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Abstract

This paper proposes a new regulatory approach that implements capital requirements contingent on
executive incentive schemes. We argue that excessive risk-taking in the financial sector originates from
the shareholder moral hazard created by government guarantees rather than from corporate governance
failures within banks. The idea behind the proposed regulatory approach is thus that the more the
compensation structure decouples the interests of bank managers from those of shareholders by curbing
risk-taking incentives, the higher the leverage the bank is permitted to take on. Consequently, the
risk-shifting incentives caused by government guarantees and the risk-mitigating incentives created
by the compensation structure offset each other such that the manager chooses the socially efficient

investment policy.
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1 Introduction

In response to the 2008-2009 financial crisis that exposed the excessive risk-taking of banks, legislators
have sought to curb risk-taking incentives in the financial sector. Since the risky investment behavior of
many financial institutions can often be directly linked to the compensation schemes of their managers
(e.g., Bear Stearns, Lehman, UBS, Citigroup, Merrill Lynch, and AIG)!, it has been argued that cor-
porate governance failures within banks were a primary cause of the financial crisis. Following this line
of argument, aligning executive pay arrangements with the interests of banks’ shareholders may limit

excessive risk-taking (e.g., by introducing say-on-pay rules).

However, shareholders of financial institutions may have strong risk-shifting incentives due to ex-
plicit and implicit government guarantees. Hence, shareholder empowerment aggravates the excessive
risk problem because shareholders will simply pass on their risk-shifting incentives to bank managers.
The regulatory solution to this problem thus far has been the implementation of risk-weighted capital
requirements. In this paper, we propose a new regulatory approach that involves capital requirements
that are contingent on managerial compensation. This approach utilizes the compensation scheme to
drive a wedge between the interests of top management and shareholders, counteracting shareholder

risk-shifting incentives.

Risk-shifting incentives have been widely studied since the seminal work of Jensen and Meckling
(1976). The classical risk-shifting problem between debtholders and shareholders arises when debtholders
are unable to obtain adequate adjustments of risk premiums in case the investment risk increases. This
problem is particularly relevant for banks because of their high leverage and the relative ease with
which they can change the degree of risk of their business activities. This risk-shifting problem between
debtholders and shareholders can be mitigated to some extent by including loan covenants in the debt
contract (Berlin and Mester, 1992; Chava and Roberts, 2008) or by using short-term debt (Calomiris
and Kahn, 1991).

In the case of financial institutions, however, an even more severe risk-shifting problem arises when
governments implicitly or explicitly guarantee part of the banks’ deposits or borrowed funds. Targeted
at preventing panic-based bank runs and interbank contagion, these guarantees limit the downside risk of
debt and, in turn, increase the expected repayment to debtholders. As a result, the incentive of insured
debtholders to monitor bank risk is weakened, and they do not appropriately adjust debt costs for risk.
Consequently, insured debt is comparatively inexpensive, and banks are incentivized to increase their
leverage. The resulting high amount of debt financing, with interest rates that are not appropriately

adjusted for risk, incentivizes banks to invest in very risky assets. Ultimately, this behavior resulting

'For details see Kashyap, Rajan, and Stein (2008), Acharya and Richardson (2009), and Bebchuk, Cohen, and Spamann
(2010).



from the presence of government guarantees increases banks’ default probability. Whereas equityholders
do not bear the expected costs of a bank failure in the form of a higher cost of debt funding ex-ante,
taxpayers have to bear all the costs of bank failures ex-post. Wealth is thereby transferred from society

to equityholders.

This problem justifies regulatory intervention, which so far has been characterized by the imple-
mentation of risk-weighted capital requirements. However, the 2008-2009 financial crisis revealed that
measuring bank asset risk is a difficult task because risk modeling per se has strong limitations (Daniels-
son, 2002, 2008; Hellwig, 2010; Rajan, Seru, and Vig, 2015). In addition, with risk-weighted capital
requirements, banks have an incentive to understate their asset risk (Behn, Haselmann, and Vig, 2014)

and to engage in regulatory capital arbitrage (e.g., Cochrane, 2014).

Hence, various academics have advocated for substantially higher and non-risk-weighted capital re-
quirements in banking (e.g., Admati, Allen, Brealey, Brennan, Boot, Brunnermeier, Cochrane, De Marzo,
Fama, Fishman, et al., 2010; Cochrane, 2014; Admati and Hellwig, 2014), which could potentially reduce
banks’ default probability. However, as long as banks are still allowed to take on debt that is protected
by some sort of government guarantee, these risk-shifting incentives prevail.? Hence, even with higher
and non-risk-weighted capital requirements, shareholders still have an incentive to put incentive schemes

in place that encourage the bank management to take on excessive risk.

To prevent bank shareholders from just passing on their risk-shifting incentives to bank managers,
Bebchuk and Spamann (2010) advocate that monitoring compensation structures should play an impor-
tant role in determining the capital requirements that are appropriate for each financial institution. The
authors argue that this approach improves the overall effectiveness of banking regulation because infor-
mation about pay structures can be used to produce a better fit between capital requirements and the
investment risks posed by individual banks. We present a model that provides a theoretical justification
for this approach. In particular, we show how the excessive risk-taking problem, given explicit or implicit
government guarantees, can be solved by incentive-based capital requirements. Our proposed regulation
stipulates a higher minimum capital requirement for banks that remunerate their management using
a relatively high performance-based wage component and a relatively low fixed payment. Therefore,
when a bank implements a conservative compensation structure, the regulator can allow a (potentially)
riskier capital structure because the risk-shifting incentives induced by government guarantees and high
leverage are offset by the remuneration structure. Banks thus face a trade-off between leverage and the
risk-taking incentives embedded in their executive compensation contract. Hence, a bank that pays its

management only with a fixed wage can be allowed to finance itself mostly with debt. Conversely, a bank

2Since bank debt does provide benefits beyond providing funding for banks (e.g., the information-insensitivity of banks’
debt is valuable for liquidity provision), it is arguably not socially optimal to prohibit banks from taking on at least a
moderate level of debt. See, for example, Gorton, Lewellen, and Metrick (2012), Krishnamurthy and Vissing-Jorgensen
(2013), Myerson (2014), and Admati and Hellwig (2015).



that pays management solely performance-based has to be purely equity financed, which corresponds to

the regulatory approach proposed by Cochrane (2014).

2 Related Literature

Designing CEO contracts to establish optimal investment risk decisions is a subject that has gained an
increased amount of attention since the 2008-2009 financial crisis. Early work by John and John (1993)
shows that compensation schemes can be used to correct distorted risk-taking incentives. The theoretical
analysis provided by John, Saunders, and Senbet (2000) proposes a regulatory approach in which the
deposit insurance premium scheme incorporates incentive features of top management compensation.
Edmans and Liu (2011) show that a wage scheme that is also based on debt components can improve
effort as well as deter risk-shifting. A recent paper by Bolton, Mehran, and Shapiro (2015) proposes the
inclusion of CDS spreads in the incentive scheme to mitigate the risk-shifting problem. Thanassoulis
(2012) and Hakenes and Schnabel (2014) develop theoretical arguments for caps on bankers’ bonuses.
Similar to our paper, Thanassoulis and Tanaka (2015) acknowledge the importance of the excessive
risk-taking incentives of bank shareholders that are due to the moral hazard created by government
guarantees. The authors conclude that with existing regulatory approaches, bank shareholders are still
able to pass on their risk-shifting incentives to bank management. Therefore, to eliminate the moral
hazard problem created by government guarantees, the authors argue for malus and clawback clauses in

manager compensation.

