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Abstract

While the Dodd—Frank Act (DFA) mandates board risk committees for large banks, we argue
that such committees do not benefit all banks. Banks forced by the DFA to adopt a board risk
committee do not experience a reduction in risk following adoption. In contrast, banks that
voluntarily established risk committees before the DFA exhibit lower risk, especially when
these committees possess greater risk expertise. Using unique interview data, we find that
board risk committees serve as active monitors rather than merely rubber-stamping man-
agement proposals. However, regulatory-mandated tasks limit their monitoring role.

. Introduction

Following the Global Financial Crisis (GFC), Congress established a com-
mission to investigate its causes. The commission concluded that “dramatic failures
of corporate governance and risk management at many systemically important
financial institutions were a key cause of the crisis” (National Commission on
the Causes of the Financial and Economic Crisis in the United States (2011)). In
response to the GFC, Congress enacted the Dodd—Frank Wall Street Reform and
Consumer Protection Act (DFA) in July 2010. As one commentator observed:
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“Based on the presumption that risk management and risk mitigation concerns are
best addressed through corporate governance reforms, the Dodd-Frank Act
enhances oversight obligations through corporate governance mechanisms”
(Johnson (2011)). A major governance provision of the DFA requires bank holding
companies (BHCs) with more than $10 billion in assets to establish a board risk
committee.! Legislators appear to have concluded that board risk committees
would prevent “excessive” risk-taking, which many viewed as a central contributor
to the GFC.

To the best of our knowledge, at the time the DFA was enacted, there was
neither empirical evidence nor financial economic theory demonstrating that man-
dating a board risk committee would create value for bank shareholders or enhance
financial system stability. We develop an analytical framework to identify the
conditions under which a bank board finds it optimal to establish a risk committee
and derive testable predictions. Furthermore, we examine whether the relation
between bank risk and performance outcomes and the existence of a board risk
committee depends on whether the committee was adopted voluntarily or in
response to the DFA mandate. Finally, to better understand the role of risk com-
mittees, we draw on interviews with the board risk committee chairs of 14 banks.

Risk-taking is a core banking activity. Consequently, a shareholder-oriented
board should devote substantial attention to monitoring a bank’s risk-taking behav-
ior. Effective oversight requires reliable risk metrics. While audit committees help
ensure the reliability of accounting metrics, such metrics are insufficient for asses-
sing risk-taking in complex banks. For banks primarily engaged in traditional
lending, the contribution of loans to shareholder value can often be evaluated using
standard accounting measures that do not require specialized expertise.

However, monitoring risk generally requires nonaccounting risk metrics for
more complex bank activities. Evaluating the reliability of these metrics, the
processes that generate them, and management’s adherence to board-established
risk targets is time-consuming and complex when such metrics are used extensively.
When complexity exceeds a threshold, it is more efficient for directors with spe-
cialized expertise to conduct this work outside plenary board meetings through a
dedicated committee. However, banks whose boards possess greater financial
expertise may be better equipped to conduct this monitoring at the full board level,
making them less likely to establish a separate risk committee. Consistent with this
reasoning, we find that the likelihood of a bank having a board risk committee is
negatively related to board financial expertise (as measured by Minton, Taillard, and
Williamson (2014)) prior to the DFA. We also find that larger banks with more
complex activities were more likely to have a risk committee prior to the DFA.
Conversely, when risk evaluation relies primarily on accounting metrics, a board risk
committee is unlikely to be productive, as these metrics can be adequately monitored
by the audit committee, rendering the risk committee partially duplicative.

Establishing a board risk committee entails both costs and benefits when
boards seek to maximize shareholder wealth. Among these costs is the potential
disengagement from risk issues of directors who are not on the committee.

'The Economic Growth, Regulatory Relief, and Consumer Protection Act of 2018 increased the
asset threshold to $50 billion.
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Accordingly, we expect banks to establish a board risk committee when strong
oversight of risk management is particularly valuable, namely, when banks lack
substantial regulatory or economic capital buffers. Consistent with this prediction,
we find that banks with higher Tier 1 capital and market-to-book ratios are less
likely to establish a board risk committee prior to the DFA.

Boards and managers may not always be perfectly aligned with shareholder
wealth maximization, in which case the above predictions may not hold. Agency
conflicts may lead to situations in which a risk committee would be valuable to
shareholders but is not established. For example, entrenched management may
prefer to avoid the enhanced oversight associated with a board risk committee.
Using the measure of board co-option proposed by Coles, Daniel, and Naveen
(2014), we find limited evidence that banks with more co-opted directors on their
boards are less likely to have a board risk committee prior to the DFA. Entrench-
ment may also result in the establishment of a risk committee that does not challenge
management meaningfully. However, our interview evidence suggests that the risk
committees led by our interviewees are not rubber-stamping.

Next, we examine whether banks with board risk committees differ in risk and
performance from those without. Theory does not imply that establishing a board
risk committee necessarily reduces bank risk. A risk committee can function
effectively by ensuring that appropriate systems, controls, and policies are in place
without leading to a decline in the observed risk. Indeed, a bank may rationally
choose to take more risk after establishing a risk committee if it is more confident in
its ability to manage that risk. Moreover, banks can experience large losses even
when their risk management systems operate as intended. Instead, we expect that a
board risk committee reduces the likelihood that a bank undertakes excessive risk,
defined as risk for which the bank is not adequately compensated. To capture this
concept, we use the Sharpe ratio to measure shareholder returns relative to risk. If a
bank engaged in excessive risk-taking prior to establishing a risk committee, this
ratio should increase following its establishment.

We find no evidence that banks with risk committees experienced better risk or
performance outcomes during the GFC than those without. Specifically, these
banks do not exhibit lower equity volatility, milder stock return tail risk, higher
return on equity (ROE), higher stock returns, fewer impaired assets, or higher
Sharpe ratios than other banks. However, they exhibit a lower return on assets
(ROA). We then examine how risk and performance differ between banks that
voluntarily established a risk committee and those that did so only in response to the
DFA, using our full sample period (2003-2018). For banks required to establish a
committee, we again find no evidence of reduced risk following the adoption. In
contrast, banks that voluntarily establish risk committees exhibit lower tail risk but
higher equity volatility. Lastly, banks that voluntarily established a risk committee
with greater risk expertise experience fewer impaired assets and higher Sharpe
ratios, consistent with our expectation that board risk committees reduce the like-
lihood that a bank undertakes excessive risk.

Regardless of whether overall risk increases or decreases following the crea-
tion of a risk committee, we expect such committees to play an active monitoring
and advising role. To assess whether risk committees function as active monitors or
merely serve a symbolic purpose, we analyze unique interview data. We conducted
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14 interviews with chairs of bank board risk committees, each lasting more
than 1 hour. Our findings indicate that risk committees generally engage in active
monitoring and advising as expected from the shareholder wealth maximization
framework. However, their effectiveness is constrained by the regulatory burden
imposed by post-GFC regulatory changes and requirements (such as stress tests, the
Volcker Rule, new capital requirements, and DFA requirements concerning risk
management), which limit the time available for these activities. The interviews
reveal that regulatory compliance is highly time-consuming and substantially
shapes committee agendas.

