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ABSTRACT

Recent bank failures have elicited extensive interest about the
causes, focusing on incompetence of bank executives, policymakers,
bank regulators and supervisors and even uninsured depositors. Yet,
before we can prescribe solutions to bank failures, we need to identify the
correct causes of the underlying problems. We argue that the problem is
not so much with incompetence of executives, depositors, or regulators
per se, but rather with managerial incentives.

We provide both a conceptual basis as well as empirical evidence to
show that bank executives have incentives to increase systemic risks in
order to maximize the benefits of bank bailouts. Consequently, looking at
the overall bank risks, although useful, misses an important part of the
picture of moral hazard problem. We argue that while bank executives are
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incentivized to increase systemic risk for the best interest of shareholders,
these incentives also exacerbate the problem of financial stability.

Thus, any effort to alleviate the moral hazard problem requires an
understanding and control of the incentives of bank managers. The
mismatch between the cost of the deposit insurance premiums and the
benefits of the bailout create an arbitrage opportunity for banks to
maximize the net benefits of deposit insurance. We provide
recommendations to counteract the distorting effects of bank incentive
programs to take on excessive levels of systemic risk.

ABSTRACT ...ttt ettt ettt ettt ettt 503
INTRODUCTION. ..ottt 505
I.  DEPOSIT INSURANCE IN THE UNITED STATES.....cccccocueruernneenn 511
A. The Role of the FDIC .......ccoooeviiiiiiiieeeeieeeeeee 511
B. A Brief History of the FDIC .........ccccoooiviiiiniiiieee 513
II. DEPOSIT INSURANCE AND ITS EFFECTS ON BANK RISK TAKING
.............................................................................................. 517
A. The Moral Hazard Created by FDIC Insurance............. 518
B. Capital-Based Prompt Corrective Action ...................... 520
C. Least-Cost Resolution...........cccceeveeeiienieenienieeieeseeeen 521
D. Risk-Based Premiums..........ccccocveeiieiienieeiieieesie e, 522
E. Reforms to the Risk-Based Insurance System............... 523
III. THE ROLES OF THE FEDERAL RESERVE, THE OCC AND STATE
BANKING AUTHORITIES......cueiriiiiieiienieereenieeeee e 524
A. The Federal ReServe .......ccceveeviieiienieeiieiecieeeeene 525
B. Proposals of the Federal Reserve.........cccoecvveviveniennnnnne. 527
C. The Office of the Comptroller of Currency ................... 530
D. The Role of Other State Banking Authorities................ 531
IV. FACTORS AFFECTING RISK TAKING BY BANKING EXECUTIVES
.............................................................................................. 533
A. Banking Industry Deregulation............cccceevvevvenneencnne 533
B. Performance Based Executive Compensation ............... 533
1. Stock Options......cc.eeeevierieniiniieieeieie e 535
2. Relative Performance Evaluations..............c..c......... 536
C. Bank Executives’ Compensation and the Great Recession
........................................................................................ 537
D. Proposed Regulation of Bank Executives” Compensation
........................................................................................ 538
V. OUR EMPIRICAL STUDY ...ccuvtiriiiniiinieeniieniieeieenieesiee e enieenaees 543
N D T 1 USRS 543



2024] WHY DO BANKS FAIL TOGETHER? 505

C. Our Empirical Results.........ccccooerieniniiininiiniiieieeene 548
CONCLUSION ......oiiiiiiiiiiiiii e 551
APPENDIX ..ottt 553

Table 1: Variable Definitions...........ccceverieneniicncnicnennenn. 553

Table 2: Summary StatistiCs.......ccuevveriereriierierieneeiereene 554

Table 3: Difference in RPE Adoption..........cccccveevvvenneennnnne. 555

Table 4: The Impact of Systemic Risk on the Adoption of

RPES ..ottt 556

Table 5: The Impact of RPE Adoption on Systemic Risk.... 558

INTRODUCTION

On March 8, 2023, Silicon Valley Bank (“SVB”) announced a loss
of $1.8 billion and attempted to raise fresh capital to cover these losses.!
Just two days later, it collapsed after an unprecedented $42 billion bank
run in a single day.? SVB’s demise marked the largest bank collapse since
the 2008 financial crisis.® Just two days after SVB’s failure, Signature
Bank was also shut down by regulators, becoming the third-largest bank
failure in U.S. history right behind SVB,* followed on March 19 by the
failure and fire-sale of Credit Suisse to UBS after a $69 billion run on its
deposits.” Then, on May 2, the Federal Deposit Insurance Corporation
(“FDIC”) took over and sold to J.P. Morgan Chase the First Republic
Bank, after it experienced a $100 billion run in deposits. First Republic’s

1. FDIC, Failed Bank Information for Silicon Valley Bank, Santa Clara, CA (2023),
https://www.fdic.gov/resources/resolutions/bank-failures/failed-bank-list/silicon-
valley.html [https://perma.cc/AZF4-TQQ9].

2. Austin Weinstein & Bloomberg, 842 Billion in One Day: SVB Bank Run Biggest
in More Than a Decade, FORTUNE (Mar. 11, 2023, 10:55 AM EDT), https://
fortune.com/2023/03/11/silicon-valley-bank-run-42-billion-attempted-withdrawals-in-
one-day [https://perma.cc/R3J8-6C7N].

3.  Conor Murray, What to Know About Silicon Valley Bank’s Collapse—The
Biggest Bank Failure Since 2008, FORBES (Mar. 13, 2023, 4:14 PM EDT),
https://www.forbes.com/sites/conormurray/2023/03/13/what-to-know-about-silicon-
valley-banks-collapse-the-biggest-bank-failure-since-2008/?sh=5a7d20504¢27
[https://archive.is/ksLYY].

4. I

5. Michael J. de la Merced, Final Days at Credit Suisse Were Marked by a $69
Billion Race for the Exits, N.Y. TIMES (Apr. 24, 2023), https://www.nytimes.com
/2023/04/24/business/dealbook/credit-suisse-withdrawals.html
[https://archive.is/FqzCU].
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shares had plummeted over 90%, which then became the second-largest
bank failure in U.S. history.°

To prevent contagion and systemic financial chaos during the recent
banking panic, the FDIC covered not only insured deposits, but also
uninsured deposits for these banks.” The federal agencies, the U.S.
Treasury, the FDIC and the Federal Reserve, also issued joint statements
to bolster public confidence in the financial system.® In addition, the
Federal Reserve introduced a lending facility known as the Bank Term
Funding Program in March 2023, to provide loans to banks facing
potential large-scale deposit withdrawals.® Further, it modified the terms
at the discount window allowing banks to borrow more against the same
collateral in order to shore up liquidity.'® Although the financial panic has
been contained thus far, “the research shows that larger runs on banks
vulnerable to rate increases could result in a significant drop in credit
available to store owners, home borrowers, and more.”'' And while
regulators have temporarily mitigated harm for the immediate future, they
have not permanently addressed the unrealized capital losses in the
banking system, leaving many communities vulnerable to future banking
shocks like the one witnessed in SVB.!?

6. David Gura, JPMorgan Chase Buys Troubled First Republic Bank After U.S.
Government Takeover, NAT’L PUB. RADIO (May 1, 2023, 3:26 PM ET), https://www.
npr.org/2023/05/01/1172868295/first-republic-bank-failure-fdic-jpmorgan-chase
[https://perma.cc/NR5P-C287]; see also Murray, supra note 3.

7. Press Release, Joint Statement by Treasury, Federal Reserve, and FDIC (Mar.
12, 2023), https://www.federalreserve.gov/newsevents/pressreleases/monetary20230312
b.htm#:~:text=After%20receiving%20a%20recommendation%20from,that%20fully%2
Oprotects%20all%20depositors [https://perma.cc/7TCUF-ZLYW] (“After receiving a
recommendation from the boards of the FDIC and the Federal Reserve, and consulting
with the President, Secretary Yellen approved actions enabling the FDIC to complete its
resolution of Silicon Valley Bank, Santa Clara, California, in a manner that fully protects
all depositors.”).

8. James Lee & David Wessel, What Did the Fed Do After Silicon Valley Bank and
Signature Bank Failed?, BROOKINGS (Jan. 25, 2024), https://www.brookings.edu
/articles/what-did-the-fed-do-after-silicon-valley-bank-and-signature-bank-failed/
[https://perma.cc/MTX4-WISP].

9. Id

10. Id

11.  Jim Tankersley, How Silicon Valley Bank’s Failure Could Have Spread Far and
Wide, N.Y. TIMES (last updated Apr. 16, 2023), https://www.nytimes.com/2023/04/13
/us/politics/silicon-valley-bank-widespread-failure.html [https://archive.is/0ofCs].

12. Id
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These recent bank failures elicited extensive comments about the
causes of the bank failures, focusing on incompetence of bank executives,
policymakers, bank regulators, supervisors, and even uninsured
depositors.!* For instance, Roku had $487 million in uninsured deposits
sitting at SVB. These uninsured depositors only had a limited role in
monitoring in that their flight accelerated the takeover of the bank.'
These short-term deposits were used to invest in long-term treasuries and
mortgages, thus creating huge unhedged interest rate risks for the banks.
While some bank regulators, policymakers, and supervisors appear to
have not recognized the full extent of some of the problems, nevertheless,
this lack of recognition does not explain why banks would fail together.'®
Hence, before we can prescribe solutions to bank failures, we need to
identify the correct causes of how bank failures first start. We argue that
the problem is not so much the fault of executives, depositors, or
regulators per se, but rather the design of managerial incentives, which is
capable of explaining why the banks could fail together.

It is important for regulators to understand the incentives that
contribute to bank failures. The FDIC and other federal agencies softened
the blow to insured depositors but also created a greater moral hazard for
the future by covering uninsured depositors, bondholders, and, in the case
of Credit Suisse, even shareholders.'® Deposit insurance premiums paid

13.  Sinema to Silicon Valley Bank CEO: Recent Bank Failures Are Textbook Signs
of Executive Incompetence, Financial Mismanagement & Brokenness in Washington,
KYRSTEN SINEMA U.S. SEN. FOR ARIZ., https://www.sinema.senate.gov/sinema-silicon-
valley-bank-ceo-recent-bank-failures-are-textbook-signs-executive-incompetence
[https://perma.cc/44SP-5Y4C].

14.  Rohan Goswami, Roku Says 26% of Its Cash Reserves Are Stuck in Silicon Valley
Bank, CNBC (Mar. 10, 2023), https://www.cnbc.com/2023/03/10/roku-says-26percent-cash-
reserves-stuck-in-silicon-valley-bank.html [https://perma.cc/648Y-W4W2].

15.  See Press Release, Committee on Oversight and Accountability, McClain: SF
Fed Failed to Oversee Silicon Valley Bank Despite Clear Warning Signs (Mar. 24, 2023),
https://oversight.house.gov/release/mcclain-sf-fed-failed-to-oversee-silicon-valley-
bank-despite-clear-warning-signs%EF%BF%BC/ [https://perma.cc/N4GL-JZ55]; see
also Tony Romm & Jonathan O’Connell, After Silicon Valley Bank Collapse,
Washington Asks: Is It to Blame?, WASH. POST (Mar. 17, 2023), https://www.
washingtonpost.com/business/2023/03/17/bank-regulation-svb-collapse/ [https://archive
.is/Eal8V].

16.  See Patricia A. McCoy, The Moral Hazard Implications of Deposit Insurance:
Theory and Evidence 1, 9 (2007), https://www.imf.org/external/np/seminars
/eng/2006/mfl/pam.pdf [https://archive.ph/pgc7r] (explaining that deposit insurance
gives rise to moral hazard by reducing incentives to depositors and sharecholders to
monitor the banks).
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by banks are calculated based on the overall risk of the banks.!” Although
useful, this approach does not address the underlying incentive problems.

The Dodd-Frank Wall Street Reform and Consumer Protection Act
(“Dodd-Frank Act”),'® enacted after the Great Recession, empowers the
Office of the Comptroller of Currency (“OCC”), Federal Reserve, FDIC,
SEC, National Credit Union Administration (“NCUA”), and Federal
Housing Finance Agency (“FHFA”) to establish regulations or guidelines
concerning executive compensation for covered financial institutions
possessing assets totaling $1 billion or higher."” Yet, to date, no such
regulations have been implemented. In April 2011, the agencies proposed
a rule applying principles-based prohibitions on incentive-based
compensation.?® In 2016, the agencies re-proposed the rule and expanded
the scope of individuals covered to potentially all recipients of incentive
compensation.?! In March 2023, U.S. Representative Gary Peters of
Michigan revived the push to implement a Section 956 rule.?> The SEC
has scheduled consideration of this rule proposal on its Spring 2024
rulemaking agenda.?

We provide both a conceptual basis as well as empirical evidence to
show that banks have compensation-related incentives to increase their
systemic risks in order to maximize the benefits of bank bailouts.
Consequently, looking at the overall bank risks, although useful, misses

17.  Deposit Insurance Fund: Assessment Rates & Methodology, FDIC (last updated
Jan. 26, 2023), https://www.fdic.gov/resources/deposit-insurance/deposit-insurance-
fund/dif-assessments.html [https://perma.cc/VQID-T5NR].

18.  Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-
203, 124 Stat. 1376 (2010).