Various papers have empirically investigated the relations between shareholder power, CEO com-
pensation, insured debt, and banks’ risk-taking decisions. Chesney, Stromberg, and Wagner (2010) find
evidence suggesting that higher risk-taking incentives for managers of U.S. financial institutions were
significantly positively associated with write-downs during the crisis. Cheng, Hong, and Scheinkman
(2015) also show that there is a correlation between compensation structures and risk-taking. Further-
more, Fahlenbrach and Stulz (2011) find evidence that banks with CEOs whose incentives were better
aligned with shareholder interests performed worse during the crisis, on average. Laeven and Levine
(2009) show that high shareholder power within a bank’s corporate governance structure translates into
greater risk-taking by the bank. Moreover, the authors show that an increase in shareholder power is
associated with a rise in risk in response to tougher regulation and more access to deposit insurance.
Westman (2010) confirms these results. An empirical study by Gropp and Koehler (2010) finds that
shareholder-controlled banks behave in a riskier fashion and obtain more government assistance than
manager-controlled banks. The results of Adams (2012) suggest the same: The study shows that banks
that had higher performance pay for CEOs prior to the 2008-2009 financial crisis were more likely to

receive government support. Likewise, using a new management insulation index, Ferreira, Kershaw,



Kirchmaier, and Schuster (2016) show that banks in which managers were more insulated from share-
holders before the recent financial crisis were less likely to be bailed out during the crisis. Taken together,
the empirical evidence confirms our paper’s conjectures by showing that insured debt induces excessive
risk-taking by banks and that close alignment of shareholder and manager interests aggravates the risk-

shifting problem.

3 Model setup

To study risk-shifting incentives in a model with an endogenous capital structure choice, we build on
Inderst and Mueller (2008) and consider an economy that consists of three dates, t = 0, 1,2, and three
risk-neutral parties: bank shareholders, creditors, and the bank manager. The bank is protected by
limited liability and has access to two investment possibilities, a risky investment opportunity and a safe
one. Both investments require a fixed capital outlay of k. The bank manager decides on the bank’s
investments as well as its capital structure and acts on her own behalf. The timing of the model is

depicted in Fig. 1.

At t = 0, the external claims are issued. The bank’s sources of capital are equity (e) provided by the
shareholders and debt (d) that is at least partially insured by the government, yielding total funds of
K = e+d. We assume that all investors have the opportunity cost of capital 7.3 The debt claims mature
at t = 2. The face value of debt is denoted by D = d(1 + r4), with r4 being the respective interest rate.

Since all of the bank’s investment opportunities require a capital outlay k, we specify that K = k.

t=0 t=1 t=2

I ] ]

I T 1
Wage contract is established Manager observes investment risk Cash flows are realized
External claims are issued Manager decides on investment

Figure 1: Timing of the model

The bank’s investment possibilities materialize at ¢t = 1. The success probability of the risky invest-
ment opportunity depends on the investment’s quality, which is given by ¢ € @ = [0, 1]. With probability
g, the risky investment generates a positive return of Ry, and with probability (1 — ¢), the risky invest-
ment fails, in which case its return is zero. Instead of investing in the risky investment, the bank can
choose a safe investment opportunity that always yields the return R;, < Ry.* At t = 2, the cash flows

from the investment made at ¢ = 1 are realized.

In the case where the bank invested in the risky investment and it turns out to be a failure, we assume

that the government steps in with probability IpS € [0, 1] and repays the bank’s creditors, where Ip is an

3We relax this assumption in the online appendix, where we analyze the case in which equity has a higher opportunity
cost than debt financing.
4R, is assumed to be sufficiently high that the bank is able to repay its debt liabilities when it invests in the safe asset.



indicator function that is equal to one if D < D and zero otherwise. That is, to limit the bank’s incentive
to increase its leverage, we assume that if the bank increases its debt liabilities beyond the threshold D,
it becomes “too-big-to-save” (i.e., the government does not have the financial means to bail out the bank
if it defaults) and is thus no longer protected by government guarantees.® We assume that D < k, such
that the bank cannot finance its investments solely with debt without becoming “too-big-to-save”. The
parameter § € [0, 1] can be thought of as the agents’ belief about the extent of the government insurance

coverage (i.e., bailout probability).

Before deciding between the two investment possibilities, the manager receives a signal s € ¥ = [0, 1]
about the quality of the risky investment opportunity through a screening procedure. For the screening
procedure, we follow Inderst and Mueller (2006) and assume that the investment opportunity with quality
q generates a signal s according to the distribution function F(s), which is assumed to be absolutely
continuous in s. The family of density functions f,(s) is positive and continuous in s, and it satisfies the
Monotone Likelihood Ratio Property (MLRP); that is, the ratio fy, (s)/fg,(s) is strictly increasing in s

for all g1 > qo.

The prior that the investment quality is of type ¢ is denoted by m(q). Therefore, it follows from

Bayes’ theorem that the posterior beliefs about the investment quality given the signal s are

m(q) fq ()

" Trw .

which, due to the properties of f,(s), also satisfy the MLRP. Therefore, a high s is good news because
in this case, more probability mass is on the quality of the risky investment being high. Furthermore,
to ensure that there exists a signal s € (0,1) for which the expected returns of the risky and the safe
investments are the same, we assume that for s = 1 the risky asset’s expected return is higher than the

safe asset’s expected return and vice versa for s = 0.

The manager then decides between the risky and riskless asset based on her private observation of s
at t = 1 and her wage contract. Since the signal about the investment quality is the manager’s private
information, it is not possible to write a contract contingent on the quality signal s. However, the relevant
parties know the distribution of s and observe the realized investment return at ¢ = 2. Therefore, the
bank can offer the manager a state-contingent wage contract, but the contract cannot be made contingent
on the signal about the quality of the risky investment. The state-contingent wage payments at ¢t = 2
are denoted as follows. In the case where the manager chooses the risky investment and it is successful,
the wage payment is denoted by Sy, and the payment if the risky investment fails is Sr. Furthermore,

the payment in the case where the manager decides to invest in the safe asset is denoted by Sy. Finally,

5This assumption can be motivated with the findings of Demirgiic-Kunt and Huizinga (2013), who provide empirical
evidence that banks can become “too-big-to-save”. In particular, the authors show that a country’s public finances impose
limits on the generosity of the financial safety net and that these limits are reflected in bank valuation and CDS spreads.



any payment at t = 0 is denoted by Sy.

We start by determining the socially efficient investment decision, which we then use as a reference
point for our analysis. From a social welfare perspective, it is efficient to always invest in the risky
asset when, after having received the signal about the asset’s quality, its expected return is higher than
the safe asset’s return. Therefore, we must determine the range of the signal s about the investment
quality for which the risky investment has a higher expected return than the safe investment and should
hence be selected over the safe investment opportunity. Thus, it is socially efficient to invest in the risky
investment opportunity when s > s, and to reject it if s < sg, where sg. is the investment quality at

which the two investments have the same expected return:

/W(qlsse)qRqu = Ry, (2)

which, by using Eq. (1), can also be written as

/ (@) fy(5s0) [aRut — Ri) dg = 0. 3)

As in John and John (1993), we define an investment policy of investing in the risky investment oppor-
tunity for all s > § as investment policy 5. As expected, the range of the signal s for which it is optimal
to choose the risky investment increases with the high return of the risky asset Ry and decreases with

the return of the safe asset Ry. This yields the following lemma.

Lemma 1 The critical threshold sse depends positively on the return of the safe asset Ry and negatively

on the high return of the risky asset Ry .

Proof. Proof See the Appendix. mWith the socially efficient investment policy sse, the expected return

from the two investment opportunities at ¢ = 0 is:

Ve = [+ [ ohatndsda + [ w(a) [ (o) Rudsda — k(1 +1

= /Tr(q) (1 — Fy(sse)) qRudg + /W(q)Fq(sse)Rqu — k(1 +7r). (4)

The first term of Eq. (4) consists of the probability that the risky investment is chosen at ¢ = 1, which is
the case if s > s, multiplied by the expected cash flow for the risky investment. The second term is the
probability that the safe investment is chosen times the safe asset’s cash flow. The last term represents

the opportunity cost of capital.



4 Capital structure and investment decisions without regulation

In this section, we characterize the optimal capital structure and investment choices for the case where
the government does not introduce any regulation. We solve the shareholders’ optimization problem
using backward induction. That is, we first determine the manager’s optimal investment policy at t = 1
and then solve for the optimal wage contract at ¢ = 0. Regarding the investment decision at ¢t = 1,
the manager optimally invests in the risky investment opportunity whenever s > s,,, where the cut-off

investment policy s,, solves

/¥wqwm>MSH+—0~—@5%MM::SL. (5)

The left-hand side of Eq. (5) represents the expected wage payment in the case where the manager
chooses the risky investment, and the right-hand side is the remuneration for the case where the safe

investment is chosen. Using Eq. (1), Eq. (5) can be rearranged to

/ (@) fulsm) (4S5 + (1 = q)S — S dg = 0. (6)

Using the same argument as in the proof of Lemma 1, we can infer from Eq. (6) that the investment
policy s, decreases with Sy and Sg and increases with Sy. Naturally, if the remuneration in states where
the risky (safe) assets was chosen is increased, the investment policy becomes riskier (safer) because it

is more likely that the manager will choose the risky (safe) investment opportunity.

