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ABSTRACT

The disciplining power of charter value is analysed for commercial banks in Canada, Mexico and the United States. It is shown that while charter value constrains risk-taking in U.S. commercial banks, it is less effective in Canada and Mexico.

1. Introduction


The reasons why  banks fail are much debated in the financial literature. One of the most recent surveys attempting to compile the underlying factors for bank failures has been carried out by Benston and Kaufman (1995). They present a thorough analysis of the main arguments and empirical analysis associated to this debate in the context of the United States. According to them, the four "causes" of banking crisis in that country, as debated in the literature, are: 1) excessive expansion of bank credit preceding the crisis; 2) asymmetric information resulting in the inability of depositors to value bank assets accurately; 3) shocks originating outside of the banking system, independent of the financial conditions of banks that either cause depositors to change their liquidity preference or cause reduction in bank reserves; and 4) institutional and legal restrictions that weaken banks, making them unnecessarily prone to failure.


The main goal of banks' regulators and supervisors is to ensure the safety and soundness of the banking system. This goal is reached by undertaking regulatory and supervisory activities, which refrain banks from excessive risk-taking, and minimize their probability of bankruptcy. Their task will be easy if there are some self-disciplining incentives from banks' managers. Some new research suggests that there are some deeper roots behind the above factors, one of them being the value of the charter of banks. Also referred to as the "franchise value" (See Rojas‑Suarez and Weisbrod, 1995; Demsetz, Saidenberg and Strahan, 1996), charter value is a value that would be foregone if the bank closes.


Empirical evidence on the disciplining role of banks' charter value are mainly on U.S.’ commercial banks. Many studies have been conducted there. But, less, if not nothing has been done in the other countries. The purpose of this paper is to extend this analysis to the two other countries of the North American Free Trade Agreement (NAFTA), i.e., Canada and Mexico.


The paper continues as follow: Section 2 defines and quantifies the concept of charter value. Section 3 presents a review of previous studies analyzing the relationship between charter value and risk-taking. Our methodology is outlined in section 4. We present the data used in section 5 and discuss our empirical results in section 6. Section 7 concludes.

2  Charter value: Definition and Measure
2.1 Definition


Guttentag and Herring (1983) define the charter value as "the present value of the net income the bank would be expected to earn on new business if it were to retain only its office, employees, and customers. (...) [It] depends on the bank's authorized powers, including power to do business within specified areas, the market structure in the area, the expertise of the bank's employees, and the customer relationships it has developed". In this view, charter value is the present value of future profits that a bank is expected to earn from its access to protected markets, its reputation, economies of scale and superior information in financial markets. It is an intangible asset, which would be foregone if the bank goes bankrupt or is closed by  the chartering authority.


As pointed out by Demsetz, Saidenberg and Strahan (1996), in banking, the value of charters arises from two main sources: market regulation, which by limiting competition provides a market power to banks operating in regulated markets, and bank-related sources.

2.1.1 Market power


In almost all countries around the world, the banking industry is highly regulated (Benston, 1983). Entry in the banking sector is subject to obtaining a charter (i.e., a right to operate) which is granted by a chartering authority. Hence, charter value largely depends on the number of banks allowed in the system, which in turn depend on entry costs and required capital levels (Milne and whaley, 1998). Moreover, geographic expansion is sometimes restricted. Entry and/or geographic expansion restrictions limit competition in the sector, provide a privileged market access to chartered banks, and generate monopoly rents. These rents arise either from the deposit market, through banks’ ability to acquire deposits at less than competitive deposit rates, or from the loan market, through their ability to lend at rates higher than the competitive loan market rate.  

