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Executive Compensation and Risk Taking June 6, 2010 Patrick Bolton, Hamid Mehran, Joel Shapiro The financial crisis has drawn renewed attention to the issue of incentives in the financial industry. Have traders, loan officers, risk managers or bank CEOs and directors had inadequate financial incentives to identify and reduce their exposure to risk? Have they been excessively rewarded for luck when times were good, and have their financial incentives been structured so that they could avoid exposure to their firm’s losses when times were bad? The basis for stock-based compensation and the remuneration of CEOs through stock-options is the idea that the stock price is an objective measure of the CEO’s performance, and that the CEO’s objectives can be aligned with shareholders’ by giving CEOs “skin in the game” through stock-price sensitive pay. As much as this justification for stock-based compensation may apply to non-financial firms with low leverage, it is not appropriate for banks and other financial institutions for two fundamental reasons. First, banks are highly levered institutions, with leverage ratios that often exceed 90%. Second, banks are regulated entities that can rely on both explicit and implicit guarantees on their debt. For both these reasons we should expect bank CEOs and their shareholders to favor excessive risk-taking. Indeed, owners of common stock in a highly levered institution that consequently faces a significant risk of going bankrupt effectively own a call option that is in-the-money when the bank is solvent and out-of-the money when it goes bust. As is well known, the value of a call option is increasing in the volatility of the underlying stock price. This is why other things equal, shareholders in highly levered institutions generally favor excessive risk-taking, especially when the bank approaches financial distress. Of course, if bank bondholders and other creditors anticipate the greater risks being taken by the bank this ought to be reflected in the cost of debt, so that shareholders could well lose in the end from the greater risk exposure by paying a high cost of debt. This is why shareholders of highly levered institutions would benefit by being able to commit not to take excessive risks.



However, such commitments are difficult to make and enforce in practice, as a bank’s risk-exposure at any moment in time is not easy to observe. The Federal Reserve’s stress test conducted in the spring of 2009 has amply demonstrated investors’ lack of knowledge of banks’ exposures to various risky asset classes. Moreover, given the implicit and explicit guarantees on bank debt, excess risk-taking may not be fully reflected in the price of bank debt, so that even if bank shareholders could commit not to take excessive risk they may not want to. To redress this problem of excess risk-taking incentives in highly levered financial institutions we propose tying CEO remuneration to the bank’s CDS spread, which provides a market measure of the risks the bank is exposed to. A high, and increasing, CDS spread would then translate into a lower cash bonus, and vice versa. Alternatively, for those banks that do not have a liquid CDS market, the cash bonus could also be tied to the firm’s borrowing cost such as the debt spread. However, the CDS spread is the closest analogue to the stock price – it is a market price of credit risk. By tying CEO deferred compensation directly to the bank’s own CDS spread, bank executives would have a direct financial exposure to the bank’s underlying risk and could thus be induced to reduce risk that is not enterprise-value enhancing. To underscore the likely effects of linking compensation to CDS spreads on risktaking incentives, we provide supporting evidence that increased CEO financial exposure to underlying bank risk does indeed reduce risk-taking and is reflected in lower CDS spreads. We exploit greater disclosure requirements by the S.E.C. for CEO pay in 2007 with respect to both deferred compensation and executive pension grants to compute the fraction of CEO pay that is at risk if the bank fails. That is, we calculate the fraction of the executive’s pay that is at risk in the event of a bankruptcy that may occur before the deferred compensation and pension payments are due. We find that the higher is this fraction the more the bank’s CDS spread decreases. Thus, as expected, the market believes that CEOs that stand to lose more financially in the event of the bank’s failure take lower risks. Concretely, how should bank CEO compensation be tied to CDS spreads in practice? At a minimum, bank regulators could simply recommend that bank compensation committees study ways in which compensation could be tied to the bank’s



CDS spread. The simplest way may be to require that CEOs write a given amount of CDS (or buy swaps written by other insurers) for the duration of their employment contract. Alternatively and more efficiently, using money set aside by the bank, their deferred bonuses may be reduced under a pre-specified formula as the bank’s CDS spread deviates from the average bank spread: bonuses would be increased if the spread is below average and increased if it is above average. Another direction could be to include a CDS exposure requirement as a bond covenant and to link the presence of such an exposure to the credit rating of the bank. Finally, to the extent that shareholders also benefit from such a commitment to reduced risk-taking they may pressure the compensation committee to introduce CDS spread exposure into the CEO compensation contract.
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