
Discussion of “Financial Risk

Capacity” by Saki Bigio

10 Minute Discussion by Bob Hall

7th Banco de Portugal Conference on Monetary Economics
15 June 2012

·

1



A paper about Japan, then the

U.S. and Europe

Adverse shock hits bank assets

Result is reduced intermediation and worsened adverse
selection in loans

Bank profits fall, so investors are unwilling to buy equity
and boost financial capacity

Lower intermediation and lower activity persist for an
extended period because only retained earnings rebuild
bank equity
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Contribution

The main contribution is the focus on market
recapitalization of impaired banks

Earlier work followed Black-Scholes (1974) in emphasizing
debt overhang as the impediment

Another force not mentioned in the paper is that more
equity lowers the value of the government’s free put on
impaired assets, under the current policy of universal
government bailouts in the US and Europe

This paper adds the adverse-selection mechanism
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The weakness of the

debt-overhang explanation

It rests on a friction between debt and equity holders—all
the equity buyers have to do is hold the debt to benefit
from the boost in debt value

Key point in this paper: If debt overhang reduces
intermediation, it should raise its return and attract entry
to banking, where overhang is no impediment

Adverse selection is the answer because it erodes all bank
profits
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Figure 6: Model with asymmetric information: Equilibrium objects the as functions of κ.

the financial system to the financial crises regime. As adverse selection effects are aggravated, profitability

no longer justifies the injection of capital into the system, and the economy may take long to recover. The

economy eventually recovers as banks slowly build equity through retained earnings. Once κ reaches the

equity injection regions between intervals III and II, the banking system attracts equity injections, and κ

reaches the competitive inaction region II.

The following section of the paper studies a richer version of this model introducing some extensions. As a

preview, and to get a sense of the dynamics just described, Figure 12 presents a sample path of the equilibrium

variables from this richer version. The intuition is the same as explained above. The simulations correspond

to 80 periods. Periods where the states belongs to a financial crisis are identified by the shaded areas in each

plot. The top-left panel describes the evolution of κ and κ′. Most of the time, κ fluctuates between a given

band. The middle-left panel plots expected profits and actual profits, which cause the movements in κ. One

can observe that expected profits are on average close to zero. Actual profits fluctuate around this quantity.

When profits are high, κ exceeds its equilibrium size and dividends are payed out (bottom-left panel). Losses
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Financial friction
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qt
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Bank of America Market to Book

Ratio

6/11/12 Bank of America Corporation Price / Book Value (BAC)

1/2ycharts.com/companies/BAC/price_to_book_value#series=type:company,id:BAC,calc:price_to_book_v…

Upgrade to Pro Home Rankings Sectors Screener News Pro Strategy Economy Support

June 11, 2012  05:34PM ET     U.S. Markets Closed.     S&P 500 -1.38%     NASDAQ -1.67% Signed in as Bobhallz  Manage Account  Sign Out

 

Bank of America Corporation (BAC) 7.28 -0.28  -3.70%  Jun 11, 5:19PM Go Pro Watch this stock

APMEX® - Buy Gold
& Silver OnlineQuote Interactive Charts Pro Ratings Key Stats Performance Valuation Historical Data News Dashboard Financials

Bank of America Corporation Price / Book Value: 0.3669 Get Interactive Chart for Go

BAC Price / Book Value Rankings

Overall 94th percentile 216 of 4236

Sector 94th percentile 45 of 853 in Financial

Industry 96th percentile 2 of 63 in Regional - Mid-Atlantic Banks

BAC Price / Book Value Range, Past 5 Years

Minimum 0.2626 Mar 2009

Maximum 1.651 Sep 2007

Average 0.7514

About Price to Book Ratio

The price to book value is a financial ratio used to compare a company's book value to its current market price.

Book value is an accounting term denoting the portion of the company held by the shareholders at accounting

value (not market value). In other words, book value is the company's total tangible assets less its total

liabilities. 

The ratio has two calculation methods. In the first way, the company's market capitalization is divided by the

company's total book value from its balance sheet. The second way, using per-share values, is to divide the

company's current share price by the book value per share. In general, a low price to book value indicates that a

stock is undervalued and thus more desirable. 