2.1.2 Bank-related sources


Even when banks benefit from the same market protection against competition, variation in their charter value is expected. This is induced by bank-related or bank specific factors such as efficiency  in management, reputation and lending relationship with customers. There is no doubt that some banks are more efficient than others. A bank with competent managers has a competitive advantage in its sector. This advantage is induced by its ability to provide financial services to its customers at a relatively cheaper cost than its competitors. It can then grow quickly than these competitors in a business sector with large growth opportunities, or grow at the expense of its poorly managed competitors in a sector with limited growth opportunities. Such growth generates scope and scale cost savings.
  An intangible also arises from bank's reputation, which generates a favorable business framework with partners and from its unique lending relationships with its customers. Through long-term lending relationships with these customers banks have access to private information that are not available on financial markets. This helps them to reduce the cost of loan origination, making lending activities more profitable.

2.2  Measures

Two measures are widely used in the financial literature as proxies of charter value. These are the market to book value of bank assets [MVBKA], and the market to book value of equity [MVBKE]. For instance, Keeley (1990), Saunders and Wilson (1994) and Demsetz, Saindenberg and Strahan (1996) among others use MVBKA, while MVBKE is found in Saunders and Wilson (1997), Gallowey, Lee and Roden (1997), Brewer, Mondschean and Strahan (1997). These measures are sometimes presented as proxies of the "Tobin's Q" ratio used by Linderberg and Ross (1981) to assess monopoly rents in non-banking industries.
  Saunders and Wilson (1994) show how one can derive MVBKA as a measure of "Tobin's Q". Their model is built on two main assumptions, namely: 1) a bank's equity value reflects the present value of all expected future dividend payments to shareholders, and 2) a "clean surplus accounting" rule holds.
  In the rest of this study, charter value will refer to the market to book value of assets (i.e., MVBKA).

3.  Charter value and bank risk-taking: prediction and review of previous studies
3.1  Prediction


A bank's charter value is an intangible asset that it receives only if it survives. There is an incentive for banks with a large charter value to maximize their survival likelihood. Even in the presence of weak risk regulation, commercial banks do not necessarily undertake excessively risky activities to take advantage of the subsidies, which are related to the presence of implicit or explicit deposit insurance schemes. Charter value can act as a self-imposed risk-disciplining factor, preventing certain banks from moral hazard behavior. A theoretical options model of the relationship between charter value and bank risk-taking can be found in Marcus (1984). Specifically, he defines the value of a commercial bank’s equity as:
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N(.) is the cumulative standard normal density function; V and B are the value of bank’s assets and liabilities respectively; C is the bank’s charter value; r is the risk free interest; ( is the standard deviation of the rate of return on bank’s assets, and T is the time to run until the next bank examination.


The first bracketed term represents the Black and Scholes (1973) call option held by equity holders on the bank’s assets, and the second term is the bank’s charter value (C).


According to Marcus (1984), the change in the value of equity per unit increase in the standard deviation of assets is given by:
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The first term in equation (2) is positive and represents the standard positive effect of increased variance on a call option. The second term is positive if bank’s assets are greater than its liabilities (i.e., V > B), and its subtraction represents the loss in the value of the bank charter due to the effect of increased insolvency risk. The higher the charter values (C), the higher the reduction in equity value. Then, the model predicts that when a bank has a high charter value, risk-reducing strategy will tend to dominate, and overall it will take less risk.

3.2  Review of previous studies


Beside Marcus (1984), many other theoretical and empirical papers have analyzed the relationship between charter value and risk-taking by commercial banks. Suarez (1994) reaches the same results using dynamic programming techniques. His dynamic setting endogenizes the charter value within an infinite horizon model and accounts for interactions between the market power, closure rules and banks' capital and assets regulation. He is able to show explicitly that bank charter value is an important component of bankruptcy costs to bankers, implying that it may constitute an incentive for banks to adopt prudent risk-taking policies. Keeley (1990) provides evidence of a negative relationship between risk-taking and charter value, using the interest cost on large CDs (over $100,000) as a proxy of bank's risk.
  Demsetz, Saindenberg and Strahan (1996), follow, reporting that US bank holding company's charter value is negatively related either to accounting proxies or to market proxies of banks' risk. Gallowey, Lee and Roden (1997) reinforce this evidence. They argue that during the period 1983-1989 characterized by a generalized decrease in US banks' charter value and ineffective risk-control regulations, banks with high ex-ante risk-taking incentives (i.e., with low charter value) were on average more risky than banks with low ex-ante risk-taking incentives (i.e., with high charter value). The US empirical evidence on the self-disciplining role of charter value seems incontestable. The unique contradictory view comes from Park (1997) who argue that higher charter value can result in high risk levels at commercial banks, unless completed by effective regulation. His model is built on a framework in which deposit insurance exists, and banks can take excessive risk to maximize the subsidy that it induces. They are subject to periodic examinations. A key assumption of model is that a bank cannot expect a positive put option value (deposit insurance subsidy) once it is classified as risky by regulators. In such framework, the deposit insurance subsidy is maximized at a high level of bank risk when the charter value is large. It takes a large amount of subsidy for banks to risk their valuable charter. Banks with large charters will undertake risky strategies when the regulation is ineffective, and it is difficult to assess the true level of banks' risk. Risk-taking will be a positive function of bank's charter.  After this review, our methodology follows.