19. MICHAEL S. BARRET AL., FINANCIAL REGULATION: LAW AND POLICY 928 (2d ed.
2018).

20. Id

21. Incentive-Based Compensation Arrangements, 81 Fed. Reg. 37,670, 37,679
(June 10, 2016).

22.  Gary Peters, U.S. Sen., Press Release, Peters Urges Federal Regulators to Swiftly
Implement Long-Delayed Dodd-Frank Rule to Prohibit Banker Incentives that
Encourage Financial Risk (Mar. 22, 2023), https://www.peters.senate.gov/newsroom
/press-releases/peters-urges-federal-regulators-to-swiftly-implement-long-delayed-
dodd-frank-rule-to-prohibit-banker-incentives-that-encourage-financial-risk
[https://perma.cc/5STRE-FP7H].

23. Soyoung Ho, Regulators Put Long Overdue Dodd-Frank Incentive
Compensation Rulemaking on Short-Term Agenda, THOMSON REUTERS (Aug. 25, 2023),
https://tax.thomsonreuters.com/news/regulators-put-long-overdue-dodd-frank-incentive
-compensation-rulemaking-on-short-term-agenda [https://perma.cc/3B85-AUNQ].
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an important part of the picture of the moral hazard problem. We argue
that incentives provided to bank executives to benefit shareholders
exacerbate the problem of financial stability. Thus, any effort to alleviate
the moral hazard problem requires an understanding and control of the
incentives of bank managers.

A key aspect of risk taking involves how corporate executives are
generally incentivized through financial compensation. Relative
performance evaluation (“RPE”) contracts have become common in
executive compensation over the past decade.” With RPEs, executives
are rewarded based on improving shareholder value relative to a peer
group of firms selected by the board.? Relative evaluation can be optimal
because filtering out exogenous shocks unrelated to the effort of the
manager enables a more objective measure of the manager’s marginal
performance.”® Relative benchmarking performance also incentivizes
managers to take on more idiosyncratic risk because it forces managers to
attempt to outperform the peer benchmark.?’

However, the banking sector is different. Large financial firms
benefit from implicit government guarantees, but these implicit
guarantees only apply to system-wide risk. For example, if you are
Western Alliance Bank and you fail when no other financial institution
fails, then your uninsured depositors do not get a bailout, which will limit
access to this cheap source of funds. If you fail when there is a heightened
system-wide failure risk, then you benefit from system-wide
guarantees. This system-wide guarantee incentivizes financial firms and
especially large financial firms to take on more systemic
risk.?® Shareholders also want the bank to exploit the systemic put option

24. John M. Bizjak et al., The Choice of Peers for Relative Performance Evaluation
in Executive Compensation, 26 REV. FIN. 1217, 1224 (2022).

25. Dragan llic et al., Preaching Water but Drinking Wine? Relative Performance
Evaluation in International Banking, 155 Swiss J. ECON. & STAT. 1, 2 (2019).

26. Id.

27.  See Viral V. Acharya et al., Systemic Risk and Deposit Insurance Premiums, 16
FED. RES. BANK N.Y. ECON. POL’Y REV. 89, 91 (2010).

28.  Scholars have found that RPE incentivizes riskier decisions for executives at
firms that utilize this form of compensation because it protects against many of the
dangers without limiting opportunities for gain. See generally Deniz Anginer et al.,
Relative Performance Evaluation and Contagion in Financial Reporting Quality (May
6, 2022), https://ssrn.com/abstract=4101965 [https://perma.cc/HLP4-CSLY] (finding
that RPE incentivizes managers to practice earnings management and higher earnings
management in peer firms is correlated with increased earnings management in the target
firm); see also A.J. Crawford, Relative Performance Evaluation in CEO Pay Contracts:
Evidence from the Commercial Banking Industry, 25 MANAGERIAL FIN. 34, 34 (1999)
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(or the financial safety net) provided by the government. Consequently,
they want their boards to set executive contracts to incentivize correlated
or systemic risk taking. The mismatch between the cost of the explicit
deposit insurance premiums and benefits of the bailout creates an
arbitrage opportunity for the banks to maximize the net benefits of deposit
insurance.”

We have empirically examined these bank incentive issues and have
found the following: 1) fewer financial firms use RPEs compared to
industrials; 2) fewer large financial firms use RPEs than smaller financial
firms; 3) fewer financial firms with greater historical systemic risk use
RPEs; and 4) lower RPE usage leads to higher levels of systemic
risk. Consequently, our evidence shows that managerial incentives lead
to excessive systemic risk taking in financial institutions. We thus
recommend that, as a matter of policy, deposit insurance programs
address and counteract the distorting effects of the bank incentive
programs to take on excessive levels of systemic risk.

Our findings are consistent with Gandhi and Purnanandam,*® who
find that pairwise correlation in bank equity returns have significantly
increased after the financial crisis. Our evidence shows that incentive
compensation of bank executives plays an important role in prompting
banks to invest in similar, high-systemic risk assets. The policy
implications of our work are multi-fold and timely, as government
agencies draft regulations to implement the Dodd-Frank legislative
mandate to establish guidelines for executive compensation.’!
Policymakers need to counteract the incentives of bank executives to take
on greater systemic risk in order to reduce the likelihood and impact of
bank runs. Policymakers need to counteract the incentives of bank
executives to take on greater systemic risk in order to reduce the

(finding that RPE incentivizes workers to collude, shirk, or sabotage other workers’
output or seek work where competition is weakest and coworkers are the most inept).

29. Acharya et al., supra note 27, at 91 (“This short discussion confirms our earlier
assertion that deposit insurance premiums have either been risk-insensitive or relied only
on individual bank failure risk and never on systemic risk™).

30. Priyank Gandhi & Amiyatosh Purnanandam, United They Fall: Bank Risk After
the Financial Crisis (Working Paper, 2022), https://papers.ssrn.com/sol3/
papers.cfm?abstract_id=4091626 [https://perma.cc/6ZG9-AUN3].

31. Henry Engler, US Regulation After SVB’s Collapse: What Regulators Can Do
and Where Congress Needs to Act, REUTERS (May 1, 2023, 2:12 PM EDT),
https://www.reuters.com/legal/legalindustry/us-regulation-after-svbs-collapse-what-
regulators-can-do-where-congress-needs-2023-05-01/ [https://archive.is/LwLsV].
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likelihood and impact of bank runs. This can be done through
strengthening market discipline, having banks internalize costs associated
with systemic risk taking, and changing incentives of bank executives by
changing compensation structures. We discuss policy implications in the
conclusion.

The remainder of this Article is organized as follows. Part I begins
with a brief history of deposit insurance. Part II addresses bank deposit
insurance and its effects on the risk taking of banks followed in Part III
with a discussion of the roles of the Federal Reserve, the OCC and state
banking authorities. Part IV continues with analysis of risk taking by
banking executives, analyzing risk-taking effects from bank deregulation
and structures of executive compensation. Part V provides our empirical
analysis, resulting in policy implications and our recommendations for
reform discussed in our concluding remarks.

I. DEPOSIT INSURANCE IN THE UNITED STATES

We begin our analysis with an overview of the issues related to
deposit insurance in the United States. This Part discusses the role of the
FDIC, followed by a brief history of the agency.

A. THE ROLE OF THE FDIC

The FDIC is an independent insurance agency that protects
depositors’ funds by guaranteeing a specific level of deposits to member
banks.*? If a member bank fails, the FDIC makes payments to depositors
of insured deposits at the failing bank.*® It is in this way the FDIC seeks
to work as a safety net for bank deposit accounts in the event that financial
institutions fail.** To both ensure that banks operate in a manner that is
“safe and sound” and that there are enough reserves to cover future claims
from failing banks, the FDIC charges premiums, with risky banks being
charged higher premiums.**

32. FDIC, The First Fifty Years: A History of the FDIC 1933-1983 (2019).

33. I

34.  See Jeffrey L. Portis, FDIC’s Powers After a Bank Failure, 65 U. DET. L. REV.
259, 259 (1988).

35. See12C.F.R.§§327.4,327.9; see also Eric A. Posner, How Do Bank Regulators
Determine Capital-Adequacy Requirements?, 82 U. CHI. L. REv. 1853, 1860 (2015)
(noting a moral hazard exists whereby FDIC insurance incentivizes banks to make risky
investments but allocates at least some of the risk to the government). The risk
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The FDIC acts as a receiver for banks that fail.3® And as receiver, the
FDIC may operate the failed bank by taking over its assets, collecting its
obligations and money owed, performing its functions in its name, and
preserving its assets.’’ In the event of a bank failure, the FDIC can also
release shareholders’, bondholders’, and some or all uninsured
depositors’ claims, guarantee insured deposits and sell the assets and
remaining claims to a (highest bidding) healthy bank.*® If it is not possible
to find another bank to complete the acquisition, the FDIC can pay out
the insured funds to depositors.** The FDIC covers checking accounts,
savings accounts, money market deposit accounts, certificate of deposit
(“CD”) accounts (including brokered CD accounts), cashier’s checks,
money orders, and other official items issued by a bank subject to
insurance limits.*

Along with protecting deposits at covered banks, the FDIC regulates
certain banking practices in order to ensure banks are complying with
consumer protection laws and generally operating soundly.*! The FDIC
is the primary federal regulatory agency overseeing banks that are not a
part of the Federal Reserve System but are chartered by states.*> Among
its regulatory powers, the FDIC has the authority to terminate a member
bank’s insured status.* The FDIC’s authority also includes the power to
suspend or remove an officer or director.** Although the FDIC’s
regulatory reach is broad, it is not endless. The FDIC is not empowered
to close a bank and can only work to fulfill its obligations as an insurer
after the bank’s chartering authority makes the decision to close.*

assessments used by the FDIC have received criticism by academics. See, e.g., Acharya
et al., supra note 27, at 90-92.

36. See 12 U.S.C. § 1821(d)(2)(A)(i) (2012).

37.  Seeid. §§ 1821(d)(2)(B)(1)—(iv).

38. Daphne Foreman & Elizabeth Aldrich, What Is the FDIC? 4 Key Facts You Need
to Know, FORBES (last updated Mar. 23, 2023), https://www.forbes.com/
advisor/banking/4-key-facts-about-the-fdic/ [https://archive.is/qDLLX].

39. Id

40. Id.
4. Id.
4. Id
43. 12U.S.C. § 1818(a) (1982).
4. Id.

45.  Portis, supra note 34, at 260 (noting that the power to close a bank is reserved to
that bank’s chartering authority). When the bank in question is a national bank, the power
to close it is vested in the OCC. Id. In the case of a state bank, the appropriate state
banking authority has the power to close it. /d.
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When the chartering authority of a bank makes the decision to close
and notifies the FDIC, the FDIC has several options for how to respond.
If the FDIC determines that the closing of the bank will seriously impact
the community, it can choose to keep the bank’s operations going through
loans, deposits, purchasing assets or securities, or contributions in order
to prevent the bank’s failure.*® If the FDIC allows the bank to close, it can
then make the necessary payments under the deposit insurance.*’ This can
be done through direct deposit insurance payoff or by having the Deposit
Insurance National Bank assume the insured deposit liabilities of the
failed bank.*® The last option available to the FDIC is a purchase
assumption transaction in which the FDIC finds another bank to assume
the liabilities of the failed bank in exchange for some of the failed bank’s
assets.® In this situation, the FDIC acts as both receiver of the failed bank
and in its corporate capacity.*

B. A BRIEF HISTORY OF THE FDIC

The FDIC was formed in 1933 by President Franklin D. Roosevelt.>!
In response to the 1929 stock market crash, the federal government passed
the Emergency Banking Act of 1933, which formed the FDIC and sought
to provide economic stability and assist the failing bank system.* The
FDIC was made a permanent government agency two years after its initial

46. 12 U.S.C. § 1823(c)(1) (1982); see also Portis, supra note 34.

47. Portis, supra note 34. When this article was published, the statutory limit was
$100,000 under 12 U.S.C. § 1821(f) (1982); it is now $250,000. FDIC, Crisis and
Response: An  FDIC  History, 2008-2013, 52 n42 (Apr. 1, 2018),
https://www.fdic.gov/bank/historical/crisis/crisis-complete.pdf [https://perma.cc/MPIK -
F2FJ]; FDIC, Federal Deposit Insurance Reform Act of 2005 (last updated Aug. 20,
2018), https://www.fdic.gov/deposit/insurance/reform.html  [https://perma.cc/E6YR-
ZI7G].

48. Portis, supra note 34 (noting that FDIC may exercise its option to have the
Deposit Insurance National Bank assume the failed banks’ insured deposit liabilities
when it has determined that doing so is in the interest of the bank’s depositors or the
public).

49. Id. at 261 (explaining this option involves a three-party arrangement where the
FDIC acts as receiver of the failed bank, a currently thriving bank acts as the assuming
bank, and the FDIC maintains its corporate capacity).

50. Id.

51. FDIC, Federal Deposit Insurance Corporation: The First Fifty Years 4 (1984),
https://www.fdic.gov/bank/historical/firstfifty/chapterl.pdf [https://perma.cc/Z722-
8N9H].

52.  Seeid. at 3-4.
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creation through the Banking Act of 1935.5 This act also expanded the
FDIC’s supervisory powers and established thorough standards for
admission to insurance.** The positive effects of the FDIC on economic
stabilization and bank security were almost immediate.

Between 1934 and 1941, the FDIC handled 370 bank failures.>
Between 1973 and 1975, a major recession led to an increase in
commercial bank loan losses and an increase in bank failures.>® During
this period, the FDIC handled the first large bank failures and the highest
bank failure rate since 1940.>” In 1982, The lingering effects of the
recession, along with high and volatile interest rates and deregulation led
to bank failures reaching a post-World War II high.>® This, along with
changes in the complexity and size of the banking industry, led to major
changes to the FDIC’s bank supervision practices and liquidation work
force.”