Next, we have to determine the wage contract that maximizes the shareholders’ expected return on

equity at t = 0, which, after incorporating the manager’s wage and her investment policy, becomes

Vo = [ #l0) (1= Fyfsm)) alBas — D~ Sulda

+ /W(q)Fq(sm) [R, — D — S]ldg —e(1+1)— Sp. (7)

The first term represents the cash flow in the case where the risky investment was chosen and is successful.
The second term represents the cash flow for the case where the manager invests in the safe asset, and

the third term is the opportunity cost of equity.

The manager is free to accept or reject the wage contract offered by the bank. Therefore, to attract
a manager, the bank must promise the manager an expected payment equal to or above her reservation

value V,,. We assume that Vi, > V., > 0, such that it is always possible for the bank to hire a manager.



The participation constraint of the manager thus becomes

/W(Q) (1= Fy(sm)) [a¢Su + (1 — q)Sr] dq + /W(Q)Fq(sm)Squ + S0 >V, (8)

Furthermore, to attract debt from creditors, their participation constraint must be satisfied:

/W(q) (1= Fy(sm)) [¢D + (1 — q)IpBD]dq + /W(Q)Fq(sm)qu >d(1+r). 9)

Again, the first term is the value of the debt claim in the case where the risky investment was chosen,
successfully or not. If the risky investment fails and the bank’s liabilities are below or equal to D, the
government bails out the bank and repays the creditors with probability 5. The second term states the

creditors’ claims for the case where the manager invests in the safe asset. Solving Eq. (9) for r4 yields

(1+7)
J (@) (L= Fy(sm)) [g+ (1 — q)IpBldq + [ (q) Fy(sm)dq

rq =

—1>mr, (10)

as D = d(1+rg). Because the denominator on the right-hand side is smaller than one, it directly follows
that rq > r. Eq. (10) implies that the creditors’ interest rate r4 decreases with the repayment probability
(which is in the denominator) and the bank’s bailout probability 5. Constraint (9) needs to be binding
in the optimum since the shareholders have the bargaining power and they could otherwise extract more
profits by lowering the interest rate r4. Plugging the binding constraints from Eq. (8) and Eq. (9) into

Eq. (7) yields for the shareholders’ expected return on equity at ¢t = 0, after rearranging,

Vo= [ #(0) (1= Fyfsn)) laRa + (1~ )LD dg

+ [ 7@ Fyom) Ruda k(14 1) = V. (11)

Since the shareholders are the residual claimants, they maximize their expected return by maximizing
the sum of the expected investment returns and the value of the implicit government bailout guarantee.
This also directly follows from the expression in Eq. (11). As shown by Eq. (6), when optimizing the
compensation structure at ¢ = 0, the shareholders have to take into account that the compensation
scheme influences the investment policy at ¢ = 1 and, in turn, their expected return on equity. It is
straightforward to show that the shareholders can maximize their expected return on equity by aligning
the manager’s incentives with their own incentives, that is, by paying the manager a stake o* of their

expected investment returns. This yields the following proposition.

Proposition 2 Without requlation, the bank shareholders can maximize their expected return by offering



the manager the compensation scheme W* =[S}, Sk, ST, S5] with
Sy =a"(Ry — IppD), S =0, S} =a* (R — IpBD), S;g = —a* (k(1 +7r) — IppD), (12)

where a* is given by

y
e M 13
0" = g (13)

With the compensation scheme W*, the manager’s expected compensation becomes Vi = o*(V} + V)
and she chooses D* = D. Moreover, the contract implements the shareholders’ optimal investment policy

att =1, s*, which is given by

/ 7(9)fo(s%) [¢Ru + (1 — q)5D — Ry) dg = 0. (14)

Hence, the compensation scheme W* maximizes the shareholders’ expected return on equity to
Ve = /W(Q) (1 - Fy(s")) [¢Ru + (1 — q)8D] dq + /W(Q)Fq<3*)Rqu —k(l+7)=V,,. (15

Proof. Proof See the Appendix. mHence, without any regulation, the bank shareholders offer the
manager a stake a* of their expected investment returns, and thus, the manager’s remuneration is
performance-based. With this compensation scheme, the manager implements the investment policy s*.
By comparing Eq. (3) and Eq. (14) and because 7(q|s) satisfies the MLRP, it immediately follows that
s§* < Sge. Therefore, the shareholders incentivize the manager to choose a riskier investment policy than
the socially efficient one. Furthermore, it follows that the threshold s* decreases with the face value of
debt, and thus, the investment policy becomes riskier if the leverage increases (due to the same argument
as in the proof of Lemma 1). This behavior can be explained by the classical risk-shifting problem. Due
to public bailout guarantees, the creditors do not demand an interest rate that fully reflects the risk
of their investment. Hence, by choosing a riskier investment policy than the socially efficient one, the
shareholders can increase their expected return on equity to the detriment of society. Therefore, as

expected, the shareholders simply pass on their risk-shifting incentives to the bank management.

5 Incentive-based capital requirements

In this section, we show that incentive-based capital requirements are able to avert the risk-shifting
problem and thus are able to implement the socially efficient investment policy. The proposed regulation

stipulates that the bank can decrease its minimum capital requirement by adding a fixed wage payment



S to the manager’s compensation in all success states in addition to the performance-based stake o that

the bank offers the manager in the case without regulation (i.e., adding S to Sy and Sp).

In the following, we first analyze the manager’s behavior in the case where the bank decides to add
the payment S to the manager’s wage scheme. In a second step, we then show that the socially efficient
investment policy can be implemented with a capital requirement that is contingent on the composition
of the compensation. We solve the manager’s optimization problem by backward induction, given the
compensation scheme (a, S) in place. At ¢t = 1, the manager decides to invest in the risky investment

opportunity whenever the success probability s is greater than or equal to s,,, where s,, solves
[ #alsm)als + alfu ~ 1BD) dg = 5 + a(Ry ~ In3D). (16)

The left-hand side of the equation represents the expected wage payment in the case where the manager
chooses the risky investment, and the right-hand side is the remuneration in the case where the safe

investment is chosen. Using Eq. (1), Eq. (16) can be rearranged to

/ 7(0)f4(sm) [qaRar + (1 — Q)alpBD — aRy — (1 — )] dg = 0. (17)

As shown in Eq. (17), the investment decision at ¢t = 1 is influenced by the capital structure decision
at t = 0 and by the compensation structure («,S). In particular, by using the same argument as in
the proof of Lemma 1, Eq. (17) shows that an increase in S leads to an increase in s,,, whereas an
increase in the performance-based wage component « leads to a decrease in s,,. Therefore, a higher
performance-based remuneration (i.e., higher «) incentivizes the manager to choose a riskier investment
policy, and raising S reduces the manager’s risk-taking incentives so that the manager chooses a less
risky investment policy. Furthermore, the threshold s,, decreases with the face value of debt, and thus,

the investment policy becomes riskier if the leverage increases.

Based on this mechanism, the underlying idea behind the new regulatory approach proposed in this
paper is that the manager’s compensation scheme can be used by the regulator to counteract the risk-
shifting incentives caused by government guarantees. In particular, the more the compensation structure
decouples bank managers’ interests from those of shareholders by curbing risk-taking incentives (i.e., the

higher S relative to «), the higher the leverage a bank is permitted to take on.

Next, we show that by making capital requirements contingent on the pay structure, the socially
efficient investment policy can be implemented. To implement this investment policy, the regulator has

to ensure that the manager’s investment policy in Eq. (17) equals the socially efficient policy from Eq.

