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Outline

What is capital, what role does it play?

How is capital measured?

How much capital is desirable?

How does capital influence bank behaviour?

How should capital position influence regulators?

· Bank Capital: Alternative Perspectives

· For the Owner:
· Wealth tied up (measured as share market value)

· Require adequate return as risk compensation

· Provides control

· For Customers/Counterparties and Regulator 
· Buffer to absorb risk

· providers of capital rank below liabilities to customers

· buffer could consist of equity / subordinated debt / guarantees

· For the Bank Manager

· Funds provided to operate business (accounting value) 

· But must manage “to” stock market value

· Return on capital achieved is performance measure

· “Capital risk” is a risk to manage

· meeting regulatory capital requirements

· having adequate capital to get desired rating (AA etc) from ratings agencies

· being able to pursue attractive expansion opportunities

· Allocation of capital across business units, plus required return on capital allocated, is part of performance management

· Lesson #1 There are different perspectives on what “Capital” means and its role and rationale. This can hinder dialogue if those differences are not recognised.

Capital Measurement

· Capital is a balance sheet “residual”

· difference between value of assets and other liabilities (and allowing for off-balance sheet/ contingent liabilities)

· Alternative measurement approaches

· Book value/historical cost

· Mark to market/model

· Stock market value

· Example

· NewBank set up with $10 equity (10 x $1 shares) and $90 deposits, buys $100 of CDO’s

· Subsequently Stock market price of shares = $1.50, Market for CDO’s freezes, and mark to model value is $80

· Size of bank’s capital is

· (a) $10 – historical cost; (b) $15 - stock market value; (c)  -$10 – mark to model value; (d) other ?
· Lesson #2 Valuation technique matters for measuring capital. Need to be aware of: How the Basel Accord calculates capital; How International Accounting Standards calculate capital; What capital figure shareholders focus upon.
Capital Measurement Problems

· Bank Failures often involve sudden recognition of long standing, but unrecorded, losses and write down of asset values to “true” value with corresponding write down of capital

· An example

· The Farmers Bank & Trust of Cheneyville, USA, closed December 17, 2002, fraudulent loans: Reported assets $35.4 m, liabilities $32.9 m; Cost to FDIC (ie actual liabilities minus assets) $11 m

· Lesson #3 Reported capital may be inaccurate – and typically above true value for banks in distress.

Defining Bank capital

Hypothetical Bank: “T-account”
	Assets
	Liabilities

	Cash etc
	A1
	Deposits
	D

	Loans
	A2
	Wholesale funding
	B

	Securities
	A3
	Preference shares etc
	P

	
	
	Shareholders equity
	E


E = A1 + A2 + A3 – D – B – P 
 If E < 0 Insolvency,  But if E + B + P > 0, Depositors can be repaid
 Hence regulators may accept some elements of B and P etc as regulatory capital -iIf subordinate to depositors and if not likely to be withdrawn prior to failure

· Lesson #4 Capital is on the liability side of the balance sheet and is a “residual” (assets minus other liabilities)

· Banks do not “hold” capital (they “hold” assets), although this expression is commonly used

· Capital should not be referred to as “reserves”

· Potentially confusing because “reserves” is often used to refer to particular assets

· Beware of others confusing capital with liquid assets   

How Much Capital? 

· Regulatory Capital requirements can be one or both of

· Minimum Capital/Assets (leverage / gearing) 

· Minimum Capital/(Risk Weighted Assets) – Basel, which relate capital required to riskiness of activities

· Regulators may allow some non-equity liabilities as capital if they rank behind, and provide protection to, depositors

· Regulatory capital measurement typically by a mix of book and mtm value

· Regulatory Tier I and Tier II distinctions - subordination, permanency, valuation are relevant

· Bank managers have a focus on “optimal capital structure” mix of equity and other funding sources and a focus on return on equity
· Lesson #5 Regulators and Bank Management have different objectives in determining optimal capital position and different focus on types of liabilities which may be regarded as capital

How Much Capital?

· Economic Capital - Banks determine economic capital based on preferred risk tolerance/appetite, choose capital to generate “acceptable” probability that losses over one year could exceed equity capital and lead to bankruptcy

· Major banks appear to operate to risk tolerance of less than 1 in 500 (99.5% confidence interval) based solely on equity capital

· Actual capital level may be higher to meet ratings agency requirements for target rating.

· Lesson #6 Economic capital is the level of capital deemed adequate (optimal) by bank management to absorb unexpected losses most (eg 99.9%) of the time. “Expected” losses are covered by charging a loan interest rate which is high enough to absorb those losses and loan loss provisions.
Capital Planning and Allocation

· At aggregate bank level, Optimal capital planning requires financing choices to minimize overall cost of capital - planning for growth important

· At business unit level, capital needs to be allocated across business units so that product pricing reflects cost of capital and for business unit performance assessment

· Capital is costly = shareholders’ required rate of return 

· Lesson #7 Allocation of economic capital across bank business units is a crucial (and difficult) part of bank management.

What is the cost of bank capital?

· The rate of return which shareholders ( & other capital providers) require to compensate for risk. The bank must meet their expectations that it will deliver this rate of return or else the bank’s share price will fall

· Example: required return = 20% p.a. (Interpret as earnings/price ratio)
· If share price is $10 and expected earnings are $1 per share, the outcome is Share price tumbles to $5 (earnings/price = 1/5 = 20%)

· Lesson #8 Bank managers need to aim to provide the required rate of return demanded by shareholders on the market value of equity.

The cost of capital as a key driver

· It is an important driver of bank earnings targets - need to meet market expectations of return on both existing assets and franchise value (growth opportunities). It is crucial for divisional performance assessment

· It is fundamental to pricing decisions - interest rates etc need to be set to generate adequate rate of return on capital allocated to that activity

· Many banks use RAROC (risk adjusted return on capital) Loan Pricing - “Break even (required)” quoted loan interest rate needs to reflect cost of funds (equity and deposits) plus allowing for expected loan losses and covering operating costs
· Lesson #9 Quoted loan interest rate should allow for expected losses and provide required expected return on capital.
Loan Pricing and Capital

· While the quoted interest rate covers expected loss and required return on capital, capital is required to absorb unexpected losses

· Choose equity (economic capital) as proportion of funding (eg 8%) such that probability of bank failure = risk tolerance (eg 0.5%)

· Lesson #10: Economic capital is buffer to absorb unexpected losses and ensure survival of bank under most circumstances, but determined on assumptions about loss distributions (probability, recoveries) and correlations which may be optimistic 

Regulatory Responses to Capital Changes

· Regulatory Objective is to close/resolve bank before capital <0 to limit costs to taxpayer/deposit insurance fund and to close/resolve bank with minimum disruption

· Problems: Is reported capital position accurate? Regulators have tendency / incentives towards “forbearance” (avoid taking action in hope things will improve). 

· US Solution – Prompt Corrective Action (PCA) - Must close bank if capital below some minimum (eg 2%). Involves a need for special bank insolvency regime.
· Lesson #11 Bank regulators must have a credible strategy for rapidly and effectively dealing with banks which have inadequate capital.

· Conclusions

· Bank Capital Management involves managing both economic and regulatory capital

· Capital planning is critical

· Measurement and management of capital position requires correct accounting and valuation processes

· Bank regulators need well defined policies towards dealing with banks with worsening capital positions
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