Our interview data help us gain valuable insights into how board risk com-
mittees function, which could not be gained using standard data sets. The 14 banks
in our interview sample vary substantially in size, and the interviews clearly
indicate that committee workload increases with bank size. At large institutions,
risk committees address issues that cannot feasibly receive adequate attention in
plenary board meetings. Interviewees consistently emphasize the importance of
direct access to senior risk management personnel and the development of strong
working relationships with them, which facilitates information flow and is incon-
sistent with a purely symbolic role. Several interviewees also stress the importance
of subject-specific expertise tailored to the bank’s risk profile. In many cases, risk
committee chairs directly interact with supervisors and regulators. Our LLM-based
analysis of interview transcripts corroborates these findings.

Our study contributes to several strands of literature. First, we contribute to the
corporate governance literature, particularly in the context of bank governance.
While there is extensive literature on corporate boards, it offers limited guidance on
optimal board organization (Adams, Ragunathan, and Tumarkin (2021)). Existing
work focuses primarily on board composition, leadership, and size (see Adams
(2017), Banerjee, Nordqvist, and Hellerstedt (2020), Carcello, Hermanson, and Ye
(2011), and Khatib, Abdullah, Elamer, and Abueid (2020)). Theoretical studies
suggest that under certain conditions, friendly or rubber-stamping boards may
benefit sharcholders (Adams and Ferreira (2007), Fluck and Khanna (2008)).
However, empirical evidence indicates that granting formal authority to board
committees can impair board communication and firm performance (Adams
etal. (2021), Faleye, Hoitash, and Hoitash (2011)). Although the bank governance
literature is extensive (see de Haan and Vlahu (2016)), it does not establish when a
bank benefits from a board risk committee or predict its effect on risk-taking. Our
study helps fill this gap.

We also contribute to the literature on bank risk management and the board’s
role in it. Prior studies examine the relation between board risk committees and
bank outcomes during the GFC or assess the impact of the DFA mandate. Early
studies find no evidence that banks with risk committees achieved better stock
performance during the GFC (Aebi, Sabato, and Schmid (2012), Minton et al.
(2014)). Ellul and Yerramilli (2013) find that a higher risk management index,
indicating a stronger and more independent risk management function, is associated
with lower tail risk and fewer nonperforming loans, as well as higher ROA and
stock returns. Hines and Peters (2015) attribute inconclusive findings to the sym-
bolic role of risk committees, while Iselin (2020) documents changes in Tier
1 capital ratios around the GFC.
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Our study differs from the existing literature by developing and empirically
testing a framework that explains when banks choose to establish a board risk
committee and when such committees create value. We show that not all banks
benefit from having a risk committee, identify the conditions under which one is
optimal, and provide evidence that committees perform the roles predicted by our
framework. The DFA mandate forced some banks to adopt risk committees that
they had previously chosen not to establish. While Balasubramanyan, Daniel,
Haubrich, and Naveen (2024) show that this mandate did not causally reduce bank
risk, our analysis complements theirs by explaining why some banks voluntarily
adopted risk committees and why outcomes differ between voluntary and mandated
adopters.” Finally, unlike all prior studies, we provide direct evidence on the
activities of board risk committees through interviews with committee chairs.

The remainder of this article is organized as follows: Section II presents our
framework and develops testable hypotheses. Section 11 reports the empirical tests
of these hypotheses. Section [V examines bank risk and performance before and
after the DFA. Section V analyzes the interview evidence. Section VI concludes.

II. Why Do Banks Have Risk Committees?

In this section, we present a framework for formulating hypotheses about why
some bank boards voluntarily establish a board risk committee while others do not.
We first consider the board’s decision when it maximizes shareholder wealth and is
well-informed. We call the resulting explanation for boards choosing to have a risk
committee the shareholder wealth maximization hypothesis. We then consider the
complications that arise when the board is entrenched, rubber-stamps, or is not well-
informed. This framework enables us to evaluate the consequences of forcing banks
to establish a board risk committee.

A. When Does a Board Risk Committee Help Increase Shareholder
Wealth?

Adams et al. (2021) examine an extremely large sample of public firms from
1996 to 2010 and find that boards have an average of three to four committees.
Boards of public firms typically establish audit, compensation, corporate gover-
nance, and nominating committees. Sometimes boards of public firms have addi-
tional committees, but if they do, they have few of them. For instance, the board of
directors of Microsoft has an environmental, social, and public policy committee.
Microsoft’s board does not have a committee focused on its cloud operations or
Windows, although the profits generated from these activities are worth hundreds of
billions of dollars. JPMorgan Chase’s board has committees similar to those of
Microsoft’s, but it also has a risk committee. JPMorgan Chase does not have a
committee for its asset management or customer finance divisions.

There are at least four reasons why firms do not have more standing commit-
tees and why they do not have standing committees charged with responsibilities

%Jiang and Ji (2023) also examine the impact of the DFA mandate. Their results differ sharply from

those of Balasubramanyan et al. (2024), but the magnitude of their estimated effects—a 40% decrease in
stock price volatility—is puzzling.
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related to their operating divisions. First, firms are run by management, and the
board’s role is not to second-guess day-to-day operating decisions. If Microsoft’s
board had a committee monitoring its cloud activities, the committee might find it
difficult to avoid interfering with management and could make it harder for the firm
to pursue its overall strategy. Second, board members have fiduciary duties, includ-
ing a duty of care that requires them to be informed about and responsible for the
board’s decisions rather than delegating them to others. As a result, issues debated
in a committee must still be considered by the full board, which necessarily limits
the range of issues that can be handled by a committee. Third, board members have
limited time. If directors devote attention to one issue, they necessarily have less
time for others. Moreover, requiring directors to spend more time on board matters
makes it more difficult to attract members with diverse skills and experience,
potentially reducing board effectiveness. Fourth, committees can reduce board
engagement and hinder communication among directors (Adams et al. (2021)).
Effective communication is critical for board functioning (Malenko (2014)). Com-
mittees may form cliques that reduce information sharing, encourage block voting,
and allow members to withhold information from the full board.

Committees are especially useful for specialized tasks that the full board is
unequipped to handle and/or would find inefficient to address in a plenary session.
For example, the audit committee oversees a company’s financial reporting pro-
cesses, internal controls over financial reporting, and financial statement audits
(SEC (2003)). The board cannot fulfill its responsibilities if it cannot rely on a firm’s
financial statements. However, the board can delegate much of the work to ensure
that the process of producing financial statements is reliable. The audit committee
can then report its efforts to the board, and the full board does not need to be familiar
with the technical accounting details.

A risk committee can perform specialized tasks similar to those of an audit
committee. Just as accounting generates metrics used to assess firm performance,
risk management generates risk metrics essential for evaluating firm risk and
whether management is pursuing a commonly agreed-upon strategy. To assess
whether a bank’s risk-taking is consistent with its business model and strategy,
the board must rely on management’s representations of risk, typically conveyed
through risk metrics. A board committee can ensure that the data and risk repre-
sentations are reliable. Therefore, an individual board member does not have to
know the details required by a committee to be comfortable with the data and risk
representations.

Every board relies on metrics produced by a firm’s accounting process. For
example, accounting data inform the board about a bank’s leverage, asset compo-
sition, and loan performance. Banks that primarily lend to small firms and individ-
uals generate metrics such as loan losses and internal loan ratings. Because these
metrics can typically be evaluated through the audit process, a risk committee is not
necessary to ensure their reliability for the board.