4.  Methodology
4.1  Hypothesis and test specification

One hypothesis results from the Marcus’ model presented earlier. It is stated as:


“Banks' risk measures are negatively and significantly related to their charter value”. 


In other words, the charter value is a self-disciplining factor for commercial bank managers in their risk-taking activities. This Hypothesis is tested in each of the three NAFTA countries using the following linear specification:
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where RISKj,t is a proxy of bank j risk at time t; CHARTERj,t is the charter value of bank j at time t; X is a set of control variables, (j,t is an error term and (0 to (K are the usual regression coefficients.


Our hypothesis is verified if the coefficient of CHARTER is negative and significant.

4.2  Measure of banks' risk


For Canada and the United States, the standard deviation of daily stock returns is used as a proxy of banks’risk. For a given year, it is computed using all daily returns available in the year. For Mexico, only monthly returns are available. Due to their low number in a given year, we approximate Mexican banks’ risk by the conditional volatility derived from an exponential generalized autoregressive conditional heteroscedasticity (EGARCH) model (see Nelson, 1991). The EGARCH (1,1) model is described as follow:


[image: image6.wmf])

h

 

-

 

.0

2

 

-

 

|

h

|

(

 

=

 

)

g(

  

 

)

g(

 

 

+

 

)

h

(

 

 

+

 

 

=

 

)

h

(

  

 

v)

h,

N(0,

 

 

F

|

 

 

 

+

 

h

 

b

 

+

 

r

 

b

 

+

 

b

  

=

  

r

t

t

t

t

t

1

-

t

t

1

-

t

t

j,

t

j,

t

2

1

-

t

j,

1

0

t

j,

e

g

p

e

e

e

q

b

d

e

e

ln

ln

_

.
(4)

rj,t is the return on bank's j equity at time t; (j,t the error term is assumed to be conditional upon the information set Ft-1, and ht represents the conditional variance at time t.

4.3   Control variables


To control for liquidity risk, we use the ratio of cash plus marketable securities to total assets, LIQUID, as in Keeley (1990). A negative relation between the various measures of risk and LIQUID is expected. For leverage, we use the ratio of total debt to total assets, LEVERAGE. Since financial risk increases with leverage, a priori, a positive relation between risks and leverage is expected. The credit risk is proxied by the variable LOANQUAL, defined as the ratio of provision for loan losses to total loans. A positive relation between the various measures of risk and LOANQUAL is expected. We use LOGTA as the logarithm of total assets to control for the size effect. As a measure of diversification (see Brewer, 1989, among others), LOGTA is negatively related to risks, in particular to non-systematic risk. Finally, to control for macro-economic determinants of bank risk, we use the gross national product growth rate, GNPGROWTH. The next section describes our data.

5. Data


Our sample consists of thirty-six U.S. banks, thirteen Mexican banks and six Canadian banks. They are listed in Appendix. The period covered is 1985 to 1995 [1985 to 1993 in the U.S.; 1988 to 1993 in Mexico and 1985 to 1995 in Canada]. The study uses both stock market and accounting data. For the United States, market data are retrieved from CRSP, while accounting data come from COMPUSTAT. In Mexico, market and accounting data are from the COMMISION NATIONAL BANCARIA, while in Canada, market data are from the TSE-Western Database, and accounting data from various annual reports and the Canada Gazette. Our results follow in the next section.