In the 1980s, the economy suffered from a slow-moving financial
disaster known as the Savings and Loan Crisis (“S&L Crisis”).®’ The S&L
Crisis resulted in nearly one-third of banks in the United States failing.®'
In response to the S&L Crisis, Congress in 1989 passed the Financial
Institution Reform, Recovery, and Enforcement Act (“FIRREA”), which
dramatically altered FDIC operations.®> These changes included
renaming the Federal Deposit Insurance Fund to the Bank Insurance Fund
and replacing the Federal Savings and Loan Insurance Fund with the

53. Seeid. at5.

54. Id.

55. Id.

56. Id. at8.

57. Id.

58. Id. at9.

59. Id

60. See Savings and Loan Crisis, FED. RSRV. HisT.,

https://www.federalreservehistory.org/essays/savings-and-loan-crisis
[https://perma.cc/3WQH-NNAM].

61. FDIC, 4 Brief History of Deposit Insurance in the United States 54 (Sept. 1998),
https://www.fdic.gov/bank/historical/brief/brhist.pdf [https://perma.cc/38 AX-P3PX].

62. Id. at 51; George J. Benston & George G. Kaufman, FDICIA After Five Years,
J. ECON. PERSPS., June 11, 1997, at 139 (noting that these changes were made when the
collapse of the S&L industry overwhelmed the Federal Savings and Loan Insurance
Corporation).
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Savings Association Insurance Fund (“SAIF”).% The FDIC assumed
responsibility for SAIF and a new fund, the FSLIC Resolution Fund,
which included the remaining FSLIC assets.*

In the years following the enactment of FIRREA, a recession led to
the insolvency of the Bank Insurance Fund by $7 billion.% During this
time, over 1,000 banks with aggregate assets exceeding $500 billion were
on the FDIC’s watch list, and many were expected to fail.®® To address
the issue of the insolvent Bank Insurance Fund, Congress passed the
Federal Deposit Insurance Corporation Improvement Act of 1991
(“FDICIA”).%" This act created new requirements for the FDIC and led to
broad deposit insurance reforms, including capital-based prompt
corrective action, risk-based deposit insurance premiums, and least-cost
resolution, which requires the FDIC to close a bank using the method that
is least costly for the insurance fund.® The effect of the least-cost
resolution was to limit losses of the insurance fund and lead big depositors
to share the losses with the insurance fund when a bank fails.® The
FDICIA also required the FDIC to establish capital zones for banks,
ranging from well-capitalized to critically undercapitalized.” These
categories served to inform regulators when prompt corrective action was
necessary.”! After a few years, the positive impacts of the FDICIA

63. Id. at 2 (explaining that SAIF assumed the functions of the Federal Savings and
Loan Insurance Corporation and provided taxpayer funds to resolve insolvent
associations in the amount of $150 billion).

64. FDIC, A Brief History of Deposit Insurance in the United States, supra note 61,
at5l.

65. Id. at50.

66. Id.

67. FEDERAL DEPOSIT INSURANCE CORPORATION IMPROVEMENT ACT OF 1991,
https://www.federalreservehistory.org/essays/fdicia [https://perma.cc/KNU4-JLTM]
(last visited Aug. 4, 2023).

68. David F. Menz et al., FDIC/Cash Management, 35 CATH. L. 243, 245 (1991)
(noting that FDICIA requirement forcing the FDIC to close banks by the “least costly
method” results in the FDIC limiting the losses of the insurance fund rather than to the
depositors); Richard Scott Carnell, A Partial Antidote to Perverse Incentives: The FDIC
Improvement Act of 1991, 12 ANN. REV. BANKING L. 317 (1993); Benston & Kaufman,
supra note 62, at 139, 146.

69. Menz et al., supra note 68, at 245.

70.  Carnell, supra note 68, at 327.

71.  FDIC, A Brief History of Deposit Insurance in the United States, supra note 61,
at 54-55.
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became clear, with the fund balance becoming positive in 1993 and
reaching full capitalization in 1995.7

In 2005, Congress enacted the Federal Deposit Insurance Reform
Act which implemented new insurance deposit reform, most notably
increasing deposit insurance limits for individual retirement accounts
(“IRAS”) to $250,000.7 The act also combined the Bank Insurance Fund
and the Savings Association Insurance Fund to create the Deposit
Insurance Fund (“DIF”), which is maintained by the FDIC.™ The FDIC
maintains this fund by using risk-based insurance premiums “based on
the balance of insured deposits as well as the degree of risk the institution
poses to the insurance fund.””

Following the Great Recession of 2008, the Emergency Economic
Stabilization Act of 2008 was signed which temporarily raised the limit
of federal deposit insurance coverage from $100,000 to $250,000 per
depositor, per FDIC insured bank, per ownership category.” In 2010, the
$250,000 coverage limit was made permanent with the passage of the
Dodd-Frank Act.”” Then in 2012, the FDIC approved a rule that requires
insured banks with $50 billion or more in assets to provide the agency
with resolution plans in the event they fail,”® and in 2013, the FDIC
deemed deposits in U.S. banks in foreign branches ineligible for FDIC
insurance unless dually payable in the United States.”

72. Id. at 56.

73.  FDIC, Federal Deposit Insurance Reform Act of 2005 (last updated Aug. 20,
2018), https://www.fdic.gov/deposit/insurance/reform.html [https://perma.cc/M8SR-
7WHO].

74.  Id.

75. FDIC, Risk-Based Assessments Before 2007, https://www.fdic.gov/deposit/
insurance/risk/index.html [https://perma.cc/6D69-WC6S] (last visited Aug. 4, 2023).

76. FDIC, Crisis and Response: An FDIC History, 2008-2013, 52 n.42 (Apr. 1,
2018), https://www.fdic.gov/bank/historical/crisis/crisis-complete.pdf [https://perma.cc/
E6TD-E73L)].

77. Id.

78.  Press Release, FDIC, FDIC Board Approves Final Rule Requiring Resolution
Plans for Insured Depository Institutions over $50 Billion (Jan. 17, 2012),
https://archive.fdic.gov/view/fdic/4684 [https://perma.cc/6S5J-WBFW].

79.  Press Release, FDIC, FDIC Approves Final Rule on the Definition of Deposit at
Foreign Branches of U.S. Banks to Clarify That These Deposits Are Not Insured by the
FDIC (Sept. 10, 2013), https://archive.fdic.gov/view/fdic/4734 [https://perma.cc/SHXF-
WMVY].
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II. DEPOSIT INSURANCE AND ITS EFFECTS ON BANK RISK TAKING

Deposit insurance, like that provided by the FDIC, was created out
of the success of the theory of market discipline, which generally asserts
that bank depositors and other creditors generally have the ability to rein
in the risk taking of banks.*® Banks have a maturity mismatch between
their assets and liabilities, as well as a significant amount of debt relative
to equity, which make them susceptible to bank runs because depositors
can redeem deposits on demand.®' During the Great Depression, prior to
the creation of deposit insurance, we saw this on a systemic scale, as
contagion caused panic across the entire economy.®? To prevent banking
panic, deposit insurance was created to be a safeguard for depositors,
because it provides them with confidence that their deposits will be repaid
regardless of how the bank decides to operate.®’

Deposit insurance can affect bank risk in two ways—stabilization, as
mentioned above, and moral hazard.?* Moral hazard can be defined as the
“tendency of insurance to alter [the insured’s] behavior.”®® This occurs
when a depositor, protected by deposit insurance, is incentivized to be
less careful in choosing a bank, which in turn “allows a bank to operate
less conservatively than if its ability to attract and retain depositors
depended only on its financial strength and soundness.”®® Additionally,
banks can take larger risks because deposit insurance enables them to reap
the benefits, while placing any risks on the shoulders of the insurance
fund.®’

One well-researched effect of deposit insurance is that it reduces the
need for depositors to monitor banks, which in turn can lead to extreme
risk taking and economic destabilization.®® A study conducted by The
World Bank Development Research Group analyzed the effects of deposit
insurance on bank risk by examining bank risk taking during and after the

80. David Min, Understanding the Failures of Market Discipline, 92 WASH. U. L.
REv. 1421, 1423 (2015).

81. Id. at 1429.

82. Id. at 1430-31.

83. Id. at 1431.

84. Deniz Anginer et al., How Does Deposit Insurance Affect Bank Risk? Evidence
frrom the Recent Crisis 48 J. OF BANKING & FIN. 312, 312-21 (2014).

85. GEORGE J. BENSTON ET AL., PERSPECTIVES ON SAFE & SOUND BANKING: PAST,
PRESENT AND FUTURE 86 (The MIT Press, 1st ed., 1986).

86. Id.

87. Id.

88.  Anginer, supra note 84, at 3.
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2008 financial crisis.® The study found that deposit insurance increases
bank risk and systemic fragility in years of economic stability, while
lowering risk and providing stabilization effects during financial crises.”
These stabilization effects during financial crises are, however, smaller
than the negative effects seen in times of economic stability, reflecting an
overall negative impact of deposit insurance on bank risk.’' Despite these
results, the researchers note that strong supervision and regulation can
increase the positive effects seen during times of instability.*>

A. THE MORAL HAZARD CREATED BY FDIC INSURANCE

Some researchers suggest that increases in FDIC insurance pose a
moral hazard and thus may contribute to increased risk taking.”> The
belief is that the more insurance the FDIC provides to banks, the less
banks (and their executives) have to lose if a risky decision turns sour,
and therefore, leading to riskier investment decisions. In particular, the
insurance provided by the FDIC gives banks the upside of making risky
loans and investments (with high payoffs), while forcing the government
insurance system to at least partly absorb the downside.”* Losses by
failing banks are foisted onto third parties, such as healthy banks, who
contribute to the FDIC, and federal taxpayers, who help replenish
depleted federal insurance funds.” The increase in FDIC insurance
coverage is a factor that may be contributing to the decision-making of
financial sector executives, and is therefore worth exploring.

Once the Depository Institutions Deregulation and Monetary Control
Act (“DIDMCA”) increased deposit insurance coverage provided by the
FDIC from $40,000 to $100,000 in 1980 and Continental Illinois received

89. Id.at2.
90. Id.
91. Id.
92. Id.

93. Vasso P. loannidou et al., Deposit Insurance and Bank Risk-Taking: Evidence
from Internal Loan Ratings (FDIC Ctr. for Fin. Rsch., Working Paper No. 2008-07,
2008), https://www.fdic.gov/analysis/cfr/working-papers/2008/2008-07.pdf [https://
perma.cc/XU6Z-LAPS].

94.  Posner, supra note 35, at 1860.

95. Jonathan R. Macey & Maureen O’Hara, The Corporate Governance of Banks,
FED. RES. BANK OF N.Y. ECON. POL’Y REV. 91, 97 (Apr. 2003).
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a bailout in 1984, there grew a perception that all large bank deposits are
implicitly insured.”® As Crawford et al. explain,

this increase in both explicit and implicit insurance coverage
intensified a preexisting moral hazard situation within banks . . . .
Because the claims of debt holders (depositors) in commercial banks
are insured up to $100,000 or more, debtholders gain little from
monitoring the activities of bank managers. Equity holders face
limited liability in which their maximum losses are constrained to the
market value of the bank’s equity.”’

As such, debtholders are insensitive to the level of risk taking of
banks, and equity holders, knowing that debtholders have no incentive
nor desire to monitor banks, encourage more risk taking to capture the
higher upside potential of riskier investments.”® Equity holders will elect
a board of directors that will promote risk taking, and the board will then
structure incentive-compensation packages for executives that will
encourage excessive risk taking.”” Simply put, because financial
institutions are believed to be propped up by government bailouts, there
is little to lose—but much to gain—for the executives responsible for
making risky decisions. By this logic, there are no significant
disincentives to deter executives from riskier decision-making.

The increase in FDIC insurance coverage following the 2008
financial crisis has been cause for concern for those who believe that such
an increase is likely to encourage risk taking in the financial sector. As a
result, research has been conducted to determine whether these concerns
are grounded in theory or reality.'® For example, the FDIC performed a
case study on Bolivia to determine just that.!” The FDIC chose to study
Bolivia because the country introduced deposit insurance in December
2001, and that change did not coincide with any other regulatory
change.'” The change was therefore isolated, and the FDIC was able to

96. Anthony J. Crawford et al., Bank CEO Pay-Performance Relations and the
Effects of Deregulation, 68 J. BUS. 231, 245 (1995).
97. Id.
98. Simone M. Sepe, Regulating Risk and Governance in Banks: A Contractarian
Perspective, 62 EMORY L.J. 327,338 (2012).
99. Seeid. at344.
100.  See generally, loannidou, supra note 93.
101. Id.
102. Id.
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get a fair idea of what behavioral changes occurred as a result of this
shift.'*

In conducting its research, the FDIC focused on loan initiations
(whether banks consciously approved riskier loans and whether they
altered the terms of those loans to account for the increased risk).'™ As
popular theories suggest, the data indicated that “after the introduction of
deposit insurance banks are more likely to initiate riskier loans. . . and[]
banks do not adjust other contract terms, such as collateral and maturity,
to compensate for the extra risk.”!%

On the other hand, there is some research countering the FDIC’s
findings. For instance, the research conducted by Lopez-Quiles and
Petricek found that the FDIC coverage had no effect on deposit interest
rates meaning, “deposit insurance does not relax market disciplining by
depositors through an increase in deposit supply.”!%

Regardless of these studies, the FDIC can influence the level of risk
taken by financial institutions and their agents by mitigating the
incentives that increase risky behavior.'”” This has been done mainly
through three reforms: capital-based prompt corrective action, least-cost
resolution, and risk-based premiums.'%®

B. CAPITAL-BASED PROMPT CORRECTIVE ACTION

Capital-based prompt corrective action is a system that classifies
insured institutions into five categories: well-capitalized, adequately
capitalized, undercapitalized, significantly undercapitalized, and
critically undercapitalized.'” When an institution’s capital declines
below the minimum capital standards, regulators are required to
implement increasingly stringent restrictions and requirements in order to

103. Id
104. Id
105. Id

106. Carolina Lopez-Quiles & Matic Petricek, Deposit Insurance and Bank Risk-
Taking 20 (Apr. 28, 2018), https://papers.ssrn.com/sol3/papers.cfm?abstract id
=3158394 [https://perma.cc/624F-VKHB].