Large and complex banks are in a different situation. Forward-looking risk
metrics are essential for them to manage risk and for the board to evaluate man-
agement’s risk-taking. For instance, a bank that makes markets in derivatives relies
on more complex risk metrics to understand the risks of such activities. Another
example is the ubiquitous value-at-risk (VaR) measure, which represents the
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maximum loss for a given confidence level (Jorion (2007)). The accounting func-
tion does not produce such metrics. Further, there is no standardized rulebook, like
GAAP, for producing such risk metrics. For risk metrics to be helpful to manage-
ment and the board, they must be reliable across the bank according to similar rules;
thus, a centralized risk function is generally required. The usefulness of the metrics
depends, in part, on the quality of the risk management function; therefore, the
board must monitor it. Furthermore, assessing the risk for certain banks requires
evaluating risks that are difficult to quantify. For instance, the risk of two otherwise
identical banks might be quite different if risk limits are monitored differently and
compliance with those limits varies. Similarly, the assessment of risk metrics might
differ across banks with different cultures. In addition, for a complex bank, mon-
itoring risk metrics and risk management functions is time-consuming and requires
expertise. Finally, having the audit committee perform these tasks may reduce its
effectiveness in fulfilling its traditional responsibilities.*

Therefore, a board risk committee is helpful for large and complex banks
focused on shareholder wealth maximization. It must ensure that the metrics are
reliable and consistent with the firm’s strategy. The committee must be confident
that the risk metrics cover all risks material to the bank. It must ensure that processes
exist to produce the metrics and that the bank stays within the established limits for
the metrics. When relevant metrics are produced as part of the accounting process, a
risk committee is not necessary. In other words, simple banks do not need a risk
committee. As a bank increases in size and complexity, we expect the establishment
of a risk committee to maximize shareholder wealth.

With both audit and risk committees, there is no concern about usurping the
functions of management, since the board cannot perform its functions without
relying on the metrics these committees focus on. If management resists deeper
probing of these metrics, it may signal to the board that the metrics are unreliable.
These committees are expected to probe because management may have incentives
to withhold information from the board.

Bank boards set policies regarding risk-taking. In recent years, the policy for
large banks has been formulated through risk appetite statements (International
Institute of Finance (2011)). These statements define the level of risk that the board
considers appropriate for a bank. With a more traditional bank, it is typically
straightforward to ensure that management’s risk-taking is within the limits pre-
scribed by the board. However, with more complex and larger institutions, bank-
wide metrics can hide risk-taking, which could be inconsistent with the board’s risk
appetite for the bank. Therefore, to ensure that the board has an unbiased and
accurate assessment of a bank’s risk, the board or a risk committee must probe
deeper to ensure that risk is monitored adequately and that risk metrics capture
excessive risk-taking.

Given its business model, a bank’s optimal risk level maximizes shareholder
wealth within regulatory and legal constraints (Stulz (2016)). The board plays a key
role in setting the target risk level and ensuring that the bank’s risk does not deviate
from it. Suppose that a bank’s board has been operating without a risk committee.

3Ashraf, Choudhary, and Jaggi (2024) show that audit committees that “are inundated” with risk
oversight appear to perform their traditional audit committee tasks less effectively.
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Perhaps the functions of the risk committee were performed either by the audit
committee, as the relevant metrics were primarily accounting-based, or by the full
board. As the bank becomes larger and more complex, the board concludes that a
risk committee is needed. With greater confidence in risk metrics and the process
that produces them due to the presence of a risk committee, the board may become
more comfortable with the bank taking additional risks within regulatory and legal
constraints.

Finally, we expect banks to be more likely to adopt risk committees if mis-
managing risk is particularly costly. Banks with larger equity cushions may be less
likely to establish a board risk committee if the cushion substitutes for risk man-
agement investments.

B. Why Would a Bank Board Not Have an Effective Risk Committee?

As discussed in Section I1I.A, a board may rationally choose not to have a risk
committee because it would not maximize shareholder wealth. Other factors may
discourage its establishment or effectiveness. It is well known that boards can fail to
do their jobs (Jensen (1993)). One reason is that entrenched management unduly
influences the board. If the CEO is entrenched, she may prefer that the board not
have a risk committee, as the committee may constrain her actions. We refer to this
perspective as the entrenchment hypothesis. However, ifthe CEO is entrenched and
has co-opted the board, the risk committee would likely be co-opted as well and
may not pose a threat to management. In this case, the committee’s role would be
merely window-dressing. Hence, if management is entrenched, the bank may lack a
risk committee or have an intentionally ineffective one.

A risk committee could be ineffective because the board rubber-stamps man-
agement decisions (Fluck and Khanna (2008)). Such a board does not gather
information independently and simply approves management’s proposals. Simi-
larly, a rubber-stamping risk committee simply endorses management’s recommen-
dations instead of independently assessing risks and making informed decisions
regarding them. This behavior often stems from the board’s lack of incentives to
collect information or effectively monitor management. Consequently, a rubber-
stamping risk committee provides no greater benefit to the bank than having no risk
committee. The predictions of the entrenched management hypothesis are similar to
those of the rubber-stamping hypothesis: in both cases, management faces no
effective risk committee oversight. However, Fluck and Khanna (2008) argue that
shareholders may benefit when the board does not collect information because the
board’s inaction may prompt management to share more information. Hence,
ultimately, monitoring may be more effective because the board receives more
information, assuming that it uses that information. Alternatively, a board that
frequently aligns with management can be considered friendly. Shareholders may
benefit from a friendly board to the extent that management will be more willing to
seek help and advice from it (Adams and Ferreira (2007)). Evidence that a risk
committee independently seeks information suggests that it is not merely a rubber-
stamping entity.

The board may lack information and may not know that a risk committee could
benefit shareholders. In this case, a board may eventually introduce a risk committee
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as it learns about its value. A board that experiences more risk issues, such as
unforeseen adverse developments or outcomes that endanger the bank, would be
more likely to introduce a risk committee. We refer to this perspective as the learning
hypothesis. Based on this hypothesis, banks with more adverse risk experiences
should be more likely to adopt a risk committee.

Institutional investors generally exert greater influence than individual retail
investors and often use this influence to encourage management actions that
enhance shareholder wealth.* Hence, banks with higher institutional ownership
should be better informed about the benefits of a board risk committee.

C. Impact of a Mandated Risk Committee

Suppose that a board without a risk committee is required by law to establish
one. Adding a committee could hinder shareholder value if the board had previously
decided against one because it believed that it would not enhance value. In this case,
the board might prefer a passive risk committee so that its addition would make no
difference. However, because various risk committee tasks are mandated by the
DFA and regulators monitor the risk committee (for instance, by reviewing the
minutes of committee meetings), there are limits to how passive the risk committee
can be. In any case, if the board had previously concluded that a board risk
committee was unnecessary, there would be no reason to expect that a newly
established committee would affect the bank’s risk-taking.

In cases of entrenched management, imposing a board risk committee on
management that does not want one may not reduce bank risk, as there are good
reasons to believe that CEO power does not typically lead to greater risk-taking. For
instance, the CEO might want a “quiet life” (Bertrand and Mullainathan (2003)), in
which case the bank would take too little risk. In fact, many studies find that
entrenched CEOs take less risk than CEOs whose incentives are better aligned with
shareholders (John, Litov, and Yeung (2008), Kumar and Rabinovitch (2013), Saun-
ders, Strock, and Travlos (1990)). If entrenched management takes too little risk, it is
unlikely that a risk committee will force management to take even less risk. In related
cases involving a rubber-stamping board, a risk committee may be established, but it
simply rubber-stamps management decisions and would not reduce bank risk.