6. RESULTS 


We present the empirical findings in two parts: first, we report the descriptive statistics on variables. Then, we discuss the results concerning the test of our hypothesis.

6.1 Descriptive statistics


Table 1 reports descriptive statistics on risk proxies, charter value and control variables in the three NAFTA countries.
Insert table 1 about here


The average value of the risk proxy is 0.2015 in Canada, 0.2742 in the United States and 0.4010 in Mexico. Although they are estimated differently (standard deviation of stock returns in Canada and the United States versus EGARCH (1,1) in Mexico), these figures suggest that banks stock returns are more volatile in Mexico than in the two other NAFTA countries. The average charter value (CHARTER) is 0.9956 in Canada, 1.0224 in Mexico and 1.005 in the United States. In these three countries, banks are highly leveraged. The average leverage ratio is 0.9501 in Canada, 0.9223 in Mexico and 0.9290 in the United States. This characteristic is well known in the banking industry. Liquidity (LIQUID), which include cash and securities held by banks accounts for one fourth to one fifth of total assets (0.2535 in Canada, 0.2855 in the United States and 0.2165 in Mexico). Cash and securities are respectively primary and secondary liquidity reserve for banks. With regard to the loan quality (LOANQUAL) average annual provisions for loan losses range from 0.3% of total loans in the United States to 0.91% in Canada.

6.2 Hypothesis Test


Insert Table 2 about here

1

For each of the three countries, Table 2 reports the estimation of equation (3), i.e., the regression of risk on charter value and control variables.


In the United States, the variable CHARTER is negatively related to the risk proxy, and is significant at 1% level. This result concurs with those previously found in the literature with US data (see Keeley, 1990; Demsetz, Saindenberg and Strahan, 1996; Gallowey, Lee and Roden, 1997 among others). In Canada and Mexico, the relation between the risk proxy and CHARTER is also negative, but not significant. Therefore, our regression test rejects the null hypothesis for Canada and Mexico. While the charter value seems to be a self-disciplining factor for U.S. banks in their risk-taking, it is less effective in Canada and Mexico.


With regard to control variables, LIQUID is generally negative and significant in Canada at 1% level. This result is similar to the one in Gallo, Apilado and Kolari (1996) where the relation is negative for various measures of risk, and significant for interest-rate risk. In each of the three countries, the variable LEVERAGE is positively related to risk, and is significant in Canada and Mexico at 10% and 5% levels respectively. In the Unites States, it is not significant. A similar result is reported in Gallo, Apilado and Kolari (1996) who find no significant relationship between leverage and risk for their sample of U.S. BHC over the period 1987-1994. As expected, the variable LOANQUAL is positively related to risk, as in Hassan (1992).
  But the positive relation is significant only in Canada and the United States, at 5% and 1% levels respectively. The variable LOGTA is negatively related to risk in Canada and Mexico, but is non-significant. In the United States, the relation is positive and significant at 5% level.  Finally, the growth in the gross national product, GNPGROWTH is negatively related to risk in Canada and the United States, and significant in the U.S. In this country, bank risk seems to be lower in good economic conditions. The reverse is observed in Mexico, where the relationship between GNPGROWTH and risk is positive and significant at 1% level.


A natural question is why charter value doesn’t act as a disciplining device for bank managers’ risk-taking in Canada and Mexico.  While several justifications can be pointed out to explain this result, we argue that it may be due to the implicit guarantee provided to commercial banks by governments in Canada and Mexico. It has long been recognized that Canadian banks enjoy implicit guarantee provided by the Government of Canada (See Kryzanowsky and Roberts, 1993; Saunders and Wilson, 1999). Moore (1997) argues that Mexican banks also enjoy implicit guarantee from the Mexican government, with evidence from the Mexican peso crisis in 1994.