107.  See generally Carnell, supra note 68.

108.  See id.

109.  Seeid.; 12 C.F.R. § 324.403 (defining the criteria an institution must meet to be
considered well-capitalized, adequately capitalized, undercapitalized, significantly
undercapitalized, or critically undercapitalized).
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resolve the institution’s problems while limiting loss to the DIF.'"® The
FDIC accomplishes this through a number of policies and regulations,
including mandatory audits, establishment of noncapital tripwires,
requiring improved accounting principles, annual on-site examination of
FDIC-insured institutions, and others.'!!

C. LEAST-COST RESOLUTION

As mentioned previously, least-cost resolution requires the FDIC to
resolve failed banks using the method that will be least costly to the
DIF.""? Therefore, the FDIC can limit the use of the Federal Reserve
discount window, limit an institution’s credit exposure to other
institutions, and ensure the enforceability of netting provisions in
clearing-and-settlement contracts.''® The last of these reduces the risk that
a bank’s failure would disrupt the payment system.'*

There is also the less-stringent cost test, which is a variant of least-
cost resolution and which some countries utilize in its place.'' It differs
from least-cost resolution in that the resolution method must be “less than
the cost of a liquidation and reimbursement of depositors’ claims (also
referred to as a deposit payout).”!'® In other words, the resolution need
not be the least costly option, just less costly than a deposit payout.'"’
Either way, according to the FDIC, the calculations include: “the amount
of insured deposits, estimated net recoveries on assets, off-balance-sheet
assets and liabilities, claims of uninsured depositors and other creditors
(including claims arising from litigation and off-balance-sheet liabilities),
and any premium that may be offered by a potential acquirer of the failed
bank.”!®

110.  See Carnell, supra note 68, at 325.
111.  See id. at 325-26.

112.  Seeid.
113.  Seeid. at 326.
114.  Seeid.

115.  See FDIC, Resolution of Failed Institutions, https://www.fdic.gov/deposit/
deposits/international/guidance/failedresolution.pdf  [https://perma.cc/SKMT-YWTR]
(unpublished discussion paper) (last accessed May 18, 2023).
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D. RISK-BASED PREMIUMS

The most important of the FDIC’s methods for managing bank risk
is risk-based deposit insurance.'" Risk-based deposit insurance uses
premiums that reflect the level of risk taken by a bank.!?® The goal is to
hold banks accountable for their risk taking and support good decision
making while discouraging moral hazard.'*' Prior to the FDIC’s switch to
risk-based insurance, financial institutions and their owners, managers
and regulators faced incentives that conflicted with the interests of the
insurance funds, i.e., taking on riskier decisions because losses will be
covered. This led to many conflicts, including the insolvency of the
Federal Savings and Loan Insurance Corporation (“FSLIC”) and the Bank
Insurance Fund.'* The switch to a risk-based deposit insurance system in
1993 was thought to help mitigate the equity issues seen in a flat-rate
pricing system, where large, well-capitalized institutions end up
subsidizing the deposit insurance coverage of riskier institutions.'?

To measure risk for risk-based insurance premiums, the FDIC
created a system that relies on capital and supervisory judgment.'?*
Capital is used because according to numerous studies, “the more capital
an institution has, everything else being equal, the lower its probability of
failure.”'?* On its own, though, capital is only a good indicator of an
institution’s static risk.'?® Simply put, “capital needs to be complemented
by other views of an institution’s balance sheet and operations, such as
asset quality, earnings, overall portfolio risk and management quality.”!?’
Those factors are combined into the risk measure known as supervisory
judgment.'?® Based on these two assessments, institutions are then

119.  See Gary S. Fissel, Risk Measurement, Actuarially-Fair Deposit Insurance
Premiums and the FDIC's Risk-Related Premium System, 7 FDIC BANKING REV. 16, 16
(1994).

120.  See id. (noting that previously under the flat-rate system, institutions could
increase their risk to the insurance fund and have no downside of a higher premium).

121.  See id.

122.  See Carnell, supra note 68, at 317.

123.  Fissel, supra note 119.

124.  Seeid. at 17.
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126.  See id. (explaining that capital gauges an institution’s ability to survive negative
shocks to its balance sheet but does not completely show a depository institution’s risk
to its insurance fund).

127.  See id.

128.  Seeid.
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categorized into tiers which determine their premium rates.'” To
calculate each bank’s contribution to the DIF, the premium rate for each
bank is multiplied by the bank’s assessment base, which was the bank’s
total domestic deposits until 2011.13

E. REFORMS TO THE RISK-BASED INSURANCE SYSTEM

In the late 1990s, the FDIC embarked on a thorough evaluation of
the deposit insurance system.'’! At that time, most banks were well
capitalized and highly rated, which posed limitations on the system’s
ability to gauge risk due to statutory constraints on premiums.!*> These
constraints favored certain higher-risk, newer, and fast-growing
institutions, and disadvantaged the older, stable banks.'**> This system
lacked incentives for prudent risk management, prompting the FDIC to
publish a paper in August 2000 that outlined options for adjusting risk-
based premiums and managing the insurance fund, which set the
groundwork for revisions."* In 2001, the FDIC proposed reforms,
advocating for the ability to charge risk-based premiums to all
institutions, in an effort to curb moral hazard, enhance fairness by
mitigating subsidization among different bank categories, and address
disparities in treatment between new and established banks.!*®

In February 2006, Congress passed the Federal Deposit Insurance
Reform Act of 2005 (“FDIRA”).!** FDIRA granted the FDIC the leeway
to levy premiums on all institutions. This helps constrain moral hazard
because the FDIC was previously unable to charge deposit insurance
premiums to well-capitalized institutions, which constituted most of the
market."?” Additionally, FDIRA provided the FDIC with an opportunity
to better price deposit insurance for risk, so the FDIC changed the risk-

129.  See id.

130.  Assessment Rates & Methodology, supra note 17.

131. EDWARD GARNETT ET AL., FEDERAL DEPOSIT INSURANCE CORPORATION, REP.
NoO. 2020-01, FEDERAL DEPOSIT INSURANCE CORPORATION STAFF STUDIES: A HISTORY OF
RISK-BASED PREMIUMS AT THE FDIC 8§ (2020).
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/optionpaper.pdf [https://perma.cc/8XQN-FQ34].
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based assessment system to limit the subsidization of riskier institutions
by safer ones.'*® To do this, the FDIC condensed the risk-based pricing
categories, devised separate pricing approaches for large and small banks,
altered how risk was assessed for banks in the lowest risk bracket, and
modified how new institutions were assessed for premiums.'*

Due to the surge in troubled and failed FDIC-insured institutions
during the Great Recession, the Dodd-Frank Act aimed to bolster the
DIF.'* Leveraging this expanded authority, the FDIC made significant
adjustments to the risk-based premium system, initially broadening the
assessment base in 2011 to include average consolidated total assets
minus tangible equity, which better approximates a bank’s total
liabilities.'*! The FDIC also revamped pricing methodologies for both
small and large banks. First, in 2011, it introduced “scorecards” to
determine risk-based assessment rates for large banks based on crisis-era
performance data.'** In 2016, the FDIC updated risk-based pricing for
established small banks by integrating insights from hundreds of failures
during and after the crisis.'® These revisions aimed to more accurately
gauge banks’ risks to the DIF and incentivize responsible risk
management practices.'*

III. THE ROLES OF THE FEDERAL RESERVE, THE OCC AND STATE
BANKING AUTHORITIES

A chartered bank is a financial institution that offers banking services
such as accepting deposits and making loans.!'* All chartered banks must
keep deposit insurance issued by the FDIC.'*¢ The U.S. operates under a
“dual-banking system,” with parallel federal and state banking systems.'*

138.  Seeid. at 10.
139.  Seeid. at 10-13.
140. Seeid. at 17.

141. Id. at 18.
142. Id. at 19.
143.  Id. at 20.

144.  See id. at 18.

145. Anna Baluch, What Is a Chartered Bank?, https://www.thebalance
money.com/chartered-bank-5210260 [https://perma.cc/FM8S-Z8TS] (last updated Dec.
31,2021).
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The federal banking system is based on a federal bank charter, just as the
state banking system is based on a state bank charter.'*® Regulation of
federally-chartered banks is done at the federal level, while regulation of
state-chartered banks is done both at the federal level and by the state
regulatory agency located in the state where the bank is chartered.'* The
three primary federal regulators are the Federal Reserve System, OCC,
and the FDIC.'° So, for example, SVB was regulated by both its state
regulatory agency, the Federal Reserve Bank of San Francisco, and the
FDIC."!

A. THE FEDERAL RESERVE

In addition to forming the FDIC as a type of “insurance” to mitigate
or prevent liquid-driven financial panics, the U.S. government also
developed the Federal Reserve as a “lender-of-last-resort.”’** On
December 23, 1913, the Federal Reserve Act was signed into law to
“provide the nation with a safer, more flexible, and more stable monetary
and financial system”'* and to optimize employment, stabilize prices,
and effectively moderate long-term interest rates.'>* With the goal of
avoiding the creation of a single central bank, the framers of the Federal
Reserve Act sought to develop a banking system with a central governing
Board, a combination of public and private attributes, and a decentralized

resources/publications/banker-education/files/pub-national-banks-and-the-dual-
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content/uploads/sites/337/2023/05/Review-of-DFPIs-Oversight-and-Regulation-of-
Silicon-Valley-Bank.pdf [https://perma.cc/2LC8-RZ2Z].
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operating structure of twelve Reserve Banks.'” The Federal Reserve
consists of three entities: 1) the Federal Reserve Board of Governors, 2)
Federal Reserve Banks, and 3) the Federal Open Market Committee. '

Each of these three entities play a role in promoting effective
operation of the U.S. economy. The Board of Governors—Ilocated in
Washington D.C. and coordinated by political appointees—provides
leadership to the system.'”” The Board of Governors has supervisory and
regulatory powers over bank holding companies and member state-
chartered banks.'>® The Federal Reserve Banks seck “to furnish an elastic
currency, to afford means of rediscounting commercial paper, to establish
a more effective supervision of banking in the United States, and for other
purposes.”!® The Federal Open Market Committee serves the purpose of
conducting the nation’s monetary policy by “setting the target range for
its policy rate—the federal funds rate, the interest rate that banks charge
each other for lending or borrowing reserve balances overnight.”!®

The Federal Reserve is an independent agency that is under the
command of Congress, not the White House.'®! Consequently, there is
often a political presence within the Federal Reserve System.!s? It is no
surprise then that academics consider the importance of political and
economic influences in understanding why and how the Federal Reserve
acts.' Regardless, the Federal Reserve Act was enacted for the Federal
Reserve to perform five functions with differing goals to promote the
operation of the U.S. economy and to serve the public interest.'®

First, the Federal Reserve conducts the nation’s monetary policy to
achieve optimal employment rates and prices and to moderate long-term
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interest rates.'® This is traditionally done through operations in the open
market with U.S. Treasury securities that are not exclusively short-
term.'®® Amid the 2008 financial crisis, the Federal Reserve turned its
focus beyond interest rates by providing direct credit for mortgages,
consumer debt, credit cards, and various loans under the authority
provided to it by § 13(3) of the Federal Reserve Act.'” Second, the
Federal Reserve promotes the stability of the financial system, seeking
“to minimize and contain system risks through active monitoring and
engagement in the U.S. and abroad.”'®®

Third, the Federal Reserve looks to promote the safety and soundness
of individual financial institutions by monitoring any impact on the
financial system.'® Fourth, the Federal Reserve fosters payment and
settlement system safety and efficiency to facilitate U.S.-dollar
transactions.'” Fifth and last, the Federal Reserve promotes consumer
protection and community development “through consumer-focused
supervision and examination, research and analysis of emerging
consumer issues and trends, community economic development
activities, and the administration of consumer laws and regulations.”!”!

B. PROPOSALS OF THE FEDERAL RESERVE

On March 13, 2023, the Federal Reserve Board announced that
Michael Barr, Vice Chair for Supervision, would be leading a review of
the supervision and regulation of SVB in light of its failure and
subsequent collapse.'”” ““We need to have humility, and conduct a careful
and thorough review of how we supervised and regulated this firm, and

165.  Feldstein, supra note 161, at 135-36.

166. Id.

167. Id. at 136; see 12 U.S.C. § 343(3) (2012) (providing that in “unusual and exigent
circumstances, the Board of Governors . . . may authorize any Federal reserve bank . . .
to discount for any participant in any program or facility with broad-based eligibility,
notes, drafts, and bills of exchange . . .”). This essentially allows the Federal Reserve to
extend credit to intuitions which are unable to secure adequate credit from other banks.

