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Agency Problems at Banks

Equity holders have an incentive to increase risk to
extract value from debt holders

Managers may have different risk preference than
equity holders (direction unclear)
— Managers may prefer less risk if:
» Have no equity stake
e They have significant invested wealth
— Managers may prefer more risk if:

 Are faced with declining prospects and want to conceal
poor prospects (Gorton and Rose 1995)

Can impact financial stability

Analysis difficult in the presence of government

protections (deposit insurance, TBTF, protection from
LBOs, etc.)



Corporate Governance and Risk
Management in a Different World

e The National Banking Era (1863-1913)
— No deposit insurance, and no central bank

— Ownershlllistructure is chosen by the organizers of the
banks, with no limits (other than natural ones related to
transaction and 1nformat10n costs)

— National banks are unit banks (~similar size)
— Identical charter governing powers and practices

— Identical (national law) courts with jurisdiction

* How were ownership, governance, and risk taking
related to one another in this system?

— An advantage of our data is that we are able to look
separately at manager ownership, board ownership, and
board disciplining tools



Regulation of National Banks

National banks are examined once-twice a year
(semi-random arrival, spatial sequencing).

Five times a year submit “call reports” detailing
their balance sheets.

No prudential capital requirements, but
prudential cash reserve requirements (as a
fraction of deposits; frequent ~15% violations
revealed in exams, unclear penalties).

Stock holders face double liability.

Lots of voluntary corporate governance rules.



Voluntary Governance Decisions

Ownership structure

Board size and number of independent directors
(minimum of one)

Frequency of board meetings

Formal loan approval committee (w/ indep. director)
Bonding of cashier, bonding of president

Managerial compensation (salary)

Dividends

Equity capital-to-assets ratio

Contracting (or re-contracting) debt structure
Cash-to-assets ratio (if above minimum)



Basic Story of This Paper

e Ownership structure is assumed pre-
determined by bank organizers’
unobserved wealth and risk aversion

— Capital is not easy to vary, and banks’ shares
are illiquid.

* Ownership structure is a key influence on
corporate governance structure

* Ownership and governance structure
jointly determine rents, portfolio choices
and level of risk.



Measures of Rent Seeking and Risk Choices

* Rent Seeking:
— Salaries scale
— Insider Lending
e Balance sheet indicators of risk
— Reliance on “hot debt” market
— Investment in riskier loans
e “External” indicators of risk

— Troubled loans and estimated losses (based on
Examiner estimates)

— Probability of failure or suspension



Summary of Results

More concentrated ownership is associated
with:

— More rent extraction by managers.

— Less risk taking in the choice of assets
— More leverage

— On net, somewhat lower default risk

Stronger governance:

— Effective in reducing “tunneling” or rent
extraction by managers



Data and Period

e National bank examination reports (rarely used),
supplemented by call reports.

* These contain data on ownership structure,
corporate governance practices, contracting
arrangements, qualitative judgments of examiners
about risk and management, suspension and failure
experience of banks, and much more...

* Period is the years surrounding Panic of 1893, which
is the most severe event of the period.



Sample

 All National banks in 37 cities
— 206 total banks

— (Cities are either Western or Southern reserve cities

» Kansas City, MO; Louisville, KY; Minneapolis, MN; New
Orleans, LA; Omaha, NE

— Larger non-reserve cities

e Denver, CO; El Paso, TX; Los Angeles, CA; Portland, OR;
Spokane, WA; Stillwater, MN

— 22 failed in the panic and 36 suspended
e Mid-size banks
— Assets of $164 thousand to $8.3 million

— (Largest banks at the time had ~$35 million in
assets)



The Bank Examiner Reports

* Measure bank characteristics using report
most closely preceding May 1893.

* To be in our sample, you must have
September 1892 call report (not anticipated
date) and examination report prior to May

1303.

* Reports contain a variety of quantitative
and qualitative information.