Charter value is an intangible asset, which is lost if the bank is closed. Banks’ managers undertake less risky activities to protect their charter only if there is a likelihood of been closed under insolvency. With implicit guarantee they have no incentive for self-discipline to protect their bank’ charter value, since it [the bank] won’t be closed in financial difficulties, and will received assistance from the government through funds infusion or arranged mergers.

7.  CONCLUSION

Using data on commercial banks in Canada, Mexico and the United States, we test the well-known disciplining role of charter value hypothesis in these three NAFTA countries. Overall, we find no empirical support for the hypothesis in Canada and Mexico, and a strong empirical evidence of the self-disciplining power of charter value in U.S commercial banks.  Hence, while charter value acts as a disciplining device for U.S. commercial banks in their risk-taking, it is less effective in Canada and Mexico. It is important to note that while this study focuses on the relationship between charter value and risk, it is possible to analyze the relationship between charter value and other bank decision parameters such as capital, capital structure, etc.
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Table 1

Descriptive statistics

Canada

Variable
            Mean

           Std. dev.

        Minimum

          Maximum

RISK proxy
            0.2055
            0.0572
          0.1289
            0.5250

CHARTER
            0.9956
            0.0108
          0.9736
            1.0323

LIQUID
            0.2165
            0.0566
          0.0901
            0.3512

LEVERAGE
            0.9501
            0.0073
          0.9292
            0.9618

LOANQUAL
            0.0091
            0.0044
          0.0024
            0.0245

LOGTA
          11.2792
            0.0505
         9.8652
          12.1208

Mexico

RISK proxy
            0.4010
            0.6165
          0.0179
            4.9584

CHARTER
            1.0224
            0.0709
          0.8436
            1.2404

LIQUID
            0.2535
            0.0950
          0.05186
            0.5566

LEVERAGE
            0.9223
            0.0406
          0.7276
            0.9697

LOANQUAL
            0.0074
            0.0096
          0.0000
            0.0439

LOGTA
            9.0491
            1.4763
          5.6835
           11.8025

United States

RISK proxy
            0.2742
            0.0984
          0.0949
            0.7288

CHARTER
            1.0059
            0.0351
          0.9059
            1.2178

LIQUID
            0.2855
            0.0943
          0.0693
            0.6406

LEVERAGE
            0.9290
            0.0141
          0.8378
            0.9648

LOANQUAL
            0.0033
            0.0034
          0.0057
            00322

LOGTA
            9.7221
            1.1765
          6.9269
           12.3480

Note: The risk proxy is the standard deviation of daily stock returns for Canada and the United States and the conditional volatility of returns for Mexico. CHARTER is the market to book value of assets, LIQUID is the ratio of cash plus securities to total assets, LEVERAGE is the ratio of total liabilities to total assets, LOANQUAL is the ratio of provision for loan losses to total loans, LOGTA is the natural logarithm of total assets.

Table 2


Regression tests for Hypothesis 

 RISKj,t = (0 + (1CHARTERj,t + (2LIQUIDj,t + (3LEVERAGEj,t + (4LOANQUALj,t + (5LOGTAj,t + (6GNPGROWTHt + (j,t.

Parameter coefficients are estimated using the pooled cross-sectionally time-series methodology. The t-value is enclosed by parentheses. 

Variable
          Canada


                  Mexico
         United States

(0
CONSTANT
          -1.3681

         (-1.036)


                   0.5272

                  (0.224)
             0.7483*

            (1.778)

(1
CHARTER
          -0.0541

         (-0.091)


                  -0.1793

                 (-0.148)
            -0.7517***

           (-4.538)

(2
LIQUID
          -0.4128***
         (-3.503)


                  -0.9619

                 (-1.189)
            -0.0384

           (-0.529)

(3
LEVERAGE
           1.7967*
          (1.864)


                   0.0957**

                  (2.446)
             0.1823

            (0.485)

(4
LOANQUAL


           1.9435**
          (2.163)


