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Introduction

» Basel I: Risk-weighted Capital Rules

» Concerns of negative consequences of tighter 
capital requirements

» Impact of Basel capital rules on the level of 
economic activity in Trinidad and Tobago
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» Trinidad and Tobago Financial Institutions Act of 1993 - Basel I 
Accord

Capital Adequacy Ratio (CAR): Trends in 
Trinidad and Tobago

Commercial Banking sector: Trends in CAR and CAR1

Source: Central Bank of Trinidad and Tobago
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» VECM Representation

𝑌𝑡 = 𝜇 + 𝛼𝛽′𝑌𝑡−𝑝 + 𝐴1∆𝑌𝑡−1+. . . . + 𝐴𝑝−1∆𝑌𝑡−𝑝+1 + 𝛿𝑋𝑡 + 휀𝑡

1. 𝑌𝑡
′ = [𝐿𝑆𝑃𝑅𝐸𝐴𝐷𝑡 , 𝐿𝑅𝑇𝑃𝑆𝐶𝑡 , 𝐿𝐼𝐷𝑃𝑡 , 𝐿𝐶𝐴𝑅𝑡]

2. 𝑌𝑡
′ = [𝐿𝑆𝑃𝑅𝐸𝐴𝐷𝑡 , 𝐿𝑅𝐵𝐶𝑡 , 𝐿𝐼𝐷𝑃𝑡 , 𝐿𝐶𝐴𝑅𝑡]

3. 𝑌𝑡
′ = [𝐿𝑆𝑃𝑅𝐸𝐴𝐷𝑡 , 𝐿𝑅𝐶𝐶𝑡 , 𝐿𝐼𝐷𝑃𝑡 , 𝐿𝐶𝐴𝑅𝑡]

4. 𝑌𝑡
′ = [𝐿𝑆𝑃𝑅𝐸𝐴𝐷𝑡 , 𝐿𝑅𝑀𝑂𝑅𝑇𝑡 , 𝐿𝐼𝐷𝑃𝑡 , 𝐿𝐶𝐴𝑅𝑡]

Exogenous variable:
𝑋𝑡
′ = [𝐿𝑅𝑊𝑇𝐼𝑡]

Data and Methodology



» Model Transmission Channel

Data and Methodology

Source: A. Ramlogan, A. Dhanessar



LCAR, LSPREAD, LRTPSC, LIDP, LRBC, LRCC, and LRMORT 

» Augmented Dickey-Fuller: variables are all I(1).

» Autocorrelation Lagrange Multiplier (LM): residuals are not 
serially correlated at 5 per cent level of confidence.

» Portmanteau Q-statistic: no material correlation.

» Heteroskedasticity tests (no cross terms): models are 
homoscedastic. 

Data and Methodology: Model Robustness



Results: Main Model

Plot of accumulated impulse response functions of the endogenous 
variables to a shock in Capital Adequacy Ratios.
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Results: Sub-Models

Plot of accumulated impulse response functions of the endogenous 
variables to a shock in Capital Adequacy Ratios.
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Conclusion

» Capital adequacy ratios have become increasingly important 
in improving the resilience of the banking sectors to financial 
crunch. 

» Long run relationship between the capital adequacy ratio and 
the endogenous variables, however an insignificant overall 
effect.

» Domestic banking sector is highly capitalized.

» Proposed adoption of Basel II and III rules should not have 
any significant negative effect on credit expansion and by 
extension, economic output. 

» Policy action would only be necessary if banking sector’s 
aggregate capital adequacy ratio was closer to the minimum 
8 per cent
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