168.  Overview of the Federal Reserve System, supra note 164.

169. Id.
170. Id.
171.  Id.

172.  Press Release, Board of Governors of the Federal Reserve System, Federal
Reserve Board Announces that Vice Chair for Supervision Michael S. Barr Is Leading a
Review of the Supervision and Regulation of Silicon Valley Bank, in Light of Its Failure
(Mar. 13, 2023, 4:.00 PM EDT), https://www.federal reserve.gov/newsevents
/pressreleases/bereg20230313a.htm [https://perma.cc/BSF3-9MQF].
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what we should learn from this experience,” said Vice Chair Barr.”'”
Stating that “SVB’s failure is a textbook case of mismanagement,” Vice
Chair Barr also commented that the review of the SVB collapse would
consider whether stricter regulations are needed, “including whether
supervisors have the tools needed to follow up on their warnings.”!’* In
particular, Barr emphasized “the need to strengthen capital and liquidity
standards for firms over $100 billion,” a category of firms that would have
included SVB.'"

The released review of the supervision and regulation of SVB by the
Federal Reserve Board outlined policy issues to be considered in
enhancing the Federal Reserve’s oversight program with the goal of
achieving soundness of financial institutions and the stability of the
financial system as a whole.'” To meet this end, the Federal Reserve
identified four broad themes to enhance oversight within the Federal
Reserve’s existing authorities and support its existing mandates.'”” These
themes are: 1) enhancing risk identification; 2) promoting resilience; 3)
changing supervisor behavior; and 4) strengthening processes.'”®

Weak risk identification can have severe consequences, as
exemplified by the SVB experience where there was failure to identify
the firm’s true liquidity risk, interest rate risk, and how these
shortcomings made the firm vulnerable in the current economic and
financial environment.'” The Federal Reserve’s review suggests that
supervisors “reconsider what types of foundational exams are most
relevant for firms of all sizes to ensure appropriate identification of risks”
and “consider how to develop a more robust understanding of the risks
banks face and how those might be evolving with the economic, financial,

173. Id

174.  Christopher Rugaber, Top Banking Regulator Blames SVB Collapse on
‘Mismanagement’ but Insists Vulnerability Was ‘Not Apparent Until the Unexpected
Bank Run,” (Mar. 28, 2023), https://fortune.com/2023/03/28/silicon-valley-bank-svb-
mismanagement-michael-barr-bank-run/ [https://perma.cc/T7SN-46H6].
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176. Board of Governors of the Federal Reserve System, Review of the Federal
Reserve’s Supervision and Regulation of Silicon Valley Bank 1 (Apr. 28, 2023),
https://www.federalreserve.gov/publications/files/svb-review-20230428.pdf
[https://perma.cc/SUZM-6Y25].
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and technological environment.”'®® A “portfolio entrance exam” for
quickly growing firms preparing for heightened supervisory standards,
for example, would put supervisors in a position to make fast informed
judgments. '®!

To control, but not eliminate risk within well-defined risk tolerances,
the Federal Reserve advises on promoting resilience, especially in periods
of rapid change when shocks can occur in unexpected ways.'®? The review
suggests that supervisors “could consider ways to promote resilience of
firms with well-identified, material risk-management weaknesses, rapid
growth, or substantive business model changes.”'®* This could be done
through higher liquidity buffers, for example.'®* Supervisors could also
consider “stronger incentives to manage risk effectively linked to
compensation or activity restrictions” to align private and social
objectives for a stable financial system. '

Supervision requires fair, evidence-based, and consistent forward-
looking judgments concerning issues that impact firms and the larger
financial system.'®® Through the SVB collapse, the Federal Reserve
learned that its prior supervision focused too much on oversight
requirements instead of the underlying risks.!'®” To address this problem,
in its review, the Federal Reserve suggests focusing on supervision that
assesses inherent risks and the formation of judgments that challenge
bankers with a precautionary perspective through additional training and
portfolio rotations to gain additional perspectives.'® The review also
suggests that supervisors could engage in “narrative-based ‘pre-mortem’
exercises or reverse stress testing to think critically about idiosyncratic
scenarios and tail events that could lead to acute distress at individual
firms.” ¥

Finally, the Federal Reserve seeks to strengthen the oversight
process.'” The Federal Reserve’s review claims that a “simpler and
stronger oversight program and tailoring framework could be both more

180. Id.

181. Id.

182. Id. at 96-97.
183. Id.
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185.  Id.
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efficient and more effective,” as produced through “greater clarity on
portfolio expectations, well-defined internal governance over ratings, an
explicitly supervisory plan for firms transitioning between portfolios, and
reduced complexity of the regulatory structure.”'! Another possibility is
for supervisors to “systematically elevate focus on long-dated, material
issues to promote more rapid remediation.”!?

C. THE OFFICE OF THE COMPTROLLER OF CURRENCY

The OCC is an independent bureau of the U.S. Department of the
Treasury, established by the National Currency Act of 1863.'* The
Comptroller is appointed for a five-year term by the President with the
advice and consent of the Senate.'” The OCC has the authority to
“supervise and examine banks[,] approve or deny applications for new
bank charters, branches, or mergers|[,] take enforcement action against
banks that do not comply with laws and regulations[,] and issue
regulations and interpretations pertaining to banks.”'?

The mission of the OCC is to ensure that the banks under its
supervision operate safely, provide fair access to financial services, and
comply with applicable laws and regulations.'® To effectuate its mission,
the OCC established a strategic plan with three goals: 1) maintain a
system of national banks and federal savings associations that support a
robust U.S. economy; 2) focus on “collaboration, innovation,
coordination, and process efficiency;” and 3) position itself to continue
operating independently and effectively into the future.'’

191. Id

192. Id

193.  Rory Van Loo, Regulatory Monitors: Policing Firms in the Compliance Era,
119 CoLUM. L. REV. 369, 384-85 (2019).

194. U.S. DEP’T OF TREASURY, OFFICE OF THE COMPTROLLER OF THE CURRENCY,
https://www.federalregister.gov/agencies/comptroller-of-the-currency
[https://perma.cc/JK2A-VVYT].
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[https://perma.cc/EF9K-TCRV].
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To achieve its goals, the OCC organizes its duties into three
categories: chartering, regulating, and supervising.'”® The OCC aims for
its chartering program to allow new entrants into the financial system
while ensuring that “they have the necessary capital, managerial, and risk
management processes to conduct activities in a safe and sound
manner.”' It has the power to approve or deny applications for new
charters or other changes in banking structure.?” In regulating national
banks, the OCC may examine those banks and issue regulations, legal
interpretations, and decisions governing lending and investment
practices. !

The OCC is also responsible for supervising all national banks and
federal branches of foreign banks.*”> As of July 21, 2011, this
responsibility includes the supervision of federal savings associations and
rulemaking authority for all savings associations, per Title III of the
Dodd-Frank Act.?”® The OCC may take action against the banks it
supervises that do not comply with the laws and regulations or that
otherwise engage in unsound banking practices.”* Its powers include
removing officers and directors, negotiating agreements related to
altering banking practices, and issuing cease and desist orders and civil
penalties.?®

D. THE ROLE OF OTHER STATE BANKING AUTHORITIES

Just as the OCC charters national banks, state banking departments
charter state banks.?” State banking authorities seek to ensure that banks
operating within the state are doing so safely and soundly, as state-
chartered banks are subject to the regulation of the state banking authority

198. Id.

199. Id.

200. U.S. DEP’T OF TREASURY, OFFICE OF THE COMPTROLLER OF THE CURRENCY,
supra note 194.

201. Id
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203. U.S. DEP’T OF TREASURY, OFFICE OF COMPTROLLER OF THE CURRENCY:
PROGRAM SUMMARY BY BUDGET ACTIVITY, supra note 197.
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206. STATE OF CONN., DEP’T OF BANKING, ABC’S OF BANKING: BANKS AND THEIR
REGULATORS, https://portal.ct.gov/DOB/Consumer/Consumer-Education/ABCs-of-
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of the state in which they are chartered.?”” Every state has at least one state
banking authority that monitors the soundness of chartered financial
institutions within the state, ensures that these financial institutions are
operating within the law, and protects the state from illegal practices by
these financial institutions.?%

All newly-chartered state banks are required to join the FDIC before
accepting deposits from the public.?” Likewise, both state-chartered and
federal banks must apply to the FDIC for deposit insurance under the
FDICIA of 1991.2!° However, unlike federal banks, membership in the
Federal Reserve System is not required for state banks, and most state
banks have chosen not to join.?!' The OCC generally charges high
supervisory fees which leads to many banks opting for a state charter.??
But, a bank with a national charter benefits from “greater simplicity of
uniform national regulation when it operates in multiple states” and from
federal preemption of state regulations that are seen as unfavorable.?'?

Along with receiving their authority from state law, state banks are
subject to federal laws, including federal tax, consumer protection, and
antidiscrimination laws.?'* State laws that interfere with the powers of
federal banks are preempted by appropriate federal laws.?!* The Supreme
Court affirmed this in Barnett Bank of Marion Country, N.A. v. Nelson,

207. CONF. OF ST. BANK SUPERVISORS, https://www.csbs.org/state-financial-
regulation-101#:~:text=State%20regulators%20are%20responsible%20for,services%20
providers%2C%20including%20mortgage%20lenders  [https://perma.cc/S3QJ-RDP9]
(last visited Aug. 3, 2023).
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212.  Binyamin Appelbaum, By Switching Their Charters, Banks Skirt Supervision,
WASH. PosT (Jan. 22, 2009), https://www.washingtonpost.com/wp-
dyn/content/article/2009/01/21/AR2009012104267.html [https://archive.is/fXBYO0].
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where it held that state laws may not “forbid, or impair significantly, the
exercise of a power that Congress explicitly granted to national banks.”?'¢

IV. FACTORS AFFECTING RISK TAKING BY BANKING EXECUTIVES

There are several factors that may affect risk taking by bank
executives. These include the effects of deregulation of the banking
industry and executive compensation including the grant of stock options
and compensation based on RPEs.

A. BANKING INDUSTRY DEREGULATION

The pattern of increased risk taking in the financial sector seems to
have emerged from a series of deregulation that began with the stock
market operations ceiling being raised from 10% to 25% and ended with
the Gramm-Leach-Bliley Act in 1999 which allowed banks to fully
expand into the securities and insurance businesses.?!” These changes
drastically increased competition and additional investment and growth
opportunities which subsequently led to a shift toward a more
performance-based structure of compensation for executives in the
financial sector.?'® As the industry became more cutthroat, corporations
sought to incentivize executives to maximize profitability (and remain
competitive in the market) by directly tying their compensation to the
performance of the firm.

B. PERFORMANCE BASED EXECUTIVE COMPENSATION

As scholars have found, “managerial incentives matter—incentives
generated by executive compensation programs are positively correlated
with excessive risk-taking by banks.”?!"” In other words, the possibility of
exorbitant income from a profitable fiscal year drives executives to make
much riskier decisions than they would otherwise make: the higher the
risk, the higher the potential reward.

216. Id. at 245.

217.  Carl R. Chen et al., Does Stock Option-Based Executive Compensation Induce
Risk-Taking? An Analysis of the Banking Industry, 30 J. BANKING & FIN. 915,917 (2006).

218.  Vicente Cufiat & Maria Guadalupe, Executive Compensation and Competition
in the Banking and Financial Sectors, 33 J. BANKING & FIN. 495, 504 (2009).

219. Sanjai Bhagat & Brian Bolton, Financial Crisis and Bank Executive Incentive
Compensation, 25 J. CORP. FIN. 313, 335 (2014).
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Performance-based compensation can prove problematic in that it
may provoke executives to use earnings management—‘the use of
accounting methods to present an excessively positive view of a
company’s financial positions, inflating earnings”***—to be
overcompensated at the expense of shareholders.?! Thus, some
executives at underperforming financial institutions may feel pressure to
manipulate the balance sheet to ensure their compensation does not suffer.

That being said, there are a few academics who stress some caveats
to the research surrounding performance-based compensation in the
financial sector. For example, Guo et al. find that “TBTF [“too big to
fail”’] banks experience greater risk-taking . . . and are more likely to be
in financial distress than smaller banks. Greater incentive compensation
in TBTF banks, however, help reduce their insolvency risk relative to
smaller institutions.”?*?? Put simply, the size of a given financial institution
may have a more statistically significant effect on risk taking than
performance-based compensation and may also play a role in whether
performance-based compensation leads to excessive risk taking.

Another qualifier is the argument that compensation based on short-
term performance is more likely to induce riskier investment strategies
than long-term metrics. As de Haan and Vlahu explain, “there is a positive
association in the short-term (over a period of one or two years), but the
association becomes negative for longer horizons (more than three
years).”?* If only the short-term performance of investments plays a role
in executive compensation, executives are less likely to worry about the
quality of potential investments.??* De Haan and Vlahu also surmise that
the type of compensation may play a role.?”® As their research explains,
“the risk taking incentives of executives may be exacerbated if they
receive options on bank’s equity as compensation instead of shares.”?*

220. CFI Team, Earnings Management, CORP. FIN. INST., https://corporate
financeinstitute.com/resources/valuation/earnings-management/ [https://perma.cc/UC7Z
-5T5M] (last updated Dec. 27, 2022).
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Next, we address the risk of two types of performance-based
compensation. The first includes the grant of stock options as
compensation and the second is compensation based on RPEs.