Finally, a board may fail to establish a risk committee when one would be
appropriate, even if it seeks to maximize shareholder value. In this case, imposing
a risk committee could be helpful. However, again, there is no reason to expect
that doing so would reduce risk. The board might choose to take more risks with
more information.

[ll.  Empirical Determinants of Risk Committee Choice and the
Dodd-Frank Act Mandate

In this section, we examine whether banks that chose to have a risk committee
before the DFA are those we expect to have one with a board focused on maximiz-
A large body of literature investigates how institutional investors affect governance and monitor the

board. For instance, Liu, Low, Masulis, and Zhang (2020) provide evidence on institutional investors’
monitoring of the board.
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ing shareholder wealth, namely, large and complex banks and banks with a small
equity cushion. We first review the DFA mandate in light of our explanations and
then provide empirical evidence on the determinants of risk committee adoption
in 2006. We also investigate the determinants of risk committee expertise. We
expect that factors that increase the likelihood of having a risk committee also
increase the likelihood that the committee possesses greater risk expertise.

A. The Dodd-Frank Act Mandate

The DFA requires large publicly traded banks to establish a board risk commit-
tee. By limiting this mandate to publicly traded banks, Congress signaled that the
primary motivation is corporate governance: the lack of such a committee constitutes
a governance failure detrimental to shareholders. Implicitly, the assumed failure of
governance leads banks to take on more risk than would be optimal for shareholders,
and as a result, leads banks to create potential systemic risk. The DFA mandate goes
beyond merely requiring certain banks to have a risk committee. It requires the
committee to review risk-management policies, oversee the operation of the risk-
management framework, and ensure that the risk-management framework remains
appropriate. The mandate also describes the elements required for an appropriate risk-
management framework, including processes and systems to i) establish managerial
and employee responsibility for risk management, ii) ensure the independence of the
risk-management function, and iii) integrate risk management into the compensation
structure. While the mandate appears quite intrusive, it does not entrust the committee
with risk management, a managerial function, but rather with overseeing risk man-
agement processes and systems.

While one might argue that the DFA only requires firms to follow good
governance practices for risk management, it is a “one-size-fits-all” solution. As
a result, it may include requirements inappropriate for certain types of banks. The
downside of the “one-size-fits-all” DFA solution is that it imposes costs on those
banks that would not have chosen to meet these specific requirements on their own
because doing so would not have been economically worthwhile or would have
destroyed shareholder wealth.

B. Banks With and Without a Risk Committee Over Time

In this section and the next, we use a sample constructed as follows: We first
collect data on publicly traded U.S. financial institutions from 2003 to 2018. We
start with a list of savings and loans holding companies (SLHCs), BHCs, and
commercial banks from the PERMCO-RSSD link table provided by the Federal
Reserve Bank of New York.> The DFA risk committee mandate applies directly to
public BHCs with assets above $10 billion.® BHCs are regulated by the Federal
Reserve. The Office of the Comptroller of the Currency (OCC) requires commercial
banks with assets exceeding $50 billion that are not BHCs to comply with the DFA
board risk committee mandate and may extend this requirement to banks with assets

3The link table is available at https:/www.newyorkfed.org/research/banking_research/datasets.html.
Though the Economic Growth, Regulatory Relief, and Consumer Protection Act of 2018 raised the
threshold to $50 billion, the change does not affect the results of this study.
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as low as $10 billion, effectively bringing these banks under the DFA mandate.’
Section I of the Supplementary Material describes the samples and data used in all
the analyses in this study.

We obtain financial data for each financial institution. For SLHCs and BHCs,
we use data from the FR Y-9C reports, which are filed quarterly by all BHCs. The
data for commercial banks are from quarterly FFIEC 0031 (call) reports. In addi-
tion, we include quarterly data from Compustat Fundamentals Bank files. The
sample is merged with the CRSP daily files to obtain stock return data. We then
merge the resulting data set with risk committee and director data from BoardEx.
We supplement the BoardEx data with DEF 14A filings from SeekEdgar.®
Although BoardEx data begin in 2000, coverage is limited until 2003, so our sample
starts in 2003. Requiring BoardEx data reduces the sample size for some analyses.

In Table 1, we show in column 1 the number of banks in our sample for each
year, depending on whether they have all the data used in our analyses. The number
of banks that meet our sampling criteria falls from 475 in 2003 to 206 in 2018. Next,
we report the fraction of banks with risk committees by year in column 2. This ratio
for our whole sample is 0.051 in 2003. It increases dramatically over our sample
period, peaking in 2018 at 0.714.

Next, we focus on large banks (assets over $10 billion). We assume that the
DFA mandate applies to these banks, either because they are BHCs or because of the
OCC policy. As expected from our framework, these banks are much more likely to
have risk committees than small banks. In 2003, only 20% of large banks have a risk
committee. The percentage of large banks with such committees has exceeded 45%
since 2007. Starting in 2014, over 90% of large banks have a board risk committee.”
Not surprisingly, the number of large banks increases during our sample period,
whereas the number of small banks falls sharply. However, the percentage of small
banks with risk committees increases by more than 19 times over our sample period.
At the end of our sample period, 54.2% of small banks have a risk committee.

To examine the determinants of banks’ adoption of risk committees prior to the
DFA mandate, we focus on 2006 to avoid influences from discussions surrounding
the DFA’s adoption and the GFC. In Table 2, we compare banks with a risk
committee in 2006 to banks without one using bank characteristics from the same
year. The Appendix provides detailed definitions of all the variables used in this and
the next section. We show the correlations among the variables in Section II,
Table IA2 in the Supplementary Material.

As discussed in Section II, based on the shareholder wealth maximization
hypothesis, we expect banks with risk committees to be larger, more complex, and

"In our data set from 2003 to 2018, we have only 133 of 5,555 bank-year observations that are
not BHC:s.

8To assess whether a financial institution has a board risk committee, we first use BoardEx to identify
all risk committees by searching for committees with the word “risk” in the title. To supplement the
BoardEx data, we search firms’ proxy statements (DEF 14A and DEFA 14A) in SeekEdgar for mentions
of a risk committee under various possible titles. We exclude committees that also contain the word
“audit” in the title.

% As suggested by the referee, we consider a bank to have a risk committee only ifthe risk committee’s
title does not include the word “audit.” Some large banks in 2014 have a risk committee whose title
contains the word “audit.”
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TABLE 1

Bank Sample by Year and Risk Committee

Table 1 reports the number (N) of banks by year and the fraction of banks with a risk committee in that year. Large Banks are
those with total assets above $10 billion, and Small Banks are those with total assets no greater than $10 billion.

