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[0 O Capital risk is not considered a separate risk because all of the risks mentioned previouslywill, in one form or
another, affect a banks capital and hence solvency. It does, however, rep-resent the risk that a bank may become
insolvent and fail. A firm is technically insolventwhen it has negative net worth or stockholders equity. The
economic net worth of a firm isthe difference between the market value of its assets and liabilities. Thus, capital risk
refersto the potential decrease in the market value of assets below the market value of liabilities,indicating economic
net worth is zero or less. If such a bank were to liquidate its assets, itwould not be able to pay all creditors, and
would be bankrupt. A bank with equity capitalequal to 10 percent of assets can withstand a greater percentage
decline in asset value than abank with capital equal to only 6 percent of assets. One indicator of capital risk is a
compar-ison of stockholders equity with the banks assets. The greater equity is to assets, the greateris the amount of
assets that can default without the bank becoming insolvent. Chapter7introduces more formal risk-based capital
ratios that indicate solvency risk.[]' A bank that assumes too much risk can become insolvent and fail.
Operationally, a failedbanks cash inflows from debt service payments, new borrowings, and asset sales are
insuf-ficient to meet mandatory cash outflows due to operating expenses, deposit withdrawals,and maturing debt
obligations. A cash flow deficiency is caused by the markets evaluationthat the market value of bank equity is falling
and potentially negative. High credit risk typ-ically manifests itself through significant loan charge-offs. High
interest rate risk manifestsitself through mismatched maturities and durations between assets and liabilities.
Highoperational risk appears with costs being out of control. Banks operating with high risk areexpected to have
greater capital than banks with low risk. When creditors and shareholdersperceive that a bank has high risk, they
demand a premium on bank debt and bid shareprices lower. This creates liquidity problems by increasing the cost
of borrowing and poten-tially creating a run on the bank. Banks ultimately fail because they cannot
independentlygenerate cash to meet deposit withdrawals and operate with insufficient capital to absorblosses if they
were forced to liquidate assets. As such, the market value of liabilities exceedsthe market value of assets.[] Capital
risk is closely tied to financial leverage, asset quality, and a banks overall risk pro-file; the more risk that is taken, the
greater is the amount of capital required. High amountsof fixed-rate sources of funds increase the expected
volatility of a firms income because inter-est payments are mandatory. If a bank was funded entirely from common
equity, it wouldpay dividends, but these payments are discretionary. Omitting dividends does not producedefault.
Firms with high capital risk evidenced by low capital-to-asset ratios[] exhibit highlevels of financial leverage, have a
higher cost of capital and normally experience greaterperiodic fluctuations in earnings.
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