1. Stock Options

Following deregulation of the banking and finance industry in the
1980s, many financial institutions opted for stock option compensation
for their top management.?”” The perceived benefits from this shift were
threefold: it encouraged employees to stay with the company long enough
to earn the right to exercise their option contracts, it tied employee
compensation to overall performance of the company thereby motivating
employees to maximize their productivity, and large stock option
contracts went largely unreported to shareholders and investors, allowing
those executives to “extract a higher salary from shareholders than [they]
could otherwise get.”?*® Naturally, such “managerial compensation
[methods affected] the investment choices made by [those firms,
especially] when moral hazard and managerial discretion [were]
present.”?%

Although some argue the overall effect on pay was de minimis,
most researchers agree that the significant change in compensation
structures created novel-—and much riskier—incentives for those
individuals.?' Following the events of the 2008 financial crisis, there has
been a substantial amount of research on executive compensation
structures.

There are several studies, which support the hypothesis that stock
option compensation (or other forms of performance-based pay) induces
risk taking.>*? There is some disagreement, however, as to how strong this
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influence is,?** whether stock option compensation structures generally
encourage this increase in risk taking or whether risk taking is increased
only when they rely on short-term results,”* and whether the size of
financial institutions is more strongly correlated with increased risk
taking than the executive compensation structure.*> There is also some
difference of opinion as to whether stock option or performance-based
compensation induces excessive risk taking as opposed to just increasing
risk taking.?*

2. Relative Performance Evaluations

RPEs are a compensation structure which rewards managers “based
on improving shareholder value relative to a peer group of firms selected
by the board.”*’ This structure theoretically insulates a manager’s
performance from market-wide fluctuations and thus allows a board to
measure it more objectively while also reducing the variability of a
manager’s income.?*®

According to Bengt Holmstrom, this form of compensation,
however, will only be valuable if “one agent’s output provides
information about another agent’s state of uncertainty. This will be the
case if and only if agents face some common uncertainties. Thus, inducing
competition among agents by tying their rewards to each other’s

233.  Compare Chen et al., supranote 217, at 918 (finding that option-based executive
compensation induces risk taking in the banking industry), with Guo et al., supra note
222, at 611 (finding that already riskier banks employ option-based executive
compensation at a greater percentage than other banks).

234.  See generally Syed Zulfigar Ali Shah et al., CEO Compensation and Banks’
Risk-Taking During Pre and Post Financial Crisis Periods, 42 RSCH. INT’L BUS. & FIN.
1489 (finding that options with a longer maturity time reduce a bank’s risking taking
while options with shorter maturity times increase a bank’s risk taking).
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performance has no intrinsic value.”?’ In other words, Holmstrom
believes RPEs are only efficient if the peer firms are in the same industry
and thus influenced by the same general factors. Unfortunately, it remains
unclear whether RPEs are valuable even when these assumptions are
satisfied.

As previously discussed, in order to maintain a high level of
compensation, executives may make riskier investment decisions (and
thus expose the company to substantial losses) or use a form of earnings
management to manipulate the financial optics of the company (and thus
mislead shareholders). According to some, compensation based on RPEs
is no exception. Anginer et al. examined the effect of RPEs on a
manager’s economic incentives to use earnings management and found
higher earnings management in peer firms correlated with increased
earnings management in the target firm.?*

One downside of using RPEs in executive compensation we
highlight is their effect on risk-taking incentives of managers. By filtering
out common shocks, RPEs incentivize managers to take on less correlated
risk. The economic intuition for this result is straightforward. If managers
invest in the same assets and operate in the same markets as their peers,
they will achieve the same returns as their peers. And if managers are
evaluated based on relative performance, that is exceeding the returns of
their peers, they will be incentivized to invest in assets and seek out
markets that are different from their peers. Consistent with this notion,
Park and Vrettos show that CEOs take on more idiosyncratic risk if a
higher percentage of their compensation is tied to RPEs.**!

C. BANK EXECUTIVES’ COMPENSATION AND THE GREAT RECESSION

After the Great Recession, scholars have debated whether the failure
of numerous financial institutions, especially Bear Stearns and Lehman
Brothers, was based on their executives’ mistakes and inability to
perceive risk, or if it was based on excessive risk taking that was
incentivized by their respective pay arrangements.?* Lucian Bebchuk,
Alma Cohen, and Holger Spamann conducted research on the
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compensation structure of the executives of Bear Stearns and Lehman
Brothers, and concluded that their performance-based compensation
structure prior to the financial crisis motivated them to take excessive
risks in operating their respective banks.?** Between 2000 and 2007, the
executives’ benefits of annual cash bonuses, stock options, and the
periodic sale of stock allowed them to reap the financial rewards of
improved short-term bank performance.?**

By looking at SEC filings, Bebchuk et al. analyzed the cash inflows
of these executives and determined that the amount of their cash inflows
prior to the Great Recession exceeded the amount of their initial
investments.>* This compensation structure incentivized executives to
prioritize short-term gains.**® Although Bear Stearns and Lehman
Brothers did not survive the Great Recession, it has been argued that
because the federal government bailed out many remaining financial
institutions via Troubled Asset Relief Program funds, which were funded
by American taxpayers, those institutions have a moral obligation to the
American public to “cease detrimental incentive compensation
practices.”?*

D. PROPOSED REGULATION OF BANK EXECUTIVES’ COMPENSATION

To protect against the risks of excessive executive compensation,
Section 956 of the Dodd-Frank Act, enacted after the Great Recession,
mandated that the OCC, Federal Reserve, FDIC, SEC, National Credit
Union Administration (“NCUA”), and Federal Housing Finance Agency
(“FHFA”) establish regulations or guidelines concerning executive
compensation for “covered financial institutions” possessing assets
totaling $1 billion or higher.>*® The definition of “covered financial
institutions” includes banks, credit unions, broker-dealers, investment
advisers, Fannie Mae and Freddie Mac, and “any other financial
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institution” that the regulators jointly determine are covered.?* Congress
gave the agencies a deadline of May 2011 to adopt an official rule.?°

In April 2011, the agencies proposed a rule applying principles-
based prohibitions on incentive-based compensation.”®' Specifically,
covered financial institutions with assets under management of $1 billion
or more would be restricted from offering incentive-based compensation
that is deemed to be excessive or capable of causing substantial financial
loss to the institution.?> Furthermore, larger institutions (banks with
assets of $50 billion or more and credit unions with assets of $10 billion
or more) would be required to defer 50 percent of incentive-based
compensation paid to covered individuals for at least three years, and
identify and subject all persons who have the ability to expose the
institution to substantial financial loss to a board-approved incentive-
based compensation plan.??

Although the proposed rule may be a step in the right direction, three
major criticisms of the proposed rule come to mind. First, the rule fully
delegated to the bank the decision of who could cause it substantial
financial loss.?** Without any objective criteria to guide firms, the number
of employees reported was likely to be underreported.?>> Although the
firms covered were likely to report some employees, the benefits of
underreporting the actual number of employees include: (i) a perception
of enhanced overall safety for the firm, (ii) an exemption of the board
from the need to conduct further, detailed evaluations regarding the
appropriateness of risk sensitivity in each individual’s incentive pay, and
(i) a guarantee that those typically identified as capable of causing
significant losses would not face compensation restrictions imposed by
the relevant regulator.?*

Second, for those individuals identified by the board of a covered
institution as capable of exposing it to significant risks, the rule did not

249. Id

250.  See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No.
111-203, 124 Stat. 1376 (2010).

251. BARRET AL., supra note 19.

252, Id

253. Incentive-Based Compensation Arrangements, 76 Fed. Reg. 21170, 21173,
21180 (Apr. 14, 2011).

254.  John C. Coffee, Jr., The Political Economy of Dodd-Frank: Why Financial
Reform Tends to be Frustrated and Systemic Risk Perpetuated, 97 CORNELL L. REV. 1070
(2012).

255.  Seeid.

256. Id at1071.
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require a mandatory deferral of their compensation.?*” Third, the rule did
not contain benchmarks to determine when compensation would be
considered excessive.?®® With that said, it would be almost impossible to
create a single standard of what excessive compensation means, given the
large variety in the types of financial institutions that are covered under
the rule, and a bright-line rule would be easy to avoid.>® The proposed
rule was not adopted “because of intense lobbying by the financial
industry.”?%

In 2016, the agencies re-proposed the rule and expanded the scope
of individuals covered to potentially all recipients of incentive
compensation.?! Additionally, the proposal added a third category of
institutions with at least $250 billion in assets and projected for those
institutions the most rigorous requirements (e.g., executive officers are
required to defer 60 percent of incentive compensation up to four years,
etc.).?2 The 2016 re-proposed rule has been criticized because of its over
encompassing nature, reaching beyond its intended scope.?** Because of
various restrictions, it has been argued that implementing the re-proposed
rule may hinder the U.S. financial services industry’s ability to attract and
retain skilled professionals, which is crucial for responsible risk
management and the overall operation of the industry.?%*

Furthermore, the re-proposed rule is criticized for its rigid and
comprehensive framework of requirements. It extends beyond its
statutory mandate by covering all incentive-based compensation, rather
than focusing solely on compensation that might incentivize inappropriate
risk taking.?®> This overreach is seen as problematic, as it applies to all
employees who receive incentive-based compensation, including those

257. Id

258. Lisa H. Nicholson, Dodd-Frank Reforms to Banker Compensation
Arrangements, 47 IND. L. REV. 232 (2014).

259. Id

260. Ho, supra note 23.

261. Incentive-Based Compensation Arrangements, 81 Fed. Reg. 37670, 37679 (June
10, 2016).

262. Id

263.  Securities Industry and Financial Markets Association, Fact Sheet: SIFMA
Comments on the Dodd-Frank Act Section 956 Reproposed Rule on Incentive-Based
Compensation — Arrangements  (Jan.  2018),  https:/www.sifma.org/wp-content/
uploads/2018/01/Fact-Sheet-Incentive-Comp-Letter.pdf [https://perma.cc/9T24-59AY].
264. Id

265. Id.
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with no involvement in risk taking, such as bank tellers, administrative
assistants, and technical support workers.**

To address these concerns, it has been suggested that the rule should
be more adaptable to accommodate the diverse businesses and structures
within the financial services industry and should also aim to avoid
unnecessary overlaps and potential conflicts in regulation.?®” Similar to
the result of the proposed rule in 2011, the re-proposed 2016 rule has not
been considered or adopted.?*®

In March 2023, U.S. Representative Gary Peters of Michigan revived
the push to implement a Section 956 rule in a letter to the SEC, Federal
Reserve, FDIC, NCUA, FHFA, and OCC.?® In the letter, he stated that
“addressing commonsense financial regulation is essential to supporting
families in Michigan and across the U.S., growing our economy, and
creating jobs.”?’® The SEC has scheduled this rule proposal for
consideration on its Spring 2024 rulemaking agenda.?”!

Various scholars have provided solutions as to how executive
compensation should be reformed to prevent a future financial crisis. In
order to protect shareholder interests, which are focused on long-term
performance, Bebchuk et al. propose a significant overhaul in how bank
executives receive incentive compensation, by potentially requiring them
to retain a significant majority of their bank shares and stock options until
the executives retire.?’? Sanjai Bhagat and Roberta Romano endorse a
similar approach, which requires that executive compensation plans
consist of only restricted stock and restricted stock options that prohibit a
sale (of stock) or exercise (of an option) for at least two to four years after
resignation because the executive will then have “diminished incentives
to make public statements, manage earnings, or accept undue levels of
risk, for the sake of short-term price appreciation.”?’®

Thomas Madden concurs with an approach that requires longer
holding periods for awarding stock, but also suggests that there should be
uniform and mandatory clawback parameters for legal and compliance
violations, termination for cause, negligence, and ethical issues—with a
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portion of the executive’s compensation held in escrow.?’* Furthermore,
Madden believes that the nonfinancial criteria used to evaluate the amount
of an executive’s compensation ‘“should include adherence to firm
compliance policies generally, as well as worthy ethical evaluation and
commitment to an authentic firm ethical culture.”?”

In a similar, delayed gratification sense, Jesse Gossett suggests that
the performance compensation of bank executives be subject to an ex ante
risk assessment, which could potentially delay the payout to executives,
in order to allow any excessive risk taking to come to light.?’® The driver
of the risk assessment is each bank’s leverage and beta, relative to its
peers.?”’

In another article, Bebchuk and Spamann move away from purely
equity-based compensation and suggest a change to the mix of securities
that executives receive. They recommend that executives be paid with a
representative slice of all the bank’s securities, which includes preferred
stock, bonds, and common equity.?”® Doing this will “expose executives
to a broader fraction of the negative consequences of risks taken.”>”

Frederick Tung recommends a similar but different solution,
suggesting compensation in subordinated debt securities. A higher
“inside” debt-to-equity ratio for executives prior to the Great Recession
correlated with lower firm risk and better firm performance during the
Great Recession.”® Additionally, Tung reasons that this solution will
impose market discipline on banks because (i) debtholders will contract
with the bank for restrictive covenants that discourage risk taking, (ii) the
trading price of the debt will be sensitive to risk-taking decisions due to
its subordinated and uninsured nature, and (iii) in distressed situations,
debtholders may still recover depending on the bank’s liquidation
value.?®!
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V. OUR EMPIRICAL STUDY

One aspect of executive compensation that has not been addressed is
the effect of RPEs on bank executive risk taking. We conducted a new
empirical study of these effects. This Part describes our study and
analyzes the results.