10



(3). A comparison of Eq. (17) and Eq. (3) shows that the regulatory requirement
DgDT:—ﬁ@eZe’":k—i (18)

ensures that the bank’s investment policy can never be riskier than the socially efficient investment policy.
Note that the right-hand expression (i.e., the incentive-based equity requirements) follows from the left-
hand expression due to k = e+d. If this regulation binds (i.e., D = D"), the manager’s investment policy
and the socially efficient investment policy coincide. From Condition (18), it follows that the compulsory
level of equity decreases with the fixed wage S and increases with the performance-based component «

and the bailout probability 5.

In the following, we show that the bank will always set the wage structure such that the incentive-
based capital requirements bind, implying that the regulation always implements the socially efficient

investment policy sse. With the proposed regulation, the manager’s expected wage becomes

Vo = [ 7@ (1= Fy(sm)alS + (R — 18D dg
N /w(q)Fq(sm) S+ a(Ry, — IpBDY] g — a (k(1 + 1) — IpBD).
- / 7(g) (1 — Fy(sm)) [45 + alqRy + (1 — q)IpBD)] dg

+ /W(q)Fq(sm) [S+ aRp)dg — ak(l+r). (19)

Taking the derivative of V,,, with respect to D yields

ToP<D) = [ #@) (1= Fysn)) (1~ gasds

~ [ F@futsmolaoRy + (1 =)D ki~ (1~ 9)S]da- Tnso (@)
oV —
5p P>D) = 0 o)

Hence, because V,,(D = D) > V,,(D > D), the manager always chooses D* = min{D, D"}. At t = 0,
the bank shareholders choose the compensation structure («, S) that maximizes their expected return on
equity. With the proposed regulation and the manager’s capital structure choice (i.e., D* = min{D, D"}),

the shareholders’ expected return on equity becomes®

v, — / 7(g) (1 — Fy(sm)) [¢R + (1 — ) min{D, D'}] dg

+ [ @) Fyfom) Rudg — k(14 1) = V. (22)

5Tn this expression, we have also already incorporated the manager’s and the creditor’s binding participation constraints.
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It is straightforward to show that it cannot be optimal to set the compensation scheme such that D" =
S/(afB) > D because this does not increase the value of the implicit bailout guarantee but incentivizes

the manager to implement a too conservative investment policy, that is, S, > Sse.”

Hence, the optimal wage scheme always requires D" = S/(a) < D, in which case the manager
chooses D* = D" = S/(a3), implying that the regulatory requirement from Eq. (18) is binding. Plugging
the binding constraint from Eq. (18) into Eq. (17) shows that, with this regulatory requirement, the

investment policy of the manager at ¢ = 0 indeed coincides with the socially efficient investment policy:

/W(q)fq(sm)a [qRy — Rp]dg =0 = s, = Sse. (23)
These findings yield the following proposition.

Proposition 3 The implementation of the incentive-based capital requirements from Eq. (18) induces

the manager to choose the socially efficient investment policy.

Proof. Proof See the Appendix. mWith the incentive-based capital requirements in place, the bank can
alter the permitted leverage level (and, conversely, the minimum equity stake) by setting the compensa-
tion components accordingly. Hence, this regulatory approach allows all kinds of business models. The
economic intuition is as follows. Banks that pay their manager very conservatively (i.e., relatively high
S and relatively low «) and that have a relatively low bailout probability can choose a higher leverage
(i.e., higher amount of insured debt). On the other hand, banks that implement very steep incentives
(i.e., relatively low S and relatively high «) and that have a relatively high bailout probability can only
choose a rather low leverage. Therefore, even in the extreme case where banks choose S = 0, the bank
can still invest in risky projects. However, with S = 0, it has to be purely equity financed, which would

correspond to the approach proposed by Cochrane (2014).

This result is quite intuitive. Implementing a conservative compensation structure (low risk on
the managerial side) enables a (potentially) riskier capital structure because the risk-shifting incentives
induced by government guarantees and high leverage are offset by a remuneration structure that mitigates
risk-taking incentives. On the other hand, in the case where the bank implements a compensation
structure that provides incentives for risky investment behavior, the bank is forced to choose a low-
risk capital structure. However, for the proposed approach to be effective, the regulator must be able
to gather information about the manager’s compensation structure, which, of course, implies certain

transparency requirements. We discuss these transparency requirements in more detail in Section 6.

A special feature of the proposed incentive-based capital requirements is that the regulator does not

need to be able to measure the bank’s investment risk to implement the socially efficient investment policy.

"See the proof of Proposition 2.
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Instead, the approach utilizes information about the manager’s incentives to draw conclusions about bank
risk and adjust the capital requirements accordingly. Consequently, compared to traditional approaches
such as risk-weighted capital requirements, the need to monitor the adequacy of risk assessments for the
assets of banks is greatly reduced. Incentive-based capital requirements have this feature because they
are a state-contingent regulation; that is, they are able to ex-post state-wise offset the benefits from the
government insurance subsidy. This is in contrast to traditional regulatory approaches, which are not
contingent on the investment outcome and thus rely on determining the investment policy of the bank
ex-ante to adjust the regulatory requirement accordingly (e.g., risk-weighted capital requirements and
deposit insurance premiums). However, as discussed in Section 6, determining the investment policy

ex-ante requires detailed information about the bank’s investment opportunities.

Next, we characterize the optimal manager compensation scheme from the bank shareholders’ per-
spective, given that the incentive-based capital requirements are in place. As shown by Eq. (22), for
all D" < D, V, can be increased by raising S and lowering o (such that the manager’s participation
constraint is still binding), which increases D" until either the constraint (i) D" < D or (ii) S < R, — D"
becomes binding. The first constraint is because D™ > D cannot be optimal (see the proof of Proposition
2), while the second constraint states that the bank has to choose the fixed wage S low enough such that
it is able to pay the manager the amount S when she chooses the safe asset. This yields the following

lemma.

Lemma 4 If constraint (i) is tighter than (ii), the shareholders implement the compensation scheme

\% V. 8D
OZI — ;m77 ik — Lﬁi, (24)
Vse + 8D Ve + 8D
such that the D" = D; if constraint (ii) is tighter, they implement
v R
azzﬁv Sék:H_iLl- (25)
se T 6043«#% iz

In this case, it holds that D™ < D.

Proof. Proof See the Appendix. m

6 Discussion and policy implications

To successfully avoid risk-shifting behavior caused by government guarantees, a regulatory measure
has to meet at least three requirements: (i) effectiveness; it must be able to implement the socially

efficient investment policy, (ii) transparency; the regulator must be able to observe all factors necessary
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to determine the appropriate bank-specific regulatory requirement, and (iii) flexibility; the regulatory
approach must be flexible with regard to changes in these factors. In this section, we first analyze whether

the proposed regulation meets these requirements and then discuss implementation-related issues.

6.1 Effectiveness

Given that the regulator is unable to observe the management’s private information about the investment
opportunities, he has two options to avoid risk-shifting: (i) try to directly impose the socially efficient

incentives or (ii) introduce regulatory benefits/costs to reduce the risk-shifting incentives.

An example for directly implementing the socially efficient incentives is banning insured debt alto-
gether. However, as discussed in the online appendix, this incurs the risk of bank runs and/or interbank
contagion. Furthermore, the regulator could simply impose a compensation scheme that induces the
efficient investment incentives. In this case, the regulator must first determine the socially efficient in-
vestment policy, for which he needs to know investment-related details, that is, Ry and Ry, (please see

the online appendix for a detailed analysis).

An example for mitigating the risk-shifting incentives by introducing regulatory benefits/costs is the
implementation of an insurance premium (e.g., deposit insurance premium, systemic risk tax). As shown
in the online appendix, this option also requires that the regulator be able to quantify investment-specific
parameters (that is, Ry and Ry) because with an insurance fee, the regulator must impose regulatory
costs on the bank ex-ante at ¢ = 0. Therefore, the insurance fee has to be adjusted ex-ante such that it
exactly offsets the bank’s benefits from the government insurance subsidy ex-post. However, the value of
the insurance subsidy depends on the bank’s investment policy, which, in turn, depends on investment

specific parameters.

In contrast, the proposed incentive-based capital requirements have an ex-post effect on the man-
agement’s investment incentives through the wage payment, which is state-contingent. In particular,
the proposed regulation creates an ex-post “cost” for the manager in the event that the bank defaults
because the manager receives her wage payment S only if the bank is successful. This creates an in-
centive to act prudently. Since the compensation is state-contingent, the regulator is able to adjust the
incentive-based capital requirements such that the risk-taking incentives caused by the insurance subsidy
are exactly offset. Therefore, compared to approaches that impose the regulatory benefits/costs ex-ante,
the regulator does not need to predict the investment policy ex-ante and hence does not need to know

investment-specific information. Instead, the regulator must be able to observe the banks’ pay scheme.