In theory, if you purchased stock with a price to book value less than 1 and the company immediately went

RealMoney Become a more successful investor with RealMoney - start today. www.TheStreet.com/RealMoney

Preferred Penny Stocks Don't Miss The Next Penny Stock To Take Off. Get Our Free Alerts! www.Preferredpennystocks.com

7% Annual Annuity Return Get guaranteed lifetime income and reduced risks to retirees all here. AdvisorWorld.com/CompareAnnuities

Price / Book Value

Add a financial metric

of BAC Add i.e. Unemployment or S&P 500 Add

Add an index or economic indicator

Select a metric

Switch Price / Book Value to

BAC Price / Book Value Jun 10 '12 0.3669   View As % Change

 Show US Recessions

Zoom: 1d 5d 1m 3m 6m YTD 1y 5y 10y Max Date range: 6/30/2002 to 6/11/2012 <Embed Chart> Pro Save as Image Pro Data Export

OptionsBAC News
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CitiGroup Market to Book Ratio

6/11/12 Citigroup Price / Book Value (C)

1/2ycharts.com/companies/C/price_to_book_value#series=type:company,id:C,calc:price_to_book_value&…

Upgrade to Pro Home Rankings Sectors Screener News Pro Strategy Economy Support

June 11, 2012  05:41PM ET     U.S. Markets Closed.     S&P 500 -1.38%     NASDAQ -1.67% Signed in as Bobhallz  Manage Account  Sign Out

 

Citigroup (C) 26.46 -1.31  -4.72%  Jun 11, 5:19PM Go Pro Watch this stock

A Business Degree
Fit For YouQuote Interactive Charts Pro Ratings Key Stats Performance Valuation Historical Data News Dashboard Financials

Citigroup Price / Book Value: 0.4228 Get Interactive Chart for Go

C Price / Book Value Rankings

Overall 93rd percentile 293 of 4236

Sector 91st percentile 75 of 853 in Financial

Industry 77th percentile 5 of 22 in Money Center Banks

C Price / Book Value Range, Past 5 Years

Minimum 0.1946 Mar 2009

Maximum 1.995 Jun 2007

Average 0.7914

About Price to Book Ratio

The price to book value is a financial ratio used to compare a company's book value to its current market price.

Book value is an accounting term denoting the portion of the company held by the shareholders at accounting

value (not market value). In other words, book value is the company's total tangible assets less its total

liabilities. 

The ratio has two calculation methods. In the first way, the company's market capitalization is divided by the

company's total book value from its balance sheet. The second way, using per-share values, is to divide the

company's current share price by the book value per share. In general, a low price to book value indicates that a

stock is undervalued and thus more desirable. 

In theory, if you purchased stock with a price to book value less than 1 and the company immediately went

Citi® Official Site Enjoy 0% Intro APR and Earn 5% Cash Back. No Annual Fee. www.CitiCards.com/CreditCards

Preferred Penny Stocks Don't Miss The Next Penny Stock To Take Off. Get Our Free Alerts! www.Preferredpennystocks.com

RealMoney Become a more successful investor with RealMoney - start today. www.TheStreet.com/RealMoney

Price / Book Value

Add a financial metric

of C Add i.e. Unemployment or S&P 500 Add

Add an index or economic indicator

Select a metric

Switch Price / Book Value to

C Price / Book Value Jun 10 '12 0.4228   View As % Change

 Show US Recessions

Zoom: 1d 5d 1m 3m 6m YTD 1y 5y 10y Max Date range: 6/30/2002 to 6/11/2012 <Embed Chart> Pro Save as Image Pro Data Export

OptionsC News
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Deutschebank Market to Book

Ratio

6/11/12 Deutsche Bank Price / Book Value (DB)

1/2ycharts.com/companies/DB/price_to_book_value#series=type:company,id:DB,calc:price_to_book_valu…

Upgrade to Pro Home Rankings Sectors Screener News Pro Strategy Economy Support

June 11, 2012  05:47PM ET     U.S. Markets Closed.     S&P 500 -1.38%     NASDAQ -1.67% Signed in as Bobhallz  Manage Account  Sign Out

 

Deutsche Bank (DB) 34.92 -1.07  -2.97%  Jun 11, 5:19PM Go Pro Watch this stock

Get a FREE Risk
Management Guide
today!Quote Interactive Charts Pro Ratings Key Stats Performance Valuation Historical Data News Dashboard Financials

Deutsche Bank Price / Book Value: 0.4291 Get Interactive Chart for Go

DB Price / Book Value Rankings

Overall 93rd percentile 292 of 4236

Sector 91st percentile 74 of 853 in Financial

Industry 78th percentile 3 of 14 in Foreign Regional Banks

DB Price / Book Value Range, Past 5 Years

Minimum 0.4138 Sep 2011

Maximum 1.476 Jun 2007

Average 0.7885

About Price to Book Ratio

The price to book value is a financial ratio used to compare a company's book value to its current market price.

Book value is an accounting term denoting the portion of the company held by the shareholders at accounting

value (not market value). In other words, book value is the company's total tangible assets less its total

liabilities. 

The ratio has two calculation methods. In the first way, the company's market capitalization is divided by the

company's total book value from its balance sheet. The second way, using per-share values, is to divide the

company's current share price by the book value per share. In general, a low price to book value indicates that a

stock is undervalued and thus more desirable. 