14

2
i

[©] 0 \O <

Cﬁmgumv drdures jo axeyg

T
o\l

3 Top Managers’ Ownership share (percent)



Boards of Directors

Range in size from 4 to 23 people. Average
about 9 individuals.

— Can look at the share of the board consisting of
outside directors

Most common occupation of a director is
“capitalist” followed by wholesale merchant.

Occasionally have some notable individuals
(Messrs. Proctor and Gamble).

Meeting frequency could be weekly to semi-
annually (or irregular).

Supposed to put forth individuals to sit on
various committees.



Surety Bonds

Main other oversight tool is a surety bond:

— Circumstances for cashing the bond vary (e.g.,
mainly fraud, occasionally other outcomes)

— Posted by 35 percent, 15 percent, and 60 percent
of Presidents, Vice-Presidents, and Cashiers
respectively.

— Range in size but commonly $10,000, $20,000, or
$50,000.

— May be posted as individual bond or through a
surety company.



Fraction of shares owned by

top 3 managers

Ownership concentration vs.
board composition
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Correlation Board High % Active Pres. Cashier
Matrix meets at | Qutsiders | discount | bonded bonded

least on Board | comm.

monthly
Management
stock share ~0.23 ~0.44 ~0.25 -0.15 ~0.22
Board meets at
least monthly 0.20 0.33 0.08 0.15
High %
Outsiders on 0.25 0.22 0.20
Board
Active discount
committee 0.24 0.43
Pres. bonded

0.50

Note that all correlations in first row are negative. All other correlations positive.




Analysis of Outcome Variables

e Create a governance score

— Sum of the five indicator variables

o Series of four regressions (each endog. var.)
— Management ownership directly
— Score variable directly
— Score predicted by ownership in a TSLS
— Residual from that same first-stage of TSLS
— Controlling for other factors



First Stage: Governance Score

Intercept 11.22 o
Top 3 Managers Ownership% -1.91 o
Outside Directors Ownership% 0.74

Log assets 0.16

Log age -0.42 7
Reserve city 0.04

Log distance to NYC -1.33 **
Percent county income from Ag 00.04
F-statistic 12.97

Adj R-Square 0.29



Insider Rent Seeking

e Variables of interest:
— Officer salaries

— Lending to insiders/officers
— Dividends

» Results:
— Ofticer salaries are higher when officers own more

— Effect of ownership concentration on overall
insider lending not strong, but who gets those
loans is affected

— Dividends per share higher when managers own
more



Intercept
Top 3 Managers Ownership%

Score

Score - predicted

Score - residual

Outside Directors Ownership%
Log assets

Log age

Reserve city
Log distance to NY

Percent county income from Ag

OLS

**

8.31
1.26"

OLS
8.36"

-.01

1.24

-0.73**
18

.51
47
-53

Officer Salaries to Net Worth

IV
16.42**

IV
8.09

* %

.04
1.24
_0.73**
18

.51
-49
-.52



Loans to Board Members / Loans

OLS
Intercept 38.98**
Top 3 Managers Ownership% -3.3
Score
Score - predicted
Score - residual
Outside Directors Ownership%  -.17
Log assets -2.72%%
Log age -.76
Reserve city -2.47"
Log distance to NY 1.82
Percent county income from Ag -4.86*

OLS
34.35"

47

-.27
-2.67%*
-.71
-2.41

2.05
-4.67

*

IV
19.88

1.73

-1.45
-3.88**

-.03

-2.55
4.12%

-4.79%

IV

*

39.87"

-35
17

-2.55"

-2.36
1.28
-4.63

*

*

*



Loans to Top Officers / All Inside Loans

OLS OLS \Y 1\
Intercept -28.97 19.71 166.79 -37.90
Top 3 Managers Ownership% 33.28™
Score -4.91**
Score - predicted -17.44**
Score - residual 3.68**
Outside Directors Ownership% -36.63*  -35.42* -23.67 -40.01%
Log assets -3.13 -3.57 -0.33 -4.83
Log age 2.99 2.34 -4.35 4.97"
Reserve city 2.79 2.17 3.57 1.62
Log distance to NY 13.40°* 10.70" -.986 18.75%*