14



6.2 Transparency

To successfully implement the proposed incentive-based capital requirements, the regulator must ensure
transparency with regard to the compensation policies. Otherwise, secret arrangements could be made
between the bank and the management to circumvent the regulation. According to O’Donnell and Rodda
(2015), performance-based compensation in large U.S. banks consists of long-term incentives (e.g., shares
and options), which make up 63% of the top management’s total pay, and annual incentives (e.g., cash

bonuses), which make up 22% of total compensation.

The incentives created by existing share and option holdings are easily observable and thus trans-
parent. The incentives created by a CEO’s annual pay can be determined by the regulator if its level
is mainly based on a transparent formulaic approach. O’Donnell and Rodda (2015) report that 50% of
banks use a formulaic approach to determine the annual performance-based payment, while 40% use a
combination of formula and discretion, and only 10% of banks use a fully discretionary approach. Since
90% of banks are using a formulaic approach anyway, it does not seem overly restrictive to introduce
a regulation requiring all banks to base a high fraction of the performance-based compensation on a
transparent formulaic approach. This transparency requirement would allow regulators to appropriately
adjust the incentive-based capital requirements. Arguably, there can also be a discretionary component,

as long as the compensation arising from the formulaic approach dominates.

In response to the 2008-2009 financial crisis, regulators around the world are pushing for exactly these
types of transparency requirements with regard to the compensation arrangements for bank managers.
These efforts are highly complementary to the proposed incentive-based capital requirements. According
to the “Principles for Sound Compensation Practices” published by the Financial Stability Board (FSB),
banks should be required to disclose the process used to determine the bank’s compensation policy, the
criteria used for performance and risk measurement, the pay-performance link, and the parameters used
to allocate cash versus other forms of compensation. Many financial services regulators have taken
steps to implement regulations based on the FSB Principles. For example, the U.S. passed the Dodd
Frank Act, and the European Union introduced the “Compensation Capital Requirements Directive”
(CRD)3, which are both largely consistent with the principles proposed by the FSB. Similar regulatory

requirements were also introduced in the main financial centers in Asia.”

Furthermore, the regulator has to ensure that the management compensation is appropriately ad-

justed for the actual investment outcome, which takes some time to become apparent. One way to

8The CRD disclosure regulations go even beyond the FSB principles. They include the metrics used for performance
assessment and risk adjustments, a description of the different forms in which variable and fixed remuneration is paid (cash,
equity, etc.), the respective amounts, and the categorization of the components as variable versus fixed remuneration.

9Recently, Singapore introduced the “Code of Corporate Governance”, Hong Kong introduced “The Hong Kong Stock
Exchange Rules and Guidance on Listing Matters”, Japan recently revised “The Japan Cabinet Office Ordinance on Dis-
closure of Corporate Affairs”, and South Korea introduced “The Financial Investment Services and Capital Markets Act”.
All these regulations significantly increased the disclosure requirements for compensation policies.
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address this problem is to ensure that a portion of the managers’ pay is deferred. For example, the
CRD requires that at least 40 to 60% of variable remuneration be deferred with a minimum deferral
period of three to five years. The Prudential Regulation Authority and the Financial Conduct Authority

introduced similar rules on remuneration in the U.K. in January 2016.

6.3 Flexibility

To always maintain a balance between risk-shifting and risk-reducing incentives, incentive-based capital
requirements have to be adjusted as soon as the compensation structure changes and, in turn, the risk-
taking incentives change. The proposed regulation meets this requirement, as compensation structures
are altered infrequently'®, changes in the compensation scheme are readily identified, and the incentive-

based capital requirements can easily be changed.

6.4 Scope and implementation

Since the cause of the risk-shifting problem is access to public guaranteed debt, the proposed regulatory
approach needs to be applied only to the subset of deposit-taking banks, as well as financial institutions
that are considered systemically important. The other institutions do not need to be subject to regulation.
Furthermore, linking only the top management’s compensation and not the remuneration of lower-level
management to the requirements seems to be sufficient. Since the board of directors, especially the CEQ,
is responsible for setting the compensation structure and incentives of all other bank employees as well
as monitoring them, it seems likely that top management will pass on its incentives to its subordinates
by either implementing the right compensation schemes and/or closely monitoring the employees (see

also Ang, Lauterbach, and Schreiber (2002) for more details).

The new regulatory approach effectively eliminates the risk-shifting problem created by government
guarantees. However, banks could be run with very high leverage in cases where an extremely low
performance-based compensation component and a high fixed component .S is chosen. Then, when the
risk management of the bank fails, a default of the bank becomes very likely, as the bank might not have
an adequate equity cushion to absorb such an error. Therefore, in addition to the incentive-based capital
requirements, a safeguard is needed to preclude excessive leverage levels. As described in the introduction,
a suitable regulatory response to this problem is the imposition of non-risk-weighted capital requirements
(see, for example, Admati, Allen, Brealey, Brennan, Boot, Brunnermeier, Cochrane, De Marzo, Fama,
Fishman, et al., 2010; Cochrane, 2014; Admati and Hellwig, 2014 ), usually referred to as a leverage ratio,

as a complement to the proposed approach. Hence, banks would have to meet two independent measures

10Requirements such as the so-called “say-on-pay” rules prohibit frequent changes to the wage scheme. These rules require
a shareholder vote to approve the remuneration packages of executives. Because banks’ general meetings are often held only
annually, the wage scheme can not be altered that frequently with such requirements in place.
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of capital adequacy: incentive-based capital requirements to mitigate the risk-shifting problem and the

fixed leverage ratio to prohibit the bank from becoming too highly leveraged.

7 Conclusion

Without regulatory interference, bank shareholders have an incentive to take on excessive risks due to
public guarantees that are granted to bank depositors and creditors. Therefore, without regulation, share-
holders design the compensation contracts of the top management such that the managers’ incentives
are aligned with their own risk-taking incentives. Hence, the recently discussed say-on-pay requirements

for banks are at best ineffective and at worst counterproductive.

The traditional approaches to mitigate this risk-shifting problem, such as risk-adjusted capital re-
quirements, rely on determining the riskiness of bank assets and thus require detailed knowledge of
the banks’ asset portfolios as well as an extremely sophisticated understanding of risk modeling. The

difficulty of making this risk assessment was highlighted during the 2008-2009 financial crisis.

This paper shows that the fit between bank risk and capital regulation can be improved by taking
into account the banks’ compensation structures. We argue that the incentive features of the managerial
compensation scheme provide valuable information about shareholder objectives, which can help the
regulator reduce the information disadvantages vis-a-vis bank managers. In particular, the proposed
regulatory approach stipulates that the more the compensation structure decouples bank managers’
interests from those of shareholders by curbing risk-taking incentives, the higher the leverage the bank is
permitted to take on. Implementing incentive-based capital requirements can thus curtail bank incentives

for risk-shifting and, in turn, lead to welfare improvements.
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Appendix

Proof of Lemma 1

Eq. (2) can be simplified to

E(Q‘Sse) = ]zll—; (26)

Since 7(q|s) satisfies the MLRP, E(g|sse) increases with ss.. Therefore, if the right-hand side of the Eq.

(26) increases, ss. has to be increased to balance the equation and vice versa. B

Proof of Proposition 1

An optimal wage contract maximizes the shareholder’s expected return on equity given in Eq. (11).
First, we determine the optimal investment policy and the optimal amount of debt. In a second step,
we then show that the wage contract W* from Eq. (12) implements these optimal choices. We start by
showing that for any given level of debt liabilities, the optimal investment policy for the shareholder is

given by §, which solves

[ 7 @809 ek + (1= 15D - Bidg =0, (27)

We prove this conjecture by contradiction and assume that some different investment policy s # § is
optimal. We then show that this choice is always dominated by 5. First, we consider the case where
5 < § and, second, the case where 5 > 5. Therefore, we have to compare the expected return on equity
at ¢ = 0 under the two regimes, that is, compare V. and 176 When implementing § < 3, the expected

return on equity becomes

V. - / 7(q) (1 — Fy(3)) [qRar + (1 — q)[pfD) dg + / (@) Fy () Redg — k(1L +71)~ V. (28)

- / ~(q) / fols) [aRer + (1 — ) IpBD)] dsdq + / () /0 fu($)Rudsdg — k(14 1) — V.

