemination and promotion of the work by
researchers from the institution. This seriesisindexed at Research Papers in Economics (RePEC).

On multiple occasions, these works have been the result of collaborative work with individuals from other
national or international institutions. The works published are provisional, and their authors are fully responsible
for the opinions expressed in them, as well as for possible mistakes. The opinions expressed herein are those of
the authors and do not necessarily reflect the views of Banco de la Republica or its Board of Directors.

AUTHORS AND/OR EDITORS Sarmiento-Paipilla, Néstor Miguel Cely-Fernandez, Jorge Humberto Leon-
Rincon, Carlos Eduardo Publication Date: Monday, 30 of November 2015

A core goal of regulators and financial authoritiesis to understand how market prices convey information on the
financial health of its participants. From this viewpoint we build an Early-Warning Indicators System (EWIYS)
that allows for identifying those financial institutions perceived as risky counterparts by the participants of the
interbank market. We use micro-level datafrom bilateral overnight unsecured loans performed in the interbank
market between January 2011 and December 2014. The EWIS identifies those participants that systematically
pay high pricesfor liquidity in this market. We employ coverage tests to estimate EWIS' robustness and
consistency. We find that financial institutions with an elevated frequency of signals tend to exhibit a net
borrower liquidity position in the interbank market, hence suggesting they are facing recurrent liquidity needs.
Those institutions also exhibit higher probability of insolvency measured by the Z-score indicator. Thus, our
results support the existence of market discipline based on peer-monitoring. Overall, the EWIS may assist
financial authoritiesin focusing their attention and resources on those financial institutions perceived by the
market as those closer to distress.
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