All Banks Large Banks Small Banks
N Fraction N Fraction N Fraction
1 2 3 4 5 6
2003 475 0.051 65 0.200 410 0.027
2004 458 0.068 62 0.290 396 0.033
2005 469 0.085 59 0.373 410 0.044
2006 399 0.103 61 0.393 338 0.050
2007 378 0.119 55 0.455 323 0.062
2008 361 0.144 56 0.482 305 0.082
2009 367 0.281 58 0.690 309 0.204
2010 346 0.324 59 0.712 287 0.244
2011 316 0.402 56 0.786 260 0.319
2012 316 0.437 63 0.794 253 0.348
2013 319 0.476 64 0.891 255 0.373
2014 322 0.509 69 0.957 253 0.387
2015 277 0.585 69 0.942 208 0.466
2016 274 0.591 73 0.945 201 0.463
2017 272 0.618 75 0.947 197 0.492
2018 206 0.714 86 0.953 120 0.542
Total 5,655 1,030 4,625
TABLE 2

Descriptive Statistics for 2006

Table 2 reports descriptive statistics for all variables in our analyses for 2006. For each variable, we show the cross-sectional
mean and median for 2006. Table 2 is divided into banks that had a risk committee in 2006 (A) and those without one (B).
Significant differences in means (based on ttests) and medians (based on Wilcoxon tests) between banks with a risk

committee and those without a risk committee are denoted by *, **, and *** for significance at the 10%, 5%, and 1% levels,
respectively. The Appendix defines all variables.
Banks with a Risk Banks with No Risk
Committee A Committee B Differences A - B
N Mean Median N Mean Median Mean Median
1 2 3 4 5 6 7 8
Total assets ($billions) 32 95.984 11.443 303 5.597 1.5659 90.387*** 9.884**
Complexity 32 0.736 0.729 303 0.653 0.647 0.083*** 0.082***
C&l loans/assets 32 0.121 0.105 303 0.097 0.082 0.024** 0.023***
Real estate/assets 32 0.439 0.436 303 0.499 0.507 —0.060** —0.071%**
Deposits/assets 32 0.658 0.668 303 0.700 0.711 —0.042*** —0.043***
Trading/assets 32 0.011 0.000 303 0.001 0.000 0.010*** 0.000***
Tier 1 ratio 32 10.096 9.820 303 11.853 11.310 —1.757** —1.490***
Equity volatility 32 0.216 0.208 303 0.248 0.246 —0.032*** —0.038***
Market-to-book 32 1.851 1.859 303 1.899 1.801 —0.048 0.058
ROA 32 0.149 0.150 303 0.156 0.154 —0.007** —0.004
ROE 32 1.170 1.155 303 1.268 1.250 —0.098* —0.095*
Annual stock return 32 0.065 0.071 303 0.146 0.035 —0.081 0.036
Tail risk 32 0.038 0.035 303 0.040 0.039 —0.002 —0.004
Loan loss/assets 32 0.001 0.000 303 0.000 0.000 0.001*** 0.000***
Nonperforming loans/assets 32 0.005 0.004 303 0.004 0.003 0.001 0.001
Duality 32 0.281 0.000 303 0.267 0.000 0.014 0.000
Entrenchment 32 0.403 0.327 303 0.394 0.313 0.009 0.014
Board financial expertise 32 0.189 0.209 303 0.187 0.182 0.002 0.027
RC risk expertise 32 0.153 0.000
Institutional ownership 32 0.479 0.510 303 0.308 0.248 0.171%* 0.262***
Crisis return 29 —0.239 —0.230 199 —0.254 —0.236 0.015 0.006

have lower equity cushions. Table 2 shows that banks with risk committees are
much larger than those without. Following Laeven and Levine (2007), we measure
complexity (Complexity) as one minus the absolute difference between net interest
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income and other operating income divided by total operating income. Table 2
shows that banks with risk committees are more complex than others. Consistently,
these banks have more C&I loans and trading assets and fewer deposits. In addition,
banks with risk committees have a lower equity cushion because they have a lower
Tier 1 ratio.

The entrenchment hypothesis predicts that a bank board beholden to the CEO
is less likely to have a risk committee, as the CEO is expected to value managerial
discretion. We use the co-option measure from Coles et al. (2014) to measure
entrenchment. This measure (Entrenchment) is the fraction of board members
appointed after the appointment of the current CEO. We find no difference in
Entrenchment between banks with risk committees and those without. Another
measure of CEO power is Duality, defined as 1 if the CEO also serves as chairman
of the board, and 0 otherwise (Adams, Almeida, and Ferreira (2005)). The value of
Duality does not differ between banks with and without board risk committees.

With respect to variables that are informative about the learning hypothesis,
we consider the board’s financial expertise, since boards with greater financial
expertise already possess the knowledge and experience relevant to risk oversight,
making additional learning about risk committees less necessary. We measure the
board’s financial expertise, Board Financial Expertise, following Minton et al.
(2014). There is no difference in Board Financial Expertise between boards with
and without risk committees. As discussed, we expect banks with a risk committee
to have greater institutional ownership (Institutional Ownership). We find that
banks with risk committees have substantially higher average Institutional Own-
ership than other banks (48% vs. 31%). However, this difference is likely attribut-
able to the larger size of banks with risk committees, as institutional ownership
tends to increase with firm size. As noted earlier, we expect a bank’s adverse risk
experiences to enhance its board’s learning about risk management. We compute
the stock return for the 1998 crisis, following Fahlenbrach, Prilmeier, and Stulz
(2012). This measure, Crisis Return, captures the stock drawdown during the 1998
crisis. We expect banks with larger drawdowns to be more aware of the potential
benefits of a risk committee, given their more adverse experience. However, we find
no difference in Crisis Return between banks with risk committees and those
without.

To assess the relation between bank characteristics and the existence of a risk
committee more directly, we estimate linear regression models in which the depen-
dent variable RC indicates whether a bank has a risk committee in 2006. The
regression results are reported in Panel A of Table 3.'° The sample for these
regressions consists of all publicly traded banks with required data available,
regardless of their total asset values. We use firm characteristics measured
in 2005 to predict whether a bank has a risk committee in 2006. All regressions
include Total Assets, Complexity, the interaction of Total Assets and Complexity,
Tier 1 Ratio, and Market-to-Book as regressors. We then add selected regressors in

'%We use a linear OLS regression instead of a logistic regression because our coefficient of interest
involves an interaction term. The interpretation of a coefficient on an interaction is straightforward with a
linear regression but not with a logistic regression (see Ai and Norton (2003)). We are not concerned
about negative fitted values or fitted values greater than one, as there are almost none.

ssaud Aissaaun abplguied Aq auluo paysliand 918z019206012z005/£101°01/610°10p//:sdny


https://doi.org/10.1017/S0022109026102816

Stulz, Tompkins, Williamson, and Ye 2601

TABLE 3
Probability of Having a Risk Committee in 2006

Table 3 reports OLS regressions of the probability of having a risk committee in 2006. In Panel A, the dependent variable RC
takes the value 1 if a bank has a risk committee in 2006, and O otherwise. In Panel B, the dependent variable is RC Risk
Expertise in 2006. Allindependent variables are for 2005. p-values are in parentheses. Standard errors are robust. *, **, and ***
denote statistical significance at the 10%, 5%, and 1% levels, respectively. The Appendix defines all variables.