                   5.2926

                  (0.652)
             6.4823***
            (4.773)

(5
LOGTA
          -0.0007

         (-0.053)
                  -0.0164

                 (-0.194)


             0.0132**
            (2.048)

(6
GNPGROWTH
          -0.0001

         (-0.157) 


                   0.8591***

                  (2.790)
           - 0.0135***
           (-5.980)


R²
          36.34% 


                  16.57%
            27.14%


NOBS
            66


                    78
              324

*** = Significant at 1%;
** = Significant at 5%;
* = Significant at 10%.


Appendix

List of banks in the sample

Unites States
Canada

1.    AMSOUTH BANCORPORATION
1.    BANK OF MONTREAL

2.    BANK OF BOSTON CORP
2.    BANK OF NOVA SCOTIA

3.    BANK NEW YORK INC
3.    CANADIAN IMPERIAL BANK OF COMMERCE

4.    BANKAMERICA CORP               
4.    NATIONAL BANK OF Canada

5.    BANKERS TRUST NY CORP
5.    ROYAL BANK OF CANADA

6.    BARNETT BANKS INC
6.    TORONTO-DOMINIUM BANK

7.    CHASE MANHATTAN CORP
Mexico

8.    CHEMICAL BANKING CORP


9.    CITICORP
1.    ATLANTICO

10.  COMERICA INC
2.    BANAMEX

11.  COMMERCE BANCSHARES INC
3.    BANCO DE CENTRO

12.  CORESTATES FINANCIAL CORP
4.    BANCO ORIENTE

13.  UNITED VIRGINIA BANKSHARES INC 
5.    BANCRECER

14.  FIFTH THIRD BANCORP
6.    BONORO

15.  FIRST AMERICAN CORP TN
7.    COMERMEX

16.  FIRST CHICAGO CORP
8.    CONFIA 

17.  FIRST COMMERCE CORP NEW ORLEANS
9.    CREMI

18.  FIRST EMPIRE STATE CORP
10.  INTERNATIONAL

19.  FIRST TENNESSEE NATL CORP
11.  MERCANTIL DEL NORTE

20.  FIRST VIRGINIA BANKS INC
12.   PROMEX

21.  FLEET FINANCIAL GROUP INC
13.  SERFIN

22.  MARSHALL & ILSLEY CORP


23.  MELLON BANK CORP


24.  MERCANTILE BANKSHARES CORP


25.  MORGAN J P & CO INC


26.  NATIONAL CITY CORP


27.  NORTHERN TRUST CORP


28.  NORWEST CORP


29.  REPUBLIC NEW YORK CORP


30.  RIGGS NATIONAL CORP WASH D C


31.  SIGNET BANKING CORP


32.  SOUTHTRUST CORP


33.  UNION PLANTERS CORP


34.  UNITED STATES BANCORP


35.  WELLS FARGO & CO NEW


36.  WESTAMERICA BANCORPORATION





� 	Charter value also depends on the size of growth opportunities available in a sector protected from competition by regulation. In a sector with large growth opportinities, the market power of banks is reinforced.


� 	Linderberg and Ross (1981) define the “Tobin’s Q” as the ratio of market value of assets over their replacement costs. Replacement costs are usually not available. Chung and Pruit (1994) and Perfect and Wiles (1994) find empirically that some simplified measures are highly correlated with the Linderberg and Ross estimator. Chung and Pruit therefore propose MVBKA as an alternative measure of the “Tobin’s Q”.





�	“Tobin's Q”, approximated by either MVBKA or MVBKE is also widely used in finance as a proxy of growth opportunities. This do not contradit its use here as charter value since we consider growth opportunities as a component of charter value.


    � The use of interest cost of large CD as proxy of risk is based on the fact that these securities are not insured by FDIC. Uninsured depositors require a risk premium proportional to the level of banks' risk to hold them. Therefore observed rates paid on large CD contain a risk premium, and can picture the banks' risk level.


�  Hassan (1992), however, used the ratio of nonperforming loans to total assets as a proxy of credit risk.
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