When implementing s from Eq. (27), the expected return on equity is

V. = /ﬂ(q) (1= Fy(3)) [¢Ru + (1 — q)IpBD]dg + /w(q)Fq(é‘)Rqu —k(1+7) =V, (29)

1 s
- / () / fo(s) [aRu + (1 — q)IpBD] dsdq + / () /0 fo(s)Rpdsdg — k(1 +7) — V..
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By changing the integration limits, the expression from Eq. (28) can be transformed to

1 s
v, - / () / £,() [aRu + (1 — q)IpBD] dsdq + / () /0 fols) Rdsdg

+ /W(q) /Ns fq(s)[qRu + (1 — q)IppD]dsdg — /ﬂ(q) /j fq(s)Rrdsdg — k(1 +1)—V,,.(30)

Subtracting ‘75 from V, and simplifying yields

V., —

<

= [+ [ " fa(s) [aRu + (L — Q) IpfD — Ry)dsda. (31)

Furthermore, Eq. (27) implies that

/ 7(0)fo(s) [aBar + (1 — )IpBD — Ry]dg <0 Vs < 5, (32)

and, thus, 173 — 176 < 0, which contradicts the initial claim that s is the optimal investment policy.

Next, we consider the case where s > s, and we again compare the expected returns on equity under

the two regimes, 176 and 176 For this case, by changing the integration limits, ‘76 can be transformed to

1 s
Ve = /ﬂ(q)/g fq(s)[gRu + (1 — ¢)IpBD] dsdq+/7r(q)/0 fq(s)Rrdsdg

- / 7(q) / " fus) R + (1 — q)IpBD) dsdg + / () / " fu(s)Rudsdg — k(1 1) — V.. (33)

Subtracting V, from V, and simplifying yields

Vo= Vo= [ 7@ [ 16) lafti + (1~ 15D — Ry]dsda <, (34)

which is smaller than zero due to the same argument as in the case in which s < 5. This finding again

contradicts the claim that s is an optimal investment policy, implying that 5 is optimal.

Next, we show that the shareholders can maximize their expected return on equity by implementing

D* = D. Taking the derivative of Eq. (29) with respect to D yields

TR0 <D)= [ 7)1~ FE) (1 - 9y

- /W(q)fq(§) [qRg + (1 —q)BD — Ry]dgq - 88; >0 (35)
v, —
5 (D >D)=0. (36)

The expression in Eq. (35) is greater than zero because the second term is equal to zero (due to Eq.

(27)), and the first term is positive. Furthermore, it holds that ‘Z(D = D) > XZ(D > D). Hence, it is
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optimal for the shareholders to implement D* = D. Therefore, the optimal investment policy for the

shareholders is s*, which solves

/ (@) fo(s") [aRe + (1 — )8D — Ry dg = 0. (37)

Finally, we have to show that the compensation scheme W* from Eq. (12) implements the investment

policy s* from Eq. (37) and the debt level D. Plugging W* into Eq. (6) yields

/F(q)fq(sm) lgRp + (1 = q)IpBD — Rr]dg = 0, (38)

for the manager’s investment policy. Moreover, with the wage contract W*, the expected pay for the

manager at ¢ = 0 becomes

Vin = /ﬂ(q) (1 —Fy(sm))algRy + (1 —q)IpBD]dg+ /W(q)Fq(sm)aRqu —ak(l+r)
=D +V,). (39)
Comparing Egs. (27) and (38) as well as Egs. (29) and (39) shows that the manager’s optimal capital
structure choice and investment policy coincide with the shareholders’ optimal choice. Moreover, with
the wage contract W*, the participation constraint of the manager becomes binding, which can be seen

by solving the binding creditors’ participation constraint (i.e., V;,, from Eq. (39) has to equal V) for «

and plugging in D* = D. B

Proof of Proposition 2

Shareholders can set the pay scheme such that D" = S/(af8) < D or D" = S/(af3) > D. In the following,

we show that the latter can never be optimal. If the wage structure is set such that D" > D, the manager

chooses D* = D (see Eqgs. (20) and (21)). Hence, the shareholders’ expected return on equity from Eq.
(22) becomes

Vo= [ #() 0~ Fy(sn) [aRn + (1~ 06D] da + [ #(@Fy(sm)Reda— k(1 +1) =V, (40)
Moreover, the manager’s investment policy from Eq. (17) is now given by
[ 7@ 8yt5m) [aa R + (1= aBD — aFy = (1= 0)8] dy = 0. (a1)

Furthermore, D™ = S/(af) > D requires that S > 8D, which implies that s,, > ss due to Eq. (41).

As shown in the proof of Proposition 1, the investment policy s* < ss maximizes Eq. (40). Therefore,
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due to the MLRP of f,(s), the shareholders can increase their expected return on equity by lowering S
and increasing « (such that the manager’s participation constraint is still binding), thereby lowering s,
(see Eq. (41)). This increases V. as long as S > af8D. Hence, setting the compensation scheme such
that D™ = S/(a) > D cannot be optimal, implying that the shareholders always implement a wage
structure such that D" = S/(a3) < D.

If D" < D, the manager chooses D* = D" (see again Eqgs. (20) and (21)), implying that the
incentive-based capital requirements from Eq. (18) bind. Inserting D* = D" = S/(af) into Eq. (17)
and comparing it to Eq. (3) shows that with the regulation from Eq. (18), it holds that s, = s5. B

Proof of Lemma 2

For D" < D, the manager chooses D* = D" (see Eqgs. (20) and (21)), and her participation constraint

becomes

Vo = [ 7(0) (1= Fyfom)) a5 +qaRur + (1 - q)aﬁasﬂ] da-+ [ (@) Fyfom) (S + aR) dg — ab(1+ 7

= aVe+S>V,. (42)
Solving the manager’s binding participation constraint from Eq. (42) for S yields
S=V

m — Ve (43)

Using D" = S/(a3) and plugging this expression into the shareholders’ expected return on equity from
Eq. (22) yields

Vo= [0 0 Fon) [ar + 0= ) (B2 - v )
()

_l’_

s

Fy(sm)Rrdg —k(1+7)-V,, (44)

Furthermore, with D* = D" = S/(af), the manager’s investment policy becomes s, = ss (see proof
of Proposition 2). Because 9V, /da < 0, the shareholders have an incentive to decrease « until either
constraint (i) D™ < D or (ii) S < Ry — D" becomes binding. If constraint (i) becomes binding first, it
holds that D = D" = S/(af3) and, hence,

v

= @

aj
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The corresponding optimal level for S follows from Eq. (43):

D
o Vb

' Vet 8D (46)

Therefore, if constraint (i) becomes binding first, the optimal compensation structure from the bank
shareholders’ perspective is given by (aj, S7). From Eq. (45) and Eq. (46), it follows that in this case the
optimal performance-based component and the fixed wage increase with the manager’s reservation value
V.,.; as the reservation value increases, the total expected wage payment has to be increased to satisfy the
manager’s participation constraint. Furthermore, o] and S7 decrease with the expected socially efficient
investment return Vi, because in this case, the manager’s participation constraint becomes slack; thus,
the total expected wage payment can be reduced. Finally, as expected, o] decreases and ST increases

with the bailout limit D and the bailout probability j3.

If constraint (ii) becomes binding first, the optimal fixed wage becomes

SZ:RL—D’":RL—;?% = S5 = fL_ (47)

The corresponding optimal o follows from plugging S5 and D = S/(«f) into Eq. (43) and solving for

a. Therefore, o3 is implicitly given by

- R
Vtse"f_ﬁa*j;
2'p

22



References

AcCHARYA, V. V., aND M. RICHARDSON (2009): Restoring financial stability: How to repair a failed

system. Wiley and Sons.

Apams, R. B. (2012): “Governance and the financial crisis,” International Review of Finance, 12(1),

7-38.