Percent county income from Ag 18.88* 14.99% 16.15 14.54%



Intercept
Top 3 Managers Ownership%

Score

Score - predicted

Score - residual

Outside Directors Ownership%
Log assets

Log age

Reserve city

Log distance to NY

Percent county income from Ag

OLS
-.05
3.76*

1.24
*

-1.77

2.22%%

.01
3.20"

2.33

Dividends per share
(if paid in last 6 months)

OLS
1.26

-.27

.76
-1.82%
2.33™*

.64
3.34"

2.26

IV
26.3

-1.01

1.28

-1.59%
1.38

.30
2.04

1AV
-2.62

-.12

.60
-1.87
2‘.49**

.60
3.81%%

*

2.29



Relationship to Risk Taking

e Variables of interest:
— Real estate loans (ex ante riskier loans)
« Can’t originate, but can take RE as collateral on prior indebtedness
— Reliance on borrowed funds (high-cost funds)
— Net worth to assets
— Cash to assets
— Troubled loans/estimated losses

e Results:

— High management ownership associated with:
* Fewer real estate loans
* Lower reliance on borrowed funds,
* Less capital but more cash
* Fewer troubled loans

— Formal governance is associated with:

« Little impact on risk of assets (maybe encourage risk slightly)
* Lower estimated losses



Real Estate Loans / Loans

Intercept

Top 3 Managers Ownership%
Score

Score - predicted

Score - residual

Outside Directors Ownership%
Log assets

Log age

Reserve city

Log distance to NY

Percent county income from Ag

OLS
-15.95
-3.93"

OLS
-16.91

17

-3-47

.50

~-54
4.08%*

1.38

1\Y

-39.08"

2.06%

5-24
-1.17
1.51%
=75

7.18%*

1.20

1\
-14.90

-0.01
-3-31

41
-.52

**

1.39



Probit on Use of Borrowed Funds

Probit Probit I\Y% I\Y%
Intercept .70 -.60 -9.53" .37
Top 3 Managers Ownership% -1.80**
Score .09
Score - predicted .95**
Score - residual .02
Outside Directors Ownership% -1.96* -1.98% -2.79" -1.82*
Log assets -.40" -.28% -.56% -.26%
Log age .02 -.05 .40 -.09
Reserve city .09 14 .06 16
Log distance to NY 74* 627 1.97** 47"

Percent county income from Ag  -1.19** -1.03" -1.18% -1.00"



Troubled Loans / Loans

OLS
Intercept -17.46
Top 3 Managers Ownership% -6.05"
Score
Score - predicted
Score - residual
Outside Directors Ownership%  -6.23

Log assets -1.99™*
Log age .61
Reserve city -1.09
Log distance to NY 7.69**

Percent county income from Ag  6.03*

OLS

-21.51

48

-6.07
-1.80
.51
-93
7.51**
6.42

*

.53.04

IV

*

3.17

-8.58
-2.49%
1.95

-1.23
11.91%"

6.17

IV
-15.83

22
-5.61
-1.68%

.25

* %

6.71
6.46*



Losses / Assets

Intercept

Top 3 Managers Ownership%
Score

Score - predicted

Score - residual

Outside Directors Ownership%
Log assets

Log age

Reserve city
Log distance to NY

Percent county income from Ag

OLS OLS

7-59 13.04"
-2.41%

=37
-4.22% -3.61
--47 =27
P -.69
-.99 -.83
.40 -.61
-.86 -.68

IV
-6.71

1\Y
8.63

-0.53**
-3.93"
-.37

-.88
.01

-.71



Probit on Closure

Intercept

Top 3 Managers Ownership%
Score - residual

Outside Directors Ownership%
Log assets

Real estate to total loans

Use of hot money

Indiv dep. to total dep.