A. DATA

The executive compensation data comes from IncentiveLab.?*> The
dataset covers Standard and Poors (“S&P”) 1500 firms from 1998 to
2016. We focus on the period after 2006, which is the year that the
Securities and Exchange Commission (SEC) started implementing new
disclosure rules requiring firms to provide details on performance targets
used in executive compensation contracts.?®® In the analyses, we use two
measures of a given firm’s relative performance evaluation usage in
executive compensation contracts. The first is a dummy variable
indicating whether a firm uses RPEs in any grants to reward executives
(“DRPE”). The second is the percentage of the total CEO compensation
that is to RPEs (“RPEpct”). To calculate this percentage, we use the fair
value of stock grants reported in proxy statements collected by
IncentiveLab. As firms can use different approaches to calculate the fair
value for option grants, we use a standardized approach and calculate fair
value using the Black Scholes model*** with volatility calculated over the

282. IncentiveLab is an executive compensation data and analytics firm.
INCENTIVELAB, https://pitchbook.com/profiles/company/98521-12#overview [https://
archive.is/E4q65].

283. Reza Espahbodi et al., The Effects of the 2006 SEC Executive Compensation
Disclosure Rules on Managerial Incentives, 12 J. CONTEMP. ACCT. & ECON. 241 (2016).

284. Corporate Finance Institute, Black-Scholes-Merton = Model, https://
corporatefinanceinstitute.com/resources/derivatives/black-scholes-merton-model/
[https://perma.cc/8UM9-GUAL]:

The Black-Scholes-Merton (BSM) model is a pricing model for
financial instruments. It is used for the valuation of stock options. The
BSM model is used to determine the fair prices of stock options based
on six variables: volatility, type, underlying stock price, strike price,
time, and risk-free rate. It is based on the principle of hedging and
focuses on eliminating risks associated with the volatility of
underlying assets and stock options.
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past 252 trading days as an input. We use daily CRSP?** return data to
calculate volatility. Strike price and maturity data are obtained from proxy
statements collected by IncentiveLab.

The primary focus of our analyses revolves around systemically
important financial institutions, as they are the ones most likely to benefit
from potential government guarantees based on the “too big” or “too
systemically important” to fail concept. Although size is an important
proxy for systemic importance, other factors beyond size can also
contribute to an institution’s systemic importance. For example, a large
financial firm with a straightforward and transparent structure may fail
without imposing significant consequences on the overall financial
system. Conversely, a relatively smaller entity, such as a mortgage
insurer, could trigger substantial stress within the system if it were to
fail 2%

Some key characteristics of systemic importance include:
interconnectedness, the breadth of business lines, transparency, and
operational complexity. However, these attributes often exhibit a strong
correlation with the size of a financial institution’s balance sheet.?’
Additionally, the Dodd-Frank Act places emphasis on size when defining
systemically important financial institutions.?*® Although, we focus on
size to proxy for systemic importance, for robustness, we also utilize two
additional variables that are commonly used in the literature to measure
systemic risk, namely, marginal expected shortfall (“MES”) and
downside beta (“Dbeta”).

MES estimates the average return of a firm given the market is in
distress. We calculate MES following Acharya et al.”® Specifically, for
each year, we compute the average of the daily returns of each stock
conditional on the market return falling below its 5%-quantile. A low
MES suggests high systemic risk. Downside beta captures the covariance
of a firm’s returns with the market return during times of distress.

285.  Center for Research in Security Prices, an affiliate of the University of Chicago
Booth School of Business Center for Research in Security Prices, https://www.crsp.org/
[https://perma.cc/D547-JX9W] (last visited Feb. 29, 2024).
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At this point, a little clarification regarding our terminology may be
useful. We will next discuss two closely related concepts of risk: systemic
risk and systematic risk. By systemic risk, so far we have been referring
to contagion risk. If a systemically important bank fails, it can cause
contagion and panic at other banks as well. We use the term systematic
risk to refer to covariance between banks’ stock returns and market
returns in good and bad times. While these are closely related measures
of risk, systemic risk is a generic term, it is only revealed after the fact
and it is difficult to quantify in advance of a bank failure.

To get around these difficulties, we employ various proxies for
systemic risk that have been used in the finance literature. The first is size.
One such proxy is systematic risk (correlation of returns in good and bad
times or BETA) and we use this as a proxy for systemic risk. To further
focus on the likelihood of extreme negative returns that would happen in
a contagion, we measure beta only when market returns are negative
(Downside-beta or DBETA).

Following Ang, Chen and Xing,*° the downside beta is calculated
each year using daily individual stock returns and the value-weighted
market returns as Dbeta = cov(r;, Ty |tm < Um)/var T |tm < tUm),
where 1; and 1;,, are daily excess returns (in excess of the 30 day risk-free
rate) of the individual stock and the market in a year, respectively. u,, is
the median excess market return in the year. The return data are obtained
from CRSP.

In the analyses, we control for various firm characteristics. In
particular, we compute the natural logarithm of total assets (Size) using
CRSP data and calculate the ratio of book value to market value (“BM”)
using Compustat data. We also control for the number of board directors
(“N_board”) and the percent of directors on the board who are
independent and not affiliated with the company (“Indpct _ind”). The
board data comes from the Institutional Shareholder Services (“ISS”)
database.”! All control variables are lagged one period to avoid potential
simultaneity and endogeneity issues.

Table 2 provides summary statistics of all the variables used in the
empirical analyses. > Panel A reports summary statistics for the sample
of non-financial firms and Panel B reports summary statistics for the

290. Andrew Ang, Joseph Chen & Yuhang Xing, Downside Risk, 19 REV. FIN. STUD.
119 (2016).

291. INSTITUTIONAL SHAREHOLDER SERVICES, https://www.issgovernance.com
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292.  See infra Table 2.
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sample of financial firms. Over the sample period, 34 percent of the non-
financial firms and 32 percent of financial firms use RPEs in CEO
compensation contracts. For the financial firms that use RPEs, on average
36 percent of the total compensation of the CEO comes from cash, stock
and options grants tied to RPEs. For non-financial firms, 32 percent of the
total compensation of the CEO is tied to RPEs.

For all firms, including those that do not use RPEs, the average CEO
total compensation tied to RPEs is 11 percent for both financial and non-
financial firms. The board size is 11 and 9 on average for financial and
non-financial firms respectively. Of the board members, 88 percent are
independent for financial firms and 92 percent are independent for non-
financial firms.

B. THEORETICAL FOUNDATION

The theoretical foundation for benchmarking performance against a
group of peers was initially put forth by Holmstrom.?** Holmstrom’s work
highlights the significance of relative evaluation when the output of
managers is influenced by common shocks.?** By effectively eliminating
external factors that are unrelated to a manager’s effort, a company can
establish a more objective measurement of the manager’s performance.
This approach serves to prevent instances where fortunate managers may
be inaccurately perceived as competent solely due to positive external
shocks benefiting the firm. Furthermore, the exclusion of exogenous
shocks contributes to enhancing the manager’s well-being by reducing the
volatility in their compensation.

By filtering out common systemic shocks, benchmarking
performance incentivizes managers to take on more idiosyncratic risk. In
the banking sector, reducing correlated or systemic risk taking in the
financial sector is seen as a net positive from a macroprudential regulatory
perspective. Because banks are in the business of liquidity and maturity
transformation, they tend to be highly levered with lower levels of asset
volatility. High leverage combined with immediate demand-ability of
deposits can result in systemic instability. Reducing correlated shocks in
the assets of banks is therefore desirable by regulators and supervisors.
The Financial Stability Board (“FSB”) was established by G-20 members
in the aftermath of the global financial crisis with the policy goal of

293.  Holmstrom, supra note 238.
294.  Id



2024] WHY DO BANKS FAIL TOGETHER? 547

reducing correlated and systemic risk taking by systemically important
financial institutions.?*

However, from the banks’ perspective it is not at all clear that they
are naturally incentivized to take on less correlated risk. Banks, especially
those that are systemically important, tend to be supported by the financial
safety net when they are in distress. Specifically, banks can benefit from
explicit state guarantees in the form of risk-insensitive deposit insurance
as well as potential implicit guarantees in the form of liquidity and capital
support that prevent their failures. Banks’ contingent access to the
financial safety net represents essentially a put option provided by public
authorities. The value of this put option increases in the riskiness of bank
activities and in bank leverage. Merton shows that deposit insurance with
a risk-insensitive insurance premium provides shareholders with a
subsidy that increases in value with higher leverage and higher asset
risk.?%

Furthermore, banks have incentives to herd and take on correlated
(or systemic) risks if the state guarantees are more likely to be triggered
in the event of multiple bank failures. Acharya and Yorulmazer®’ show
that regulators may deem it ex-post optimal to rescue all failed banks
when the number of failed banks is substantial. This dynamic creates
incentives for banks to engage in herding behavior, ultimately elevating
the likelihood of systemic crises. Consistent with this theoretical model,
Kelly, Lustig, and Van Nieuwerburgh provide evidence of a collective
guarantee for the financial sector use of options on individual banks and
on a financial sector index.?® Because banks play a unique role in the
economy, bank failures, especially large and systemically important bank
failures, can cause serious disruptions in lending and payment systems,
resulting in significant social and fiscal costs. Consequently, larger and

295. See Post-2008  Financial Crisis  Reforms, FIN. STABILITY BD.,
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systemically important banks are the main beneficiaries of the financial
safety net provided by the government.

Bank shareholders can thus benefit from taking on more systemic
risk and shift risk on to taxpayers, and the benefits of additional risk
taking increase with the strength of the financial safety net. It is in the
bank shareholders’ interest to implement compensation policies to
incentivize managers to take on correlated risk. Therefore, we conjecture
that: 1) usage of RPEs in compensation contracts is lower in financial
firms than in non-financial firms as non-financial firms are not direct
beneficiaries of the financial safety net; and 2) usage of RPE
compensation contracts is lower in larger and systematically more
important financial firms compared to their non-financial counterparts as
larger and systemically important financial firms benefit more from the
financial safety net.

C. OUR EMPIRICAL RESULTS

We start our analyses by examining RPE usage for the firms in our
sample. We run a logistic regression where the dependent variable is
DRPE, a dummy variable indicating whether a firm uses RPEs in
executive compensation contracts:

DRPE;, = f(a + pDfin; + yDfin; X Size;,_1 +0X;¢_1) + €;¢ ")

Above, i indicates firms and 7 indicates years and f denotes the
logistic function. Dfin is an indicator variable that takes on a value of one
for financial firms. X is a set of firm level controls and includes book-to-
market ratio, firm size, board size and percent of independent board
members.

We also run a linear regression where the dependent variable is the
percentage of total compensation tied to RPEs:

RPEpct;; = a + fDfin; + yDfin; X Size;e 1 + 0X; 14 + € 2)

The independent variables are the same as in the previous regression
specification. In both regressions, we are interested in the coefficients on
the financial dummy variable (“Dfin”) and the interaction of financial
dummy variable with the firm size (“Dfin*Size”).
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The coefficient on the Dfin variable for the logistic regression
captures the difference in the probability of financial firms using RPEs
compared to non-financial firms. For the linear regression, it captures the
difference in the percentage of total CEO compensation tied to RPEs
between financial and non-financial firms. Similarly, the coefficient on
the interaction term captures the difference in the probability of large
financial firms using RPEs in executive compensation contracts
compared to large non-financial firms. For the linear regression, the
coefficient on the interaction term captures the percentage of total
executive compensation tied to RPEs for large financial firms compared
to their large non-financial counterparts.

The results are reported in Table 3.%° The first two columns report
the results for the logistic regression specified in equation (1) above and
the last two columns report the results for the linear regression specified
in equation (2) above. The coefficient on the Dfin variable in column 1 is
negative and statistically significant. This result suggests that the financial
firms are 0.45 times as likely (odds ratio calculated from the reported
coefficient, exp(-0.85) to use RPEs in executive compensation contracts
compared to non-financial firms. Furthermore, in column (2), the negative
and significant coefficient on the interaction term (“Dfin*size”) suggests
that the use of RPEs is lower as the firm size increases. This is consistent
with our conjecture that larger financial firms are more likely to benefit
from implicit state guarantees.

The results reported in columns (3) and (4) show that the coefficients
on the Dfin variable as well as the Dfin*size interaction terms are negative
and significant when we use RPEpct as a dependent variable. These
results suggest that the percentage of total compensation tied to RPEs is
lower among financial firms and goes down further as the size of the firm
increases. That is, the percentage of total compensation tied to RPEs is
significantly lower for larger banks compared to smaller banks. It is
important to note that this is not purely a size effect with larger firms using
less RPE. Because we use non-financial firms as a control, these results
suggest that fewer large financial firms use RPEs compared to large non-
financial firms. In terms of economic significance, after controls, the total
compensation tied to RPEs is 5% lower for financial firms.

As mentioned earlier, although we use size as a proxy for systemic
importance, for robustness, we also use two additional variables that are
commonly utilized in the literature to measure contribution of an
institution’s risks to the overall system to proxy for their systemic

299.  See infra Table 3.
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importance. These measures are MES and downside beta (“Dbeta”)
described above. We repeat the same regression analyses reported in
Table 3 but use MES and Dbeta instead of size to proxy for systemic
importance.