Panel A. Existence of a Risk Committee

RC (Having a Risk Committee in 2006)

1 2 3 4 5

Complexityzoos —0.139 —0.090 —0.098 —0.009 —0.039
(0.197) (0.427) (0.406) (0.955) (0.816)

Total assetsgos —0.070 0.088 —0.046 0.082 —0.059
(0.190) (0.194) (0.484) (0.274) (0.396)

Complexitysgps x total assetsagos 0.231*** 0.018 0.185* 0.011 0.223***
(0.002) (0.843) (0.050) (0.913) (0.009)
Tier 1 ratiogogs —0.006** —0.007*** —0.007*** —0.010*** —0.018***

(0.021) (0.001) (0.001) (0.007) (0.006)
Market-to-bookzoos -0.019 —0.036* —0.030 —0.052** —0.049*
(0.332) (0.080) (0.131) (0.049) (0.069)
Entrenchmentzgos —0.020 —0.082"
(0.596) (0.099)

Dualityspos —0.030 —0.043
(0.367) (0.322)

Institutional ownershipzoos —0.089 —0.100
(0.254) (0.280)
Board financial expertisesgos —0.053 —0.259*
(0.573) (0.077)

Crisis return 0.159 0.090
(0.409) (0.650)

No. of obs. 354 369 348 260 229
Pseudo A* 0.20 0.19 0.18 0.18 0.23

Panel B. Risk Committee Expertise

RC Risk Expertise (in 2006)

1 2 3 4 5

Complexityspos —0.051 —0.025 —0.041 —0.028 -0.072
(0.159) (0.470) (0.264) (0.576) (0.215)
Total assetsgos —0.048 —0.015 —0.041 —0.028 —0.070*
(0.118) (0.590) (0.206) (0.378) (0.058)

Complexityooos x total assetsooos 0.100** 0.046 0.087* 0.061 0.131**
(0.043) (0.277) (0.090) (0.208) (0.020)
Tier 1 ratiogeos —0.001 —0.001* —0.001** —0.002 —0.002
(0.219) (0.052) (0.033) (0.150) (0.110)
Market-to-bookooos —0.002 —0.005 —0.004 —0.008 —-0.007
(0.735) (0.423) (0.529) (0.289) (0.408)
Entrenchmentygos —0.002 —0.007
(0.892) (0.662)
Duality2g0s 0.002 0.007
(0.830) (0.612)
Institutional ownershipzoos —0.011 —-0.024
(0.567) (0.306)
Board financial expertisesgos —0.003 —0.025
(0.848) (0.381)
Crisis return 0.052 0.036
(0.321) (0.538)

No. of obs. 352 361 347 253 229

Pseudo A* 0.20 0.13 0.18 0.14 0.24
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columns 1 through 4. In column 5, we include all regressors. The number of
observations varies across columns as we use all banks with available data for each
specification. For instance, some banks lack data for certain variables because they
are not covered by BoardEx or did not exist in 1998.

As expected and consistent with the shareholder wealth maximization hypoth-
esis, we find that larger, more complex banks and those with lower equity cushions
are more likely to have a risk committee. In column 1, the coefficient on the
interaction between Total Assets and Complexity is significantly positive, whereas
the coefficient on Tier 1 Ratio is significantly negative. Based on the entrenchment
hypothesis, we expect the coefficients on Entrenchment and Duality to be signif-
icantly negative. However, neither coefficient is statistically significant. In col-
umn 2, we add Institutional Ownership, but its coefficient is not statistically
significant. However, the interaction between Complexity and Total Assets is also
not significant. We then add Board Financial Expertise in column 3, and its
coefficient is not statistically significant. The interaction between Complexity
and Total Assets is again significant. We add Crisis Return to the regression
reported in column 4, and it is not significant. The interaction between Complexity
and Total Assets is also not significant; however, the sample size is much smaller
because Crisis Return is available for fewer banks. When we include all the variables
in column 5, we find that the interaction between Complexity and Total Assets, Tier
1 Ratio, and Market-to-Book has significant coefficients. We also find that Entrench-
ment and Board Financial Expertise have significant negative coefficients. The
coefficient on Entrenchment supports the entrenchment hypothesis. In contrast, the
coefficient on Board Financial Expertise runs counter to the learning hypothesis,
which predicts that a board with greater financial expertise is more likely to under-
stand the potential benefits of a board risk committee. However, a board with greater
financial expertise may be able to address risk-related issues more effectively in
plenary sessions, reducing the need for a separate risk committee.

Panel A of Table 3 does not consider risk committee expertise. We expect that
the reasons that motivate boards to have a risk committee also motivate them to
have risk expertise on the committee. Consequently, we expect the predictions of
the shareholder wealth maximization hypothesis to hold when accounting for risk
expertise. We construct a variable that proxies for the risk expertise of the risk
committee, RC Risk Expertise. This variable is the fraction of risk committee
members (excluding those who also serve on the audit committee) who have prior
outside risk committee-related experience, outside CFO or treasurer experience, or
an MBA or a master’s degree in finance. A bank whose risk committee has no
members with risk expertise is assigned the same RC Risk Expertise value as a bank
without a risk committee. The number of observations decreases because we cannot
obtain the necessary information to construct RC Risk Expertise for all banks. The
loss of observations differs across columns because the data requirements differ
across them. Table 3, Panel B, presents the regression results, where we replace the
dependent variable RC with RC Risk Expertise. The interaction of Complexity and
Total Assets has a positive and significant coefficient in the same columns as in
Panel A. Tier 1 Ratio has a negative and significant coefficient in columns 2 and
3. The coefficient on Market-to-Book is never statistically significant. Neither
Entrenchment nor Board Financial Expertise is significant.
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A comparison of Panels A and B of Table 3 indicates that Panel B fully
supports the shareholder wealth maximization hypothesis.'' In contrast, Panel A
reports a significant negative coefficient on Entrenchment, suggesting a role for
managerial entrenchment. These results can be reconciled by noting that entrench-
ment can make a bank less likely to establish a board risk committee; however,
conditional on having one, entrenchment does not appear to reduce its risk exper-
tise. In other words, the observed level of risk expertise within the board risk
committee is consistent with the shareholder-value-maximization hypothesis,
although the evidence does not rule out the possibility that entrenchment deters
the formation of such committees.

IV. Do Banks With Risk Committees Perform Better and Have
Less Risk?

An investigation into whether banks with risk committees exhibit lower risk
and perform better must address obvious difficulties. Ideally, one would compare a
bank with a risk committee to the same bank without one at the same point in time.
However, such an exercise is not feasible. As a result, when comparing the perfor-
mance and risk of a bank with a risk committee to a bank without one, one may be
comparing different banks and hence attributing differences in performance and
risk to the existence of a risk committee when these differences are explained by
unobserved firm characteristics.

To address the differences between banks with risk committees and their
counterparts without them, the literature often employs a regression discontinuity
design (RDD). This approach compares financial institutions around the $10 billion
asset threshold after the DFA mandate took effect. Balasubramanyan et al. (2024)
use this approach. They also use a difference-in-differences (DiD) approach, com-
paring the risk of banks that voluntarily maintained a board risk committee prior to
the DFA with that of banks that only established such committees in response to the
DFA mandate. Using either approach, they find no evidence that banks required by
the DFA to establish a risk committee—those without one prior to the DFA—
exhibit lower stock return volatility or other risk measures when they have a risk
committee.

Unlike the earlier studies, we examine whether banks exceeding the DFA
threshold differ in risk and performance if they voluntarily establish a risk com-
mittee before the DFA mandate, and whether the risk and performance of banks that
introduce a risk committee differ because of the DFA change. We first investigate
whether banks that exceeded the DFA threshold in 2006 and had a risk committee
performed better and had lower risk during the GFC than those that exceeded the
threshold but did not have a risk committee. We then test whether banks that meet
the threshold perform better and exhibit lower risk after establishing a board risk
committee by comparing those that adopted the committee voluntarily before 2010
with those that did so in or after 2010. Banks adopting the committee in or after

"For robustness, we re-estimate the regressions in Table 3 including additional balance sheet
characteristics (Deposits/Assets, Securities/Assets, C&l Loans/Assets, and Real Estate/Assets). Our
results are unchanged and reported in Table IA3 in the Supplementary Material.
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2010 did so knowing that it was mandated by the DFA and had to be in place by the
compliance deadline.