ADMATI, A., F. ALLEN, R. BREALEY, M. BRENNAN, A. BoOoT, M. BRUNNERMEIER, J. COCHRANE,
P. DE MARzoO, E. FAMA, M. FISHMAN, ET AL. (2010): “Healthy banking system is the goal, not

profitable banks,” Financial Times, 9.

ADMATI, A., aAND M. HELLWIG (2014): The bankers’ new clothes: What’s wrong with banking and what

to do about it. Princeton University Press.

Apwmati, A. R., anp M. F. HELLWIG (2015): “The Parade of the Bankers New Clothes Continues: 31
Flawed Claims Debunked,” Working paper.

ALLEN, F., E. CARLETTI, AND R. MARQUEZ (2011): “Credit Market Competition and Capital Regu-
lation,” Review of Financial Studies, 24(4), 983-1018.

ANG, J., B. LAUTERBACH, AND B. Z. SCHREIBER (2002): “Pay at the executive suite: How do US

banks compensate their top management teams?,” Journal of Banking and Finance, 26(6), 1143-1163.

BEBCHUK, L. A.; A. COHEN, anxD H. SPAMANN (2010): “The Wages of Failure: Executive Compensa-

tion at Bear Stearns and Lehman 2000-2008,” Yale Journal on Regulation, 27, 257—282.

BEBCHUK, L. A., anpD H. SPAMANN (2010): “Regulating Bankers’ Pay,” Georgetown Law Journal, 98(2),
247-287.

BenN, M., R. HASELMANN, aAnD V. VIG (2014): “The limits of model-based regulation,” Working

paper.

BERGER, A. N., R. J. HERRING, AND G. P. SZEGO (1995): “The role of capital in financial institutions,”

Journal of Banking and Finance, 19(3—4), 393-430.

BERLIN, M., anp L. J. MESTER (1992): “Debt covenants and renegotiation,” Journal of Financial

Intermediation, 2(2), 95-133.
BLANCHARD, O. (2009): “The Crisis: Basic Mechanisms and Appropriate Policies,” Working paper.

Borron, P., H. MEHRAN, AND J. SHAPIRO (2015): “Executive Compensation and Risk Taking,” Review

of Finance, (forthcoming).

23



CaLoMmIris, C. W., anp C. M. KAHN (1991): “The Role of Demandable Debt in Structuring Optimal

Banking Arrangements,” American Economic Review, 81(3), 497-513.

CHAvA, S., aND M. R. ROBERTS (2008): “How Does Financing Impact Investment? The Role of Debt
Covenants,” Journal of Finance, 63(5), 2085-2121.

CHENG, I.-H., H. HoNG, anDp J. A. SCHEINKMAN (2015): “Yesterday’s Heroes: Compensation and

Risk at Financial Firms,” Journal of Finance, 70(2), 839-879.

CHESNEY, M., J. STROMBERG, AND A. F. WAGNER (2010): “Risk-taking Incentives, Governance, and

Losses in the Financial Crisis,” Working paper.
COCHRANE, J. H. (2014): “Toward a run-free financial system,” Working paper.

DANIELSSON, J. (2002): “The emperor has no clothes: Limits to risk modelling,” Journal of Banking

and Finance, 26(7), 1273-1296.

(2008): “Blame the models,” Journal of Financial Stability, 4(4), 321-328.

DEMIRGUG-KUNT, A., anp H. HuiziNnGA (2013): “Are banks too big to fail or too big to save? In-
ternational evidence from equity prices and CDS spreads,” Journal of Banking & Finance, 37(3),

875-894.

DiamMonD, D. W., axp P. H. DyBvIG (1983): “Bank Runs, Deposit Insurance, and Liquidity,” Journal
of Political Economy, 91(3), 401-419.

EDMANS, A., anp Q. Liu (2011): “Inside Debt,” Review of Finance, 15(1), 75-102.

FAHLENBRACH, R., axD R. M. StuLz (2011): “Bank CEO incentives and the credit crisis,” Journal of

Financial Economics, 99(1), 11-26.

FERREIRA, D., D. KErRsHAW, T. KIRCHMAIER, AND E. SCHUSTER (2016): “Measuring Management

Insulation from Shareholder Pressure,” Working paper.

GORTON, G., aND A. WINTON (2003): “Financial intermediation,” Handbook of the FEconomics of

Finance, 1, 431-552.
GORTON, G. B., S. LEWELLEN, AND A. METRICK (2012): “The safe-asset share,” Working paper.

GroppP, R., anD M. KOEHLER (2010): “Bank owners or bank managers: who is keen on risk? Evidence

from the financial crisis,” Working paper.

HAKENES, H., anp I. SCHNABEL (2014): “Bank Bonuses and Bailouts,” Journal of Money, Credit and

Banking, 46(s1), 259-288.

24



Heromann, T. F., K. C. MurDOCK, anp J. E. STiGLiTz (2000): “Liberalization, moral hazard in
banking, and prudential regulation: Are capital requirements enough?,” American Economic Review,

90(1), 147-165.

HeLowic, M. F. (2010): “Capital regulation after the crisis: business as usual?,” MPI Collective Goods
Preprint, (2010/31).

INDERST, R., aND H. M. MUELLER (2006): “Informed lending and security design,” Journal of Finance,

61(5), 2137-2162.

——— (2008): “Bank capital structure and credit decisions,” Journal of Financial Intermediation,

17(3), 295-314.

JENSEN, M. C., axp W. H. MECKLING (1976): “Theory of the firm: Managerial behavior, agency costs

and ownership structure,” Journal of Financial Economics, 3(4), 305-360.

JoHN, K., A. SAUNDERS, AND L. W. SENBET (2000): “A Theory of Bank Regulation and Management
Compensation,” Review of Financial Studies, 13(1), 95-125.

Joun, T. A.; anp K. JOHN (1993): “Top-Management Compensation and Capital Structure,” Journal

of Finance, 48(3), 949-74.

Kasuyapr, A. K., R. G. RajaN, anp J. C. STEIN (2008): “Rethinking capital regulation,” Working

paper.

KRISHNAMURTHY, A., AND A. VISSING-JORGENSEN (2013): “Short-term debt and financial crises: What

we can learn from US Treasury supply,” Working paper.

LAEVEN, L., anp R. LEVINE (2009): “Bank governance, regulation and risk taking,” Journal of Finan-

cial Economics, 93(2), 259-275.

MEHRAN, H., aND A. THAKOR (2011): “Bank capital and value in the cross-section,” Review of Finan-

cial Studies, 24(4), 1019-1067.

MYERSON, R. B. (2014): “Rethinking the Principles of Bank Regulation: A Review of Admati and
Hellwig’s The Bankers’ New Clothes,” Journal of Economic Literature, 52(1), 197-210.

O’DONNELL, S., aND D. RoDDA (2015): “Executive Compensation in the Banking Industry. Emerging

Trends and Best Practices for 2014-2015,” White paper.

Rajan, U., A. SERU, anxp V. ViG (2015): “The failure of models that predict failure: Distance,

incentives, and defaults,” Journal of Financial Economics, 115(2), 237-260.

25



REPULLO, R. (2004): “Capital requirements, market power, and risk-taking in banking,” Journal of

Financial Intermediation, 13(2), 156-182.

THANASSOULIS, J. (2012): “The Case for Intervening in Bankers’ Pay,” Journal of Finance, 67(3),

849-895.
THANASSOULIS, J. E., aND M. TANAKA (2015): “Bankers’ pay and excessive risk,” Working paper.

WESTMAN, H. (2010): “The Role of Ownership Structure and Regulatory Environment in Bank Corpo-

rate Governance,” Working paper.

26



8 Omnline Appendix

8.1 Robustness and Extensions

In the following, we consider two extensions to our model and determine the implications for the proposed
regulation. First, we analyze the case where the manager needs to be incentivized to exert effort. Second,

we relax the assumption that the opportunity costs of equity and debt are the same.

