
How Much is Enough? 

Mark J. Flannery 
University of Florida 

 

48th Annual Conference on Bank Structure and Competition 

May 10, 2012 

Presenter
Presentation Notes
Looking back to first Basel Accord (1988), capital adequacy has become THE primary means of controlling bank risk-taking and hence of controlling deposit insurance costs, taxpayer liabilities for financial problems, and the potentially massive distortions of TBTF beliefs and actions.

2.  Really important topic.  Could be addressed at many different levels and across a broad range of institutions and financial market activities.  


One thing to keep in mind: the increase in the value of conjectural government guarantees induced by the financial support to large institutions from U.S. and European governments.  I interpret Basel III at least partly as an effort to reduce the value of these conjectural guarantees – that is, to reduce taxpayers’ contingent obligations if one or more large financial institutions fail.  




Two Questions 

1. What are the social costs of insufficient or 
excessive bank capitalization? 

  

2. Is the question for this panel – how much is 
enough? – well specified?    

 



Raising Minimum Capital Requirements 

Will protect creditors and taxpayers; make bank 
default less likely. 

 

Will absolutely raise banks’ financing costs. 

1) Remove subsidy of their debt costs, arising 
from withdrawal of government protection.  

2) Corporate tax effect  

Presenter
Presentation Notes
Point re: point #1:
Debt cost has not reflected private risks, b/c it included public guarantees.

Re: point #2: More equity and less debt – WITH deductible interest payments – raises average funding costs.  This applies, going forward, to regulated vs. unregulated financial services companies.

Move to next slide, which discusses financial innovation.




High Capital and Financial Innovation 

Financial markets are extremely competitive. 

 

If regulated firms have higher costs, unregulated 
alternative arrangements will evolve.   

• Swedish transactions tax in the 1980s 

• “Shadow” banking 

 

Presenter
Presentation Notes
Swedish transactions tax …
S.R. Umlauf, "Transaction Taxes and the Behavior of the Swedish Stock Market," Journal of Financial Economics, 33 (1993), p. 227-240.
Web article citing Umlauf: “With the 1986 announcement that the equity tax would double, 60% of the trading volume of the 11 most actively traded Swedish share classes, accounting for one-half of all Swedish equity trading, moved to London; thus 30% of all Swedish equity trading moved offshore. By 1990, more than 50% of all Swedish trading had moved to London.(7) Foreign investors reacted to the tax by moving their trading offshore while domestic investors reacted by reducing the number of their equity trades.”

Shadow: 	1) Cetorelli and Peristiani report that BHC were involved in vast majority of shadow banking arrangements.  In principal, supervisors can control this, provided they identify risk-shifting as it is evolving.  Historical evidence on this has not be very encouraging.  

But innovations need not involve banks so heavily: 
	2) Blackrock recent example (from The Banker article).
             	3) Functional alternatives involving multiple institutional forms.




Out of sight  Unimportant? 

Presenter
Presentation Notes
We must be certain that risk build-ups in the shadow banking system won’t 
Harm the regulated financial system
Induce systemic effects to which the government needs to respond
Is it visible, monitorable in a tradition where nearly all financial regulation has involved institutions?




Cost of too much capital 
• Banks will be less profitable (appropriate…) 
• Some nonbanks will produce financial services at 

higher social cost. 
• Risks will migrate somewhere, but we don’t know 

enough about the effects of that migration. 
 

These distortions derive from equity per se.   
Other instruments can protect taxpayers with less 
distortive effects:  contingent capital, prompt 
resolution procedures (bail-in debt).  



Are we asking the right question? 

Basel specifies book capital ratios, which are 
easily distorted – perhaps opportunistically. 

 

 
Bear Stearns  
Washington Mutual 
Lehman Brothers  
Wachovia  
Merrill Lynch 

“failed” in 2008 

Tier 1 capital ratio 
was 12.3% - 16.1% 

Presenter
Presentation Notes
This is my second topic:  are we asking the right question when we discuss capital in terms of book-valued,  regulatory capital measures?  
�Compare Tier 1 ratios to 4% minimum or 6% well-capitalized standards.

Data on failed firms from Kuritzkes and Scott (2009) FT op ed


POINT: For all its glory and detail, Basel III continues to specify regulatory capital measures that don’t necessarily tell us much about firms’ risk exposures or survival probabilities.

Moreover, there is a time dimension in the definition of adequate capital:  how soon is lost capital replaced, or can excess capital be withdrawn?  So we need to worry about two different elements of bank capital
	a) setting an appropriate level
	b) maintaining an appropriate level.