It is important to note that both MES and Dbeta variables used in the
regression are lagged by one year. As an example, we would be measuring
MES (systemic importance) in 2010 and examining RPE use in 2011. We
do this to reduce the impact of any confounding variables that may drive
both systemic risk as well as RPE usage. In addition to the control
variables used in the previous regressions, we also control for CAPM beta
to control for risk in non-distress periods.

These results are reported in Table 4.% As before, we use DRPE and
RPEpct as dependent variables. We find that the interaction term with
MES is positive and significant (columns (1) and (3)) and that the
interaction term with Dbeta is negative and significant (columns (2) and
(4)). Because lower MES values imply higher systemic risk and higher
Dbeta values imply higher systemic risk, these results suggest that fewer
financial firms that have higher levels of systemic risk use RPEs
compared to their non-financial counterparts.

Finally, we confirm the basis for our initial analyses that higher RPE
usage is associated with lower systemic risk. We run a regression with
our two systemic risk measures, MES and Dbeta, as dependent variables.
We explain changes in systemic risk measures by our two measures of
RPE usage, namely, DRPE and RPEpct. The results are reported in Table
5.3 The first two columns report regression results with MES as the
dependent variables and the next two columns report results where Dbeta
is the dependent variable.

In column (1), we report that the coefficient on the DRPE variable is
positive and significant suggesting that the use of RPEs results in a
significant increase in MES. The increase is 38 basis points roughly
equivalent to 10 percent of the average value of MES over the sample
period. The increase is an additional 26 basis points for financial firms
resulting in a total increase of 64 basis points in MES. In column (2), we
report that an increase of 10% in the total compensation tied to RPEs
results in a 6.7 basis points increase in MES and additional 2.5 basis
points for financial firms although the coefficient on the Dfin dummy is
not statistically significant.

300. See infra Table 4.
301.  See infra Table 5.
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In columns (3) and (4), we report results for the downside beta
(“Dbeta”). The coefficients on the DRPE and RPEpct variables as well as
their interactions are negative and significant. These results suggest that
RPE usage reduces systemic risk as measured by downside beta
especially for financial firms. In terms of economic significance, financial
firms that use RPEs see a decline in Dbeta of -0.44 (sum of -0.0168 and -
0.0276 coefficients reported in column 3) which is 15% of the std
deviation of Dbeta reported in Table 2.3

Thus, our empirical evidence has established the following: 1) fewer
financial firms use RPEs compared to industrials; 2) fewer large financial
firms use RPEs than smaller financial firms; 3) fewer financial firms with
greater historical systemic risk use RPEs; and 4) lower RPE usage leads
to higher levels of systemic risk. Consequently, our evidence shows that
managerial incentives lead to excessive systemic risk taking in financial
institutions.

CONCLUSION

The search for answers for the underlying causes of the recent bank
failures has focused on the incompetence of bank executives,
policymakers, bank regulators and supervisors and even uninsured
depositors. We argue that the problem is not so much incompetence but
rather managerial incentives. By design, banking regulation encourages
excessive risk taking. Because of implicit and explicit guarantees
provided by the government, bank managers have incentives to take on
higher levels of systemic risk.

Our work has important policy implications. When the government
provides explicit guarantees in the form of risk-insensitive deposit
insurance as well as implicit guarantees in the form of liquidity and capital
support in the event of a systemic failure, it encourages banks to take on
more systemic risk. We have shown that executive compensation in large
banks is structured with lower use of RPEs to encourage executives to
take on more correlated risks in order to maximize the value of the
financial safety net provided by the government.

In economic terms, the first best solution would be to remove the
incentive to take correlated risk in the first place by removing implicit
guarantees.’” However, given the significant economic and social costs

302.  See infra Table 2.
303. See Deniz Anginer & Asli Demirgiic-Kunt, Bank Runs and Moral Hazard: A
Review of Deposit Insurance, in THE OXFORD HANDBOOK OF BANKING (3d eds., 2020).
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associated with bank failures, this is not always a feasible policy option.’*

Another policy approach is to have banks internalize the negative

externalities associated with systemic risk taking through regulations and

targeted taxation. This has been the approach taken by legislators and

policymakers in the aftermath of the global financial crisis.

Key regulatory changes include more stringent capital and liquidity
rules, with added capital surcharges for banks considered systemically
important.’*> Additionally, a new resolution framework for bank holding
companies has been established, alongside mandates for systemically
important banks to maintain bail-in debt.’® These efforts are
complemented by improved oversight of banks’ risk management and
reporting practices, which include conducting periodic stress tests to
ensure banks possess adequate capital to cover potential losses.*"’

As part of the enhanced supervision, Section 956 of Dodd-Frank Act
allows regulators to issue rules requiring banks to disclose executive
compensation structures that can lead to excessive risk taking. In this
Article, we highlight the importance of executive compensation contracts
not only for absolute level of risk in individual banks, but also for its
correlation to risk taking behavior of banks which is more important from
a macro-prudential regulatory perspective. In particular, we highlight the
importance of inclusion of RPEs in executive compensation contracts
which results in lower correlated risk taking incentives for bank
executives.

304. Seeid.
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APPENDIX

TABLE 1: VARIABLE DEFINITIONS

This table lists and describes the variables used in the analyses.

DRPE A dummy variable indicating whether a firm uses RPEs for executives’
compensation

RPEpct The percentage of the compensation of the CEO tied to RPEs

MES Marginal expected shortfall, i.e., the average return of a firm given the
market is in the worst scenario

Dbeta Downside beta, computed as the covariation between asset returns and
market returns, divided by the variance of market returns conditional on
market returns less than the median market return

Size Natural logarithm of total assets

BM The ratio of book value to market value

N board Number of board members

Indpct_ind

The percent of independent directors in the board
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TABLE 2: SUMMARY STATISTICS

This table reports the number of observations, average, standard
deviation, 25th percentile, median, 75th percentile of the variables used
in the analyses. The variables are defined in Table 1.3 Panels A and B
report the summary statistics of non-financial firms and financial firms,

respectively.
Panel A: Non-financial firms

Variables Obs Avg Std P25 P50 P75

D RPE 9848 0.34 0.47 0.00 0.00 1.00

CEORPEpct 9848 0.11 0.19 0.00 0.00 0.19

MES 9013 -0.03 0.02 -0.04 -0.03 -0.02

Dbeta 8479 0.61 0.30 0.48 0.69 0.79

Size 9848 8.36 1.43 7.48 8.32 9.26

BM 9848 0.52 0.41 0.25 0.41 0.68

N board 9474 8.94 2.72 7.00 9.00 11.0

Indpct ind 9474 0.92 0.12 0.88 1.00 1.00

Panel B: Financial firms

Variables Obs Avg Std P25 P50 P75
D RPE 1753 0.32 0.47 0.00 0.00 1.00
CEORPEpc 1753 0.11 0.21 0.00 0.00 0.18
MES 1753 -0.04 0.03 -0.05 -0.03 -0.02
Dbeta 1549 0.73 0.37 0.48 0.69 0.95
Size 1753 9.78 1.85 8.75 9.71 10.88
BM 1753 0.81 0.53 0.45 0.72 1.03
N board 1618 10.65 3.62 8.00 10.00 13.00
Indpct ind 1618 0.88 0.12 0.80 091 1.00

308.  See supra Table 1.




2024] WHY DO BANKS FAIL TOGETHER? 555

TABLE 3: DIFFERENCE IN RPE ADOPTION

This table presents the difference in RPE adoption between financial
firms and non-financial firms. Model (1) presents the difference in the
firm’s decision of adopting RPEs or not between financial firms and non-
financial firms. Model (2) examines whether large financial firms> RPE
adoption is different from other financial firms and non-financial firms.
Model (3) reports the difference in the percentage of the CEO
compensation tied to RPEs between financial firms and non-financial
firms. Model (4) further examines whether this percentage is different for
large financial firms. The variables are defined in Table 1. Standard errors
are in parentheses below their coefficient estimates and are adjusted for
heteroscedasticity. ***, ** and * indicate statistical significance at the
1%, 5%, and 10% two-tailed levels, respectively.

€)) 2 3) “)
VARIABLES DRPE DRPE RPEpct RPEpct
Dfin -0.805%** 1.260* -0.050%** 0.097**
(0.160) (0.746) (0.012) (0.048)
Size 0.300%** 0.349%** 0.023%** 0.027%**
(0.040) (0.044) (0.003) (0.003)
Dfin*Size -0.210%%* -0.015%**
(0.078) (0.006)
BM 0.264%** 0.268%** 0.008 0.009
(0.096) (0.095) (0.007) (0.007)
N board 0.132%** 0.131%** 0.009*** 0.009***
(0.018) (0.018) (0.001) (0.001)
Indpct ind 1.607*** 1.660*** 0.089%** 0.092%**
0.411) 0.411) (0.027) (0.027)
Constant -6.621%** -7.073%** -0.247%** -0.280%**
(0.499) (0.520) (0.033) (0.034)
Observations 11,093 11,093 11,093 11,093
(Pseudo)
R-squared 0.119 0.121 0.116 0.119
FE Year Year Year Year
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TABLE 4: THE IMPACT OF SYSTEMIC RISK ON THE ADOPTION OF RPES

This table presents the difference in the impact of systemic risk on
RPE adoption between financial firms and non-financial firms. Models
(1)-(3) examine this difference in the firm’s use of RPEs to award
executives, where systemic risk is approximated by MES, Dbeta, and
SRISK, respectively. Models (4)-(5) examine the difference in the
percentage of the CEO compensation tied to RPEs, where systemic risk
is approximated by MES, Dbeta, and SRISK, respectively. The variables
are defined in Table 1. Standard errors are in parentheses below their
coefficient estimates and are adjusted for heteroscedasticity. ***, ** and
* indicate statistical significance at the 1%, 5%, and 10% two-tailed
levels, respectively.
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€)) @) 3) “)
VARIABLES DRPE DRPE RPEpct RPEpct
Dfin -0.5697*** | 0.0021 -0.0285* 0.0199
(0.1809) (0.2161) (0.0151) (0.0216)
MES 0.5158 0.2684
(3.4362) (0.2485)
Dfin*MES 6.7521** 0.4888**
(3.0991) (0.2179)
Dbeta 0.1197 0.0014
(0.1518) (0.0119)
Dfin*Dbeta -0.6628** -0.0522%*
(0.2678) (0.0231)
Size 1 0.3444*** | (,3]173*** 0.0244*** 0.0248%**
(0.0418) (0.0414) (0.0029) (0.0031)
BM .1 0.2240*** | 0.1325 0.0100 0.0003
(0.0861) (0.0810) (0.0062) (0.0063)
N_board . 0.1284*** | 0.1176*** 0.0088*** 0.0086***
(0.0194) (0.0191) (0.0014) (0.0015)
Indpct ind (. 1.9014%** 1.5340%** 0.1144%*** 0.0929%***
(0.4631) (0.4381) (0.0284) (0.0307)
Constant =7.2652%*% | _6.4734%** -0.3166*** -0.2975%**
(0.5517) (0.5353) (0.0344) (0.0374)
Observations 10,258 9,671 10,258 9,671
R-squared 0.127 0.1087 0.1281 0.1102
FE Year Year Year Year
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TABLE 5: THE IMPACT OF RPE ADOPTION ON SYSTEMIC RISK

This table presents the difference in the impact of RPE adoption on
systemic risk between financial firms and non-financial firms. Models (1)
and (2) report the regression results of MES on RPE adoption dummy and
the percentage of CEO compensation tied to RPEs, respectively. Models
(3) and (4) report the regression results of Dbeta on RPE adoption dummy
and the percentage of CEO compensation tied to RPEs, respectively. The
variables are defined in Table 1. Standard errors are in parentheses below
their coefficient estimates and are adjusted for heteroscedasticity. ***, **
and * indicate statistical significance at the 1%, 5%, and 10% two-tailed
levels, respectively.
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(€)) 2) A3) “4)
VARIABLES MES MES Dbeta Dbeta
DRPE ¢ 0.0038%** -0.0168***
(0.0004) (0.0064)
DRPE*Dfin 0.0026** -0.0276*
(0.0012) (0.0148)
RPEpct . 0.0067*** -0.0316*
(0.0012) (0.0161)
RPEpct . *Dfin 0.0025 -0.0630*
(0.0033) (0.0366)
MES.; 0.3208*** (0.3228***
(0.0080) (0.0080)
Dbeta .| 0.2549%** | (.2638***
(0.0171) (0.0182)
Dfin -0.0028*** -0.0024*** 0.0547*** | 0.0619***
(0.0008) (0.0007) (0.0108) (0.0104)
Size . 0.0000 0.0001 0.0098*** | 0.0106***
(0.0001) (0.0001) (0.0024) (0.0024)
BM -0.0030*** -0.0029%** 0.0481*** | (.0559%**
(0.0005) (0.0006) (0.0067) (0.0070)
N _board . -0.0001 -0.0000 0.0014 0.0012
(0.0001) (0.0001) (0.0012) (0.0012)
Indpct ind ¢ 0.0026 0.0033* 0.0430* 0.0289
(0.0019) (0.0019) (0.0246) (0.0260)
Beta -0.0064*** -0.0063*** 0.2198%** | (.228]***
(0.0005) (0.0005) (0.0118) (0.0124)
Constant -0.0165%** -0.0181*** 0.0611%* 0.0476
(0.0022) (0.0022) (0.0299) (0.0322)
Observations 8,717 8,715 9,638 9,432
R-squared 0.2108 0.2061 0.3392 0.3424
FE Year Year Year Year