8.1.1 Effort

To determine the implications for the proposed incentive-based capital requirements in the case where
the manager needs to be incentivized to exert a certain effort level, we assume that the manager has two
possible effort levels, n € {0,1}, and incurs the private effort costs ¢() = 0. If the manager decides
to exert the high effort level (n = 1) at ¢ = 0, the risky investment yields the high outcome Ry in the
success state, while it only yields the low outcome Ry in the success state if the manager chooses the

low effort level (n = 0) at t = 0. Furthermore, we assume that

/ 7(q) (1 — Fy(sse))q[Rir — Ru)dg > 7, (49)

such that it is always socially efficient if the manager exerts the high effort level at ¢t = 0. Consequently,
the shareholders have to ensure that the manager benefits sufficiently from a potentially higher return
in the success state such that she has the incentive to exert the high effort level. With the proposed

regulation in place, the incentive compatibility constraint of the manager becomes

/W(q) (1 — Fy(sse))qaRpdg + /W(q)Fq(sse)aRqu —7>aRyp, (50)

where we have already incorporated the fact that the regulation will implement the socially efficient
investment policy. Note that if the manager chooses the low effort level at t = 0, investing in the safe
investment always dominates investing in the risky investment at ¢ = 1. Isolating « in Condition (50)

yields

T

2 T7(0) (1 Fy(sse)) 4R — Rrldg

(51)

Therefore, if « is high enough that Condition (51) holds, the manager is sufficiently incentivized to exert
the high effort level. Hence, in the case where the manager needs to be incentivized to exert a certain
effort level, it is still possible to implement the socially efficient investment policy by introducing the

proposed incentive-based capital requirements. However, there will be an additional lower bound on the
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performance-based wage component « in addition to the previously determined constraints (i) D" < D
and (ii) S < Ry — D" from Section 5. Hence, if Condition (51) is the tightest of the three constraints,

the optimal performance-based component becomes

° = J7(q) (1 — Fy(sse)) [aRe — R]dgq’ (52)

Note that it is in the shareholders’ own interest not to lower the performance-based wage component
a below the threshold aj. Lowering a below a3 would not only worsen the outcome from a social
welfare perspective but also lower the shareholders’ expected return on equity. Hence, no regulatory
adjustment of the incentive-based capital requirements is needed in the case where the manager needs to
be incentivized to exert a certain effort level. In the case where Condition (51) binds first, the optimal
performance-based wage component increases with the effort costs 7 and with the low return Ry, and it

decreases with the high return of the risky project Ry.

8.1.2 Heterogeneous financing costs

A common assumption in the banking literature is that equity financing is more costly for banks than
debt financing. Possible reasons for a divergence between the costs of equity and debt are, for example,
the debt tax shield, adverse selection costs, and transaction costs.'! In this section, we therefore relax
the assumption that equity and debt have the same opportunity costs, and we analyze whether the
incentive-based capital requirements are still able to implement the socially efficient investment policy.
To capture the idea that equity is a more expensive form of financing than debt, we now assume that
the costs of equity are r. = r+ A, with A, > 0. Hence, the expected value of equity from Eq. (11) now

becomes

Vv, - / 7(g) (1 Ey(sm)) [¢Rar + (1 — @)IpBD] dg

+ /W(q)Fq(sm)Rqu —k(14+7r)—eAc.—V,,. (53)

Therefore, the shareholders have an incentive to change the manager’s wage payment at ¢t = 0 to Sy =

—a (k(1+7r)+eA. — IppD), in which case their incentives would again be perfectly aligned.

However, the proposed incentive-based capital requirements are still able to implement the socially

efficient investment policy as long as the regulator adjusts the wage contract between the bank and the

"Under a majority of taxation systems, the cost of debt (interest) is deductible from corporate tax, while the cost of
equity (dividends) is not. Furthermore, when managers have significant private information, new equity issuance may sell
at a discount. Finally, the transaction costs of issuing equity can be quite substantial (costs of preparing the prospectus,
registration fees, underwriting fees, etc.). For more details, see, for example, Berger, Herring, and Szego (1995), Gorton and
Winton (2003), Hellmann, Murdock, and Stiglitz (2000), Repullo (2004), Allen, Carletti, and Marquez (2011), and Mehran
and Thakor (2011).
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manager for the gap between the costs of debt and equity. That is, the regulator only has to ensure
that So = S§ = —a (k(1 +r) — IpBD). In this case, the expected payment to the manager at ¢t = 0 is
still the same as in Eq. (19). Therefore, with the regulation from Eq. (18), the manager still chooses
Sm = Sse. Hence, the incentive-based capital requirements are still able to implement the socially efficient

investment policy.

8.2 Alternative regulatory measures

In the following, we analyze traditional and alternative regulatory responses to the risk-shifting problem
described in Section 4, and we discuss their benefits and drawbacks. In particular, we analyze the
regulatory approaches of banning insured debt, directly regulating compensation schemes, introducing

an insurance premium, and implementing traditional capital requirements.

8.2.1 Banning insured debt

From Eq. (11), it follows that banning insured debt would eliminate the shareholder’s incentive to
engage in risk-shifting. However, it is not reasonable to remove government guarantees entirely due to
the risk of bank runs and/or interbank market disruptions (e.g., Diamond and Dybvig, 1983; Blanchard,
2009). Banning bank debt altogether (i.e., requiring 100% equity financing) would also eliminate the
moral hazard problem. However, this is arguably not socially optimal either because the information-

insensitivity of banks’ debt is valuable for liquidity provision (e.g., see Admati and Hellwig (2015)).

8.2.2 Regulating compensation schemes

By directly imposing a regulation on the manager’s compensation scheme, the regulator can ensure that
the manager has the incentive to implement the socially efficient investment policy. Comparing the
manager’s investment policy from Eq. (6) and the socially efficient one from Eq. (3) shows that by
setting the compensation structure such that S; = aRy and S7 = aR;, the regulator can induce the
socially efficient investment policy. However, to successfully implement this compensation regulation,
the regulator needs to know the investment-related parameters, that is, Ry and Ry. To quantify these
parameters, the regulator must be able to evaluate the risks of the bank’s investments. However, the 2008-
2009 financial crisis revealed that risk modeling in the financial sector has strong limits (e.g., Danielsson
(2002), Danielsson (2008), Hellwig (2010), Behn, Haselmann, and Vig (2014), and Rajan, Seru, and Vig
(2015)).

Finally, to implement this approach effectively, the mandatory compensation structure must be

changed as soon as the bank’s investment parameters change (i.e., Ry and Rp). This issue is espe-
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cially problematic for financial institutions because their investment opportunities change very frequently,

which would require a corresponding adjustment to the compensation structure.

8.2.3 Insurance premium

Another way the regulator can implement the socially efficient incentives at t = 0 is to introduce an
insurance premium that the bank must pay when it takes on debt. This premium has to increase with
the riskiness of the bank’s investment policy, as well as with the amount of the bank’s insured debt, such
that it offsets the risk-shifting incentives that arise from taking on insured debt. Hence, the appropriate

debt insurance premium that has to be imposed on the bank at ¢t = 0 is given by

b= / 7(g) (1 - Fy(s)) (1 - q)IpBDdg. (54)

This result can be verified by subtracting the fee ¢ from the expected return on equity given in Eq. (11),
which yields

v, - / 7(q) (1 — Ey(s)) [qRar + (1 — q)[ppD] dq + / w(q)Fy(s)Rudg — k(1 + 1) — V,,

- [ @)~ Fy(s) (- ) 1p6Dds (55)

Simplifying this expression and comparing it to Eq. (4) shows that with an insurance premium, the bank’s
shareholders have the incentive to implement the socially efficient investment policy ss.. However, the
appropriate debt insurance premium ¢ depends on the investment policy s, which, in turn, depends
on investment-related parameters, that is, Ry and Ry. Therefore, as explained before, this regulatory
approach is very difficult to implement. Furthermore, the necessary insurance premium ¢ also depends on
the bank’s leverage. Hence, due to the continual variation in the banks’ capital structure, the insurance

premiums need to be adjusted very frequently.

8.2.4 Traditional capital requirements

Eq. (11) shows that the shareholders have risk-shifting incentives as soon as the bank takes on debt.
Hence, introducing a regulation on the ratio between debt and equity reduces, but does not eliminate,
their risk-shifting incentives. Therefore, even after introducing such a regulation, the investment policy
that maximizes the shareholders’ expected return is still s*. Hence, by implementing the compensation
structure W* from Eq. (12), the bank shareholders can still implement the riskier investment policy s*

from Eq. (14), even if traditional capital requirements are in place.
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