8 

Source: Kevin Stiroh, FRB-NY 
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Presentation Notes
Can diverge from book value, particularly for a firm whose solvency is questionable




Market Valuations: Important 

• “Outside investors can’t understand true value” – 
opacity 

• But our large financial institutions are maturity-
mismatched – a.k.a. liquidity creators.   

• Runs close large banks, not regulators. 

• When a run starts, supervisors have no good 
choices:  provide support or let it fail.   

 

Presenter
Presentation Notes
Re: first item:  It is outsiders’ assessments of market value that determine funding ability (in addition to det’ing stock pricing/value.

Third point: Runs come from s.t. l-holders’ assessment of firm solvency, or from their beliefs about others’ beliefs about a firm’s solvency.



, and seeks a less costly way of dealing with it.  
Expensive:  FDIC closing cost in 2008-2010 ~ 26% of book assets at closure date.




• Resolution authority seems to acknowledge 
that there will continue to be such situations. 
 

• Better to maintain adequate market value of 
bank capital.  

Presenter
Presentation Notes
Re: first point.  Supervisors are planning to deal with neg-equity (insolvent) firms, rather than trying to head off such problems by aggressively mandating equity issuances or asset sales when a firm’s equity gets low enough to be a concern.

How low is “low enough to be a concern?”  





Tracking Failure Probabilities 
Using Market-valued Data 

• MV of common shares 

• Equity return volatility 

 

… Merton-esque transformations … 

 

• Market value of bank’s assets 

• Asset return volatility 

Presenter
Presentation Notes
I am just starting a  paper about bank failure probabilities and what they imply about maintaining capital adequacy. 

I have some preliminary results to share today.

These results are based on debatable, but well-understood, assumptions about asset price fluctuations.  Lots of ways to improve on the estimates I will show you, but I doubt that those improvements will change the basic thrust of what the data are saying.



~ N(0,1) 

Presenter
Presentation Notes
Numerator:  protection (or risk –absorbing capability) per dollar of assets;
Denom:  volatility of returns per dollar of assets.

Assuming normality of asset returns, can estimate default probabilities for any bank at any time.  

Conceptually similar to KMV default or DD measures using equity value and equity volatility.



Largest 25 BHC each Quarter 

Presenter
Presentation Notes
BVEQ ratio to TA has risen a lot since 1986: roughly doubling for this median of top 25 BHC.

Mean ratio for the overall period: 160.17%
Mean ratio during 1997 – 2007: 227.14%

Going back to 1893, we have never had a higher multiple than in the 1997-2007 period.



Presenter
Presentation Notes
Market-valued capital ratio was very high from 1997 – 2007 – a time of great success for banking industry, but also a time when the shadow banking system built up itself.


Does this capital deepening mean that default probabilities fell?  That depends on what happened to portfolio risks.



Presenter
Presentation Notes
Portfolio risk rose quite a lot in the late 1990s, through 2003 or so.  

Combined with higher MVEQ, pr(Default) might have risen OR fallen.      (go to next page) 



Presenter
Presentation Notes
Big, obvious effect in 2008.  Not surprising, although size of default probability might be.  
	Are these estimates arguably sensible, given what happened?

But let’s focus in on same graph, with a larger scale … 
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Presentation Notes
The point here is to show bouts of relatively high default probability over time – including at the present time.

Now, the Median is about 2.66, but 
	the mean is  4.69% and 3.57% for the last two quarter-ends of 2011  and 
	the asset value-weighted means are 7.11% and 5.54% 
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Presentation Notes

Now, the Median is about 2.66%, but 
	the mean is  4.69% and 3.57% for the last two quarter-ends of 2011  and 
	the asset value-weighted means are 7.11% and 5.54% 


Regulators need to be vigilant now, and to force adequate capitalization on deficient firms – quickly!



Conclusions 

1. Yes, there may be social costs to too much 
capital.   

2. “Downside” capital instruments like contingent 
capital or bail-in bonds may help. 

3. Book-valued capital ratios mean less, the more 
important they become. 

4. Actual BHC default probabilities fluctuate quite a 
lot, even before 2008.  Relatively small capital 
additions could avoid this, if they were added 
promptly.   

5. Signals presently indicate a need for regulatory 
action at a few large BHC. 

Presenter
Presentation Notes
Taking the form of un-tracked risks with systemic implications or more-expensive-than-necessary production of financial services. 

 

3. Just cannot rely on them.  Market investors – depositors – do not, and so supervisors should not either, because it leaves them with few choices when the depositors decide to close a bank.  

4. Additional capital amounts were not something I explicitly discussed.  
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