Checking dep to indiv dep

Log age
Reserve city
Log distance to NY

Percent county income from Ag

Probit
-2.85

-.93"

-.31
-.12

.03
-.49"
.61%

~33

1\
-4.50

.07
-.19
-.07

-.04
-.45
45

Py

Probit
-1.83
-.36

.64
-.03
‘75
.68**

-1.53%
-1.24"
.02
-.67"
.51

-.13

IV
-1.70

.08

72
-.01

**

72
-1.50%
-1.29"%
-.01
-.65%
43

-.09



Findings Consistent with Exam reports

* High manager ownership/strong governance:

“This is a very conservative bank and loans and discounts only
where they believe that they are perfectly safe. I can discern no
poor paper in the bank.” -Lumberman’s National, Stillwater, MN.

* Low manager ownership/low governance:

“Its capital is badly impaired...It is shameful and wicked that so
much money should be fooled away in so short a time and prove
the folly of having real estate speculators as managers of banking
institutions.” -Washington National of Tacoma, WA.

“The general condition of the bank is g%ood excepting that the
officers are using too much of the bank’s money without security,
loaning too much to the Bank of Everett and using too many

devices to make a good showing.” -Columbia National, Tacoma,
WA.



Net worth to Asset Ratio

Intercept

Top 3 Managers Ownership%
Score

Score - predicted

Score - residual

Outside Directors Ownership%
Log assets

Deposits/Total Debts
Checking/Deposits

Log age

Reserve city
Log distance to NY

Percent county income from Ag

OLS
123.38™*
-17.13™7

-18.74 %
-6.14™*

*%*
-19.54
10.217%

-3.16**

_5.03**
2.71

-1.97

OLS
115.45™"

1.30*"

-17.93™"
_5.58**
-19.46**
8.49%
-3.57*"

-4.56
1.86

-1.02

I\Y%
37-31

0.10™%

-23.94™"

-7-47""

-10.78**
2.03

18

-5.42%
13.45™"

-2.24



Cash to Asset Ratio

Intercept

Top 3 Managers Ownership%
Score

Score - predicted

Score - residual

Outside Directors Ownership%
Log assets

Indiv Deposits/Total Deposits
Checking/Total Deposits

Log age

Reserve city
Log distance to NY

Percent county income from Ag

OLS

-34.50™"

2.30"

33
1.13*"

4.85**
2.56

71

1.13%
1.28%

-2.18%

OLS

-22.34™%

-.28*

-.36
1.09**

4.84**
2.88*

*

yp)

1.08%
1.23"

-2.29%

1\
-12.93

-1.19%

**

1.31

4.88%

3.66**
27

1.19*
-.16

-2.14"

\Y
-25.53%*

-.19
-.61

1.01°*

2.81*F

82*

1.05%
1.69**

-2.32%



Robustness

Estimated impact of governance components
separately.

— Effects generally similar
Non-linear ownership terms
— Square of ownership not significant

Alternative measures of outside director
influence

— If the largest shareholder is an outside director, that
tends to increase the riskiness fof the assets

Include nearby bank governance scores
— Not much impact



Why might increased ownership by
managers decrease risk?

* Managers may be more risk averse if a
significant portion of their wealth is invested
in the bank

— At banks with large ownership by management,
median President had a stake of $76,000.

* Double liability increases that stake
 Value of stock was 22.5 times salary

— At banks with low ownership by management,
median President had a stake of $9,300.

 Value of stock was 4.0 times salary

* Per capital income at the time was about $227



Summary

* Concentrated managerial ownership reduces
use of formal governance mechanisms.

* Concentrated managerial ownership tends to
reduce the risk on the asset side of the balance
sheet. (Less risky loans, more cash)

— Lower risk taking may reflect the greater
investment in the bank

— More leverage but also more cash

e Speculation: one way this could be interpreted is that
liability holders insist on more of an equity cushion when
manager is not an ownership and takes on more risk.

* More formal governance reduces managerial
rent extracting (salaries, loans to self).



The End

Thanks!
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