In theory, if you purchased stock with a price to book value less than 1 and the company immediately went

Jim Cramer's Stock Picks Get Action Alerts PLUS. Trade Like Jim Cramer. Get a Free Trial Now. www.thestreet.com/JimCramer

Preferred Penny Stocks Don't Miss The Next Penny Stock To Take Off. Get Our Free Alerts! www.Preferredpennystocks.com

iShares High Dividend ETF Provides Exposure to Income- Producing Equities. Learn More. www.ishares.com/HDV

Price / Book Value

Add a financial metric

of DB Add i.e. Unemployment or S&P 500 Add

Add an index or economic indicator

Select a metric

Switch Price / Book Value to

DB Price / Book Value Jun '11 0.7257   View As % Change

 Show US Recessions

Zoom: 1d 5d 1m 3m 6m YTD 1y 5y 10y Max Date range: 12/31/2002 to 6/11/2012 <Embed Chart> Pro Save as Image Pro Data Export

Options

Penny Stocks
See Today's Best Penny Stock Picks & Start
Investing Now!
FinanceCity.com

7% Annual Annuity Return
Get guaranteed lifetime income and reduced
risks to retirees all here.
AdvisorWorld.com/CompareAnnuities

9 Best Stocks to Own Now
These recommendations come from a group
of America's expert analysts
www.DailyTradeAlert.com

DB News
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Nomura Market to Book Ratio

6/11/12 Nomura Price / Book Value (NMR)

1/2ycharts.com/companies/NMR/price_to_book_value#series=type:company,id:NMR,calc:price_to_book_v…

Upgrade to Pro Home Rankings Sectors Screener News Pro Strategy Economy Support

June 11, 2012  05:52PM ET     U.S. Markets Closed.     S&P 500 -1.38%     NASDAQ -1.67% Signed in as Bobhallz  Manage Account  Sign Out

 

Nomura (NMR) 3.30 -0.06  -1.79%  Jun 11, 5:20PM Go Pro Watch this stock

APMEX® - Where
Investors Buy GoldQuote Interactive Charts Pro Ratings Key Stats Performance Valuation Historical Data News Dashboard Financials

Nomura Price / Book Value: 0.3984 Get Interactive Chart for Go

NMR Price / Book Value Rankings

Overall 94th percentile 244 of 4236

Sector 93rd percentile 59 of 853 in Financial

Industry 76th percentile 4 of 17 in Investment Brokerage - National

NMR Price / Book Value Range, Past 5 Years

Minimum 0.3604 Dec 2011

Maximum 2.028 Jun 2007

Average 1.051

About Price to Book Ratio

The price to book value is a financial ratio used to compare a company's book value to its current market price.

Book value is an accounting term denoting the portion of the company held by the shareholders at accounting

value (not market value). In other words, book value is the company's total tangible assets less its total

liabilities. 

The ratio has two calculation methods. In the first way, the company's market capitalization is divided by the

company's total book value from its balance sheet. The second way, using per-share values, is to divide the

company's current share price by the book value per share. In general, a low price to book value indicates that a

stock is undervalued and thus more desirable. 

In theory, if you purchased stock with a price to book value less than 1 and the company immediately went

Low-cost Vanguard ETFs Choose benchmarks you and your clients want. S&P, MSCI, & Russell. advisors.vanguard.com

Jim Cramer's Stock Picks See what stock Cramer is trading for his charitable trust & why. www.thestreet.com

Preferred Penny Stocks Don't Miss The Next Penny Stock To Take Off. Get Our Free Alerts! www.Preferredpennystocks.com

Price / Book Value

Add a financial metric

of NMR Add i.e. Unemployment or S&P 500 Add

Add an index or economic indicator

Select a metric

Switch Price / Book Value to

NMR Price / Book Value Mar '08 1.439   View As % Change

 Show US Recessions

Zoom: 1d 5d 1m 3m 6m YTD 1y 5y 10y Max Date range: 6/30/2002 to 6/11/2012 <Embed Chart> Pro Save as Image Pro Data Export

Options

CD Rates: Up to 2.50% APY
Earn More on the Money You Save Great
Rates FDIC Insured. Open Now!
www.discover.com/online-banking

Jumbo CD Rates
High Yield CDs - 1.44% APY Member FDIC.
Apply Online Today.
www.bankoncit.com/cd

Ally Bank® Official Site
Online Checking, High Interest CDs & Savings
Accounts. Member FDIC.
www.ally.com

NMR News
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JP Morgan Chase

Beganau, Piazzesi, and Schneider (2012)
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Figure 5: Replication portfolios for JP Morgan Chase. The portfolios are holdings of cash
(in red) and a 5-year riskless zero coupon bond (in green). Solid lines are replicating
porfolios for the traditional fixed income position, while dotted lines are for derivatives
and dashed lines are for bonds held for trading.
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