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Synopsis
1 In a large sample of publicly quoted banks in the US, Europe, and Asia during
1985-2017, higher values of Q predict higher bank risk of insolvency whenQ exceeds 1
and franchise value is priced.

2 The franchise value hypothesis (FVH) (higher franchise value due to rents, higher bank
risk) is rejected in our sample.

3 A decomposition of rents into bank efficiency rents, loan and deposit pricing power
rents, and rents due to government guarantees shows that an increase of any of these
rents predicts higher franchise values.

4 Weoffer two complementary explanations of the rejection of the FVH based on a
calibration of two standard financial models of the banking firm, and a simple industry
model with endogenous entry
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Evidence

Our data: Panel of publicly traded banks in 25 advanced economies for the period
1985-2017. The sample is composed of 1,136 publicly quoted banks, including 629U.S.
Bank Holding Companies (BHCs), 310 European banks and 197 Asian banks.
Franchise valuemeasured by Tobin Q
Measure of bank risk of insolvency: Distance to Insolvency (DI) derived by Atkeson,
Eisfeldt, andWeill (2018) based on Lelands (1994) structural model of credit risk.
Evidence of non-linearity of the predictive relationship between Tobin Q andDI.
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US banks. DI vs. lagged Tobin Q (1985-2017)
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European banks: DI vs. lagged Tobin Q (1985-2017)
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Asian banks. DI vs. lagged Tobin Q (1985-2017)
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Franchise value as a predictor of bank risk

To capture non-linearity, we estimate a log-linear version of the regression kinkmodel
with an unknown threshold introduced by Hansen (2017):

lnDIit = a0 + α1(lnQi,t−1 − lnQ∗)− + α2(lnQi,t−1 − lnQ∗)+ + Xi,t−1β + γct + εit (1)
(lnQi,t−1 − lnQ∗)− and (lnQi,t−1 − lnQ∗)+ are the negative and positive parts of thedifference lnQi,t−1 − lnQ∗ respectively, and lnQ∗ is the estimated threshold of lnQ.
The vector Xi,t−1 includes standard bank controls
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Results: Q∗ ≈ 1. For allQ > Q∗, higherQs predict higher bank risk.
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Rent components: efficiency rents
We adopt a ”production function” approach following Syverson (2011) and Egan et al.
(2017), and assume a bank operates with an investment arm and a funding arm, as in
Atkenson et al. (2018).
The revenue and cost functions per unit of assets take a Cobb-Douglas form, given by:
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where Ait is total assets,LAit is the loan-to-asset ratio,DLit is the deposit-to-liabilitiesratio, LEVit is the liabilities-to-equity ratio, andDIit is distance-to-insolvency.
The terms ηRi + uit and ηCi + vit denote efficiency rents,
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Rent components: pricing power rents, asset side
Let RLit be the loan rate charged by bank i at date t. The competitive loan rate R̄it perdollar lent satisfies:

(1− PDit)R̄it + PDit(1− LGDit) = rt (4)
where PDit s the probability of default, LGDit is the loss given default, and rt is the riskfree rate Rearranging, we get:

R̄it =
rt − PDit(1− LGDit)

1− PDit
(5)

The difference SLit ≡ RLit − R̄it is a loan pricing power spread.
The loan pricing power proxy is defined by:

ρLit = SLit
Lit
Ait

(6)
This is a risk adjusted Lerner indexweighted by the loan to asset ratio.
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Rent components: deposit pricing power rents, liability side
The deposit pricing spread is simply given by the difference between the risk free rate
and the rate on deposits RDit .
The deposit pricing power proxy is defined by:

ρDit = max(0, rt − RDit )
Dit

LIABit
(7)

where Dit
LIABit is the ratio of deposits to total liabilities.

If rt − RDit < 0, then the bank cost of providing deposit services is greater than theopportunity cost of deposits. The rent is therefore truncated at 0.
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Rent components: government subsidy (guarantees), liability side
Government guarantees ρGit estimated using using a simple version of the per dollarpremium for (deposit) insurance Pit based on theMerton (1977) model of depositinsurance derived by Ronn and Verma (1986).
Two simplifying assumptions: no dividends are distributed, and that the premium is
computed using total liabilities. Pit is given by:

Pit = N(yit + σit
√
T)− Vit

LIABit
N(yit) (8)

where the value of bank asset is V ≈ MVEit + LIABit, yit =
ln LIABit/V−σ2itT/2

σit
√
T , andN(.) is

the cdf of a standard normal random variable.
The spread 1− Pit can be viewed as the per-dollar ”saving” a bank realizes by not beingcharged a premium on government guarantees, scaled by the leverage ratio:

ρGit = (1− Pit)
LIABit
Ait

(9)
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Franchise value and bank rents
Rents estimated via estimation of revenue and cost functions
The impact of rents on Tobin Q and franchise value (Q > 1) is assessed by estimating
regressions of the following form

lnQit = c0 + c1η̂Rit + c2η̂Cit + c3ρ̂Lit + c4ρ̂Dit + c5ρ̂Git + c6Agit + lnWit−1 + εit (10)

(η̂Rit , η̂
C
it , ρ̂

L
it, ρ̂

D
it , ρ̂

G
it) denote rents

Agit denotes growth opportunities measured by asset growth,
The vectorWit−1 includes lagged bank controls
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Results: An increase in any of the estimated rents predicts higherQ

DeNicolo’ and Zotova Bank Risk and Bank Rents: The Franchise Value Hypothesis Reconsidered ASSA 2022 14 / 15



Explaining the evidence
TwoMertonmodels and a simple industry model with endogenous entry

Merton 1: Merton’s (1977) model as modified byMarcus (1984)
Merton 2: Merton’s (1978) dynamic model of a bank exposed to random costly audits

Results: The FVHwould hold only under unrealistically high values of rents.

Industry model: a trade-off between banks rents, pricing power and efficiency is
introduced in the context of a banking industry where banks compute a la Cournot and
entry/exit is endogenous.

Results: In a stationary long-run equilibrium, an increase in rents or a decline in competition
( higher pricing power rents) result in higher bank risk
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