A. The Performance of Banks During the GFC and Board Risk
Committees

There is extensive literature on bank performance during the GFC. We do not
aim to explain bank performance during the GFC; instead, we investigate whether
banks that met the DFA threshold before the GFC and had a board risk committee
differ in risk and performance from banks that met the threshold but did not have a
board risk committee. In 2006, 24 of the 61 banks in our sample that meet the DFA
threshold of $10 billion in assets have a risk committee. To assess whether these
banks perform differently and have different risk levels during the GFC, we control
for variables that capture bank differences. We also include an indicator for the year
2008, which means that we effectively use year fixed effects. In regressions of
performance and risk measures on these control variables, if they capture differ-
ences among banks exceeding $10 billion in assets, the coefficient on an indicator
variable for whether a bank has a risk committee measures the effect of having a risk
committee on the dependent variable.

The dependent variables include two risk measures, three performance mea-
sures, two real outcome measures, and one combined performance-risk measure.
The risk variables are annual stock return volatility (Equity Volatility) and Tail Risk,
which is the negative of the average stock return on the 5% worst return days during
a year. The performance variables are ROA, ROE, and Annual Stock Return. The
real outcomes are loan losses relative to total assets (Loan Loss/Assets) and non-
performing loans relative to total assets (Nonperforming Loans/Assets). The var-
iable that combines performance and risk is the Sharpe Ratio, defined as the excess
stock return over the risk-free rate divided by the standard deviation of the stock
return.'?

Table 4, Panel A, reports our regression estimates where the dependent vari-
ables are measured in 2007 and 2008, and the independent variables are for 2006
(except for an indicator variable for 2008). We have 77 observations, as we lose
observations because of data requirements. The independent variables include
Board Financial Expertise, Crisis Return, Complexity, Total Assets, Tier 1 Ratio,
Market-to-Book, Entrenchment, Duality, Year,gg (an indicator variable for the
year 2008), and Institutional Ownership. The test variable in the regression is an
indicator for whether a bank had a risk committee in 2006 (RC5qg). Its coefficient is
never significant for risk measures or real outcomes. It is significantly negative for
ROA. There is no evidence that banks with risk committees in 2006 performed
better or had less risk during the GFC. In Table IA4 in the Supplementary Material,
we estimate the same regression with the addition of Deposits/Assets, Securities/
Assets, C&I Loans/Assets, Real Estate/Assets, and ROE. We do not include a
measure of trading assets because trading assets are extremely highly correlated
with Total Assets. We omit these variables from the regressions that we highlight
because they can be considered direct outputs of risk management policies. Includ-

12We thank the referee for suggesting the use of the Sharpe ratio.
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TABLE 4

Crisis Performance Regressions

Panel A of Table 4 reports OLS regressions of several performance measures on RC (the existence of a risk committee) and
other independent variables. Panel B reports similar regression results but replaces RC with RC Risk Expertise. Independent
variables are measured in 2006, and dependent variables are measured in 2007 and 2008. The sample includes large banks,
defined as banks and bank holding companies with total assets greater than $10 billion. Variable descriptions are presented in
the Appendix. p-values are in parentheses. Standard errors are clustered at the firm level. *, **, and *** denote statistical
significance at the 10%, 5%, and 1% levels, respectively.

Annual Loan
Equity Stock Loss/ Nonperforming ~ Sharpe
Volatility — Tail Risk ROA ROE Return Assets Loans/Assets Ratio
1 2 3 4 5 6 7 8
Panel A. Existence of a Risk Committee
RC2006 0.077 0.015 —0.012*** —0.046 —0.026 0.001 —0.007 —0.004
(0.189) (0.148) (0.009) (0.478) (0.660) (0.760) (0.534) (0.676)
Board financial 0.005 0.009 —-0.015 —0.509" —0.126 0.019** 0.014 —0.069**
expertisezoos (0.982) (0.845) (0.388) (0.056) (0.581) (0.035) (0.756) (0.026)
Crisis returnyggs —0.055 —0.018 0.001 —0.122 0.115 0.019** 0.021 —0.009
(0.833) (0.789) (0.957) (0.373) (0.590) (0.023) (0.596) (0.833)
Complexitysoos -0.172 —0.032 0.033** 0.329 —0.142 0.010 —0.008 —-0.013
(0.378) (0.476) (0.044) (0.166) (0.488) (0.256) (0.842) (0.661)
Total assetszo0s —0.026 —0.005 —0.009*** —0.082***  0.030 0.001 —-0.010 0.006*
(0.221) (0.291) (0.000) (0.001) (0.134) (0.476) (0.112) (0.057)
Tier 1 ratiopoos —0.006 —0.002 —0.003**  —0.003 0.037*  —0.002*** 0.006 0.009***
(0.777) (0.679) (0.029) (0.877) (0.085) (0.009) (0.499) (0.007)
Market-to- -0.075** -0.013* —-0.013"*  0.115™* 0.102**  —0.000 —0.023* 0.016**
bookagos (0.034) (0.066) (0.000) (0.017) (0.036) (0.666) (0.051) (0.019)
Entrenchmentsgos 0.012 —0.001 0.006 —0.113** -0.054  —0.001 —0.000 —0.012
(0.853) (0.925) (0.281) (0.040) (0.468) (0.687) (0.977) (0.233)
Duality 006 0.092 0.018 0.008 0.047 -0.027  —0.005** -0.017 —-0.007
(0.266) (0.358) (0.111) (0.552) (0.788) (0.022) (0.447) (0.618)
Yearooos 0.571**  0.104*** -0.028*** -0.102*** -0.176**  0.005*** 0.011** 0.052***
(0.000) (0.000) (0.000) (0.000) (0.012) (0.000) (0.000) (0.000)
Institutional 0.114 0.013 0.016 0.139 —0.225 0.000 0.070 0.013
ownershipaoos (0.459) (0.713) (0.188) (0.205) (0.108) (0.976) (0.190) (0.557)
No. of obs. 77 77 77 77 77 77 77 77
Adj. ? 0.70 0.63 0.68 0.52 0.12 0.38 0.17 0.42
Panel B. Risk Committee Expertise
RC risk —0.045 0.011 -0.013 —0.146 —0.024  —0.005 0.008 —0.038
expertisezoos (0.769) (0.781) (0.228) (0.274) (0.870) (0.470) (0.773) (0.104)
Board financial -0.076 —0.008 —0.002 —0.460" —0.098 0.018* 0.021 —0.064**
expertisezoos (0.691) (0.852) (0.915) (0.080) (0.671) (0.048) (0.624) (0.028)
Crisis returniggs 0.021 —0.006 —0.007 —0.130 0.098 0.021*** 0.013 —0.004
(0.940) (0.926) (0.643) (0.349) (0.673) (0.006) (0.724) (0.931)
Complexityzoos —0.187 —0.033 0.033* 0.322 -0.141 0.010 —0.006 —0.016
(0.357) (0.479) (0.086) (0.181) (0.497) (0.271) (0.876) (0.604)
Total assetszoos —0.014 —0.003 -0.010"* -0.081***  0.028 0.001 -0.011* 0.007**
(0.465) (0.458) (0.000) (0.002) (0.169) (0.202) (0.099) (0.018)
Tier 1 ratiogoos —0.012 —0.003 —0.003*  —0.004 0.038*  —0.002*** 0.007 0.009**
(0.584) (0.561) (0.087) (0.852) (0.063) (0.007) (0.481) (0.012)
Market-to- —-0.092** -0.016* -0.010*  0.121* 0.107** —0.001 —0.021** 0.016***
bookaoos (0.003) (0.011) (0.006) (0.011) (0.035) (0.455) (0.048) (0.010)
Entrenchmentpgos ~ —0.003 —0.004 0.008 -0.103*  -0.049  —-0.001 0.001 —0.011
(0.957) (0.701) (0.198) (0.067) (0.528) (0.605) (0.933) (0.282)
Dualityo06 0.077 0.014 0.011** 0.061 —0.021 —0.005** -0.015 —0.005
(0.349) (0.457) (0.044) (0.409) (0.827) (0.019) (0.477) (0.681)
Yearooos 0.571**  0.104** -0.028*** —0.108*** —-0.176**  0.005*** 0.011** 0.052***
(0.000) (0.000) (0.000) (0.000) (0.012) (0.000) (0.000) (0.000)
Institutional 0.132 0.016 0.013 0.125 —0.231* 0.000 0.069 0.012
ownershipaoos (0.394) (0.630) (0.292) (0.236) (0.086) (0.949) (0.192) (0.581)
No. of obs. 77 77 77 77 77 7 77 77
Adj. lis 0.70 0.62 0.64 0.52 0.12 0.39 0.17 0.44
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ing them does not change our conclusions. In Panel B of Table 4, we replace RC
with RC Risk Expertise as our test variable. The results are similar, except that ROA
is not significantly related to RC Risk Expertise.

