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Abstract

We investigate the relation between option-based executive compensation and market measures
of risk for a sample of commercial banks during the period of 1992–2000. We show that following
deregulation, banks have increasingly employed stock option-based compensation. As a result, the
structure of executive compensation induces risk-taking, and the stock of option-based wealth also
induces risk-taking. The results are robust across alternative risk measures, statistical methodologies,
and model specifications. Overall, our results support a management risk-taking hypothesis over a
managerial risk aversion hypothesis. Our results have important implications for regulators in mon-
itoring the risk levels of banks.
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1. Introduction

The issue of risk-taking has been a central focus of the banking literature. While banks
must operate within the constraints imposed by regulators, they have discretion in making
decisions that can have a significant impact on the riskiness of the institution. One area in
which banks exercise discretion is in their choice of executive compensation levels and
structures. The compensation level and structure employed by each bank has implications
for risk-taking and for the agency relation between managers and stockholders. John et al.
(1995) note that managerial compensation affects the investment choices made by the firm,
and the effects of these choices are magnified when moral hazard and managerial discre-
tion are present. Thus, both regulators and stockholders have an interest in monitoring
the executive compensation that is in place in the banking industry.

This paper examines the relation between risk-taking and option-based executive com-
pensation in the banking industry. The issue of risk-taking and executive compensation
has been previously studied for industrial firms by a number of researchers.1 For example,
Agrawal and Mandelker (1987) find that large stock and option holdings by a manager
induce him/her to select variance-increasing investments. DeFusco et al. (1990) report that
both implied volatility and stock return variance increase after the approval of executive
stock option plans. The results for industrial firms, however, cannot necessarily be general-
ized to the banking industry for several reasons.

First, Houston and James (1995) find that the compensation structure in the banking
industry differs significantly from the structure in other industries, both in terms of total
compensation and in terms of the relative importance of the individual elements that com-
prise total compensation. Second, evidence presented by Smith and Watts (1992) and
Mayers and Smith (1992) suggests that compensation is less responsive to firm perfor-
mance in regulated industries than in unregulated industries. Since banks operate in a dif-
ferent business and regulatory environment than their nonbank counterparts, this may
alter the incentives created by the compensation contract.

An impressive body of research examining executive compensation and performance
has been formed in the banking literature.2 However, few studies on the banking industry
examine the relation between executive compensation and firm risk-taking. One such study
by Houston and James (1995) reports that bank chief executive officers (CEOs) receive less
cash compensation, are less likely to participate in stock option plans, and receive a smal-
ler percentage of their total compensation in the form of stock options than do their coun-
terparts in other industries. They conclude that the compensation structure in the banking
industry does not promote risk-taking. However, their inquiry focuses on comparing the
compensation structure of banks to the compensation structure of industrial firms rather
than analyzing the impact of compensation on risk across banks.

More recently, John et al. (2000) make theoretical arguments highlighting the contin-
uing viability and importance of an empirical investigation into the relation between exec-

1 While our focus is the relation between risk-taking and executive compensation, a large number of studies
have investigated the relation between compensation and performance. Studies in the non-banking sector include
Jensen and Murphy (1990a,b), Mehran (1995), Coughlan and Schmidt (1985), Lewellen et al. (1987), Agrawal
et al. (1991), Goldberg and Idson (1995), Aggarwal and Samwick (1999), and Core et al. (1999).

2 The banking studies include Barro and Barro (1990), Crawford et al. (1995), Hubbard and Palia (1995),
Collins et al. (1995), Houston and James (1995), Fields and Fraser (1999), and John et al. (2000).
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