In summary, the coefficients on RC,g6 in Panel A of Table 4 are not signif-
icant, except for the negative coefficient in the regression in which the dependent
variable is ROA. In Panel B of Table 4, the test variable is RC Risk Expertise, and
none of'its coefficients are statistically significant. Therefore, our evidence does not
support the view that large banks without a risk committee in 2006 would have
experienced lower risk, better performance, or improved real outcomes during the
crisis if they had a risk committee. In other words, if the DFA requirement was
motivated by the view that excessive risk-taking caused the GFC and that a board
risk committee would reduce such risk-taking through improved governance, our
evidence does not support this view.

B. Do Banks Have Lower Risk After Being Required to Adopt a Risk
Committee?

We examine differences in risk and performance between large banks with and
without board risk committees from 2003 to 2018. We use a DiD regression format,
where treatment is the introduction of a risk committee. We include a bank in the
sample for the first time whose assets exceed the DFA threshold. During the sample
period, a large bank with a risk committee either introduced a risk committee
voluntarily or was forced to introduce one because of the DFA. We assume that
banks that introduce a risk committee before 2010 do so voluntarily, and those that
introduce it in 2010 or later do so involuntarily due to the DFA mandate. We further
assume that all banks with assets in excess of $10 billion have to introduce one as a
result of the DFA if they do not have one in 2010, since the OCC effectively
extended the DFA requirement to banks that are not part of holding companies.
Our approach suffers from a potential endogeneity issue in that banks can choose
when to meet the DFA mandate as long as they introduce a risk committee before the
deadline.'? We use an indicator variable, RC Before 2010, which equals 1 for every
year that a bank that introduced a risk committee before 2010 has a risk committee.
RC After 2010 is an indicator variable that equals 1 for each year a bank that
introduced a risk committee in or after 2010 has a risk committee. We use bank and
year fixed effects. However, to identify bank fixed effects, we must exclude banks
that enter the sample period with a risk committee.

Table 5 presents the regression results. In Panel A, the test variables are the risk
committee indicator variables. RC After 2010 is not statistically significant for any
of'the risk, real outcomes, or performance variables. Therefore, there is no evidence
that banks that had to introduce a risk committee because of the DFA have less risk
afterward. We find more nuanced results for RC Before 2010. It is negatively
associated with Tail Risk, ROE, and Annual Stock Return but positively associated
with Equity Volatility. In Panel B, we use RC Risk Expertise variables as our test
variables. RC Risk Expertise Before 2010 is negatively associated with Nonper-

13A potential approach to address this issue is to use a stacked DiD (see Baker, Larcker, and Wang
(2022)). This approach is problematic here since after 2013 there are almost no untreated observations.
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Performance Regressions: Full Sample Period

TABLE 5

Table 5 reports panel regressions for large banks from 2003 to 2018. All independent variables are lagged by 1 year. Large
banks and bank holding companies are those with total assets above $10 billion. In Panel A, the indicator variable “RC Before
2010” takes the value 1 if a bank has a risk committee that was established before 2010, while the indicator variable “RC After
2010” takes the value 1 if a bank has a risk committee that was established in 2010 or after. Panel B reports similar regression
results but replaces RC with RC Risk Expertise. All variable descriptions are in the Appendix. Regressions include firm fixed
effects, and standard errors are clustered at the firm level. p-values are in parentheses. *, **, and *** denote statistical
significance at the 10%, 5%, and 1% levels, respectively.

Panel A. Risk Committee Before 2010

RC after 2010, _ ¢

RC before
2010;_ 4

Complexity; 1
Total assets; _ 4
Tier 1 ratio; _ 4

Market-to-
book; _ 4

Entrenchment; _ 4
Duality; _ ¢

Institutional
ownership; _ 1

Board financial
expertise; _ 1

Fixed Effects

Bank

Year

No. of obs.
Within A2

Panel B. Risk Committee Expertise Before 2010

RC risk expertise
after 2010; _ ¢

RC risk expertise
before 2010, _ 4

Complexity; _ 1
Total assets; _ 1
Tier 1 ratios_ 4

Market-to-
book; _ 4

Entrenchment, _ 4
Duality; _ 4

Institutional
ownership; _ 1

Board financial
expertise; _ 1

Fixed Effects

Bank

Year

No. of obs.
Within £

Annual Loan
Equity Stock Loss/ Nonperforming Sharpe
Volatility — Tail Risk ROA ROE Return Assets Loans/Assets Ratio
1 2 3 4 5 6 7 8
0.019  -0.003 0.002 -0.017 —0.104 0.001 0.003 —0.001
(0.484) (0.482) (0.473) (0.582) (0.721) (0.508) (0.236) (0.795)
0.067** —0.009** —0.000  —0.050* —0.366" —0.000 —0.001 —0.002
(0.033) (0.041) (0.984) (0.080) (0.076) (0.676) (0.846) (0.708)
0.023  —0.004 —0.011 —0.041 0.222 —0.005 —0.001 0.020
(0.737) (0.655) (0.273) (0.779) (0.545) (0.118) (0.890) (0.289)
0.066** —0.009** —0.005 —0.091* —0.811** 0.002* —0.003 —0.032***
(0.036) (0.013) (0.212) (0.095) (0.015) (0.073) (0.492) (0.001)
—0.004 0.000 0.000 —-0.027*** —-0.011 —0.000 0.000 —0.000
(0.351) (0.437) (0.719) (0.000) (0.657) (0.738) (0.885) (0.804)
—0.040**  0.005* 0.002 0.128"** —0.403*** —0.001 —0.003** —0.012**
(0.047) (0.091) (0.421) (0.000) (0.000) (0.176) (0.047) (0.014)
0.006  —0.001 0.000 —0.058*  —0.202 —0.000 —0.002 —0.014*
(0.867) (0.763) (0.953) (0.042) (0.123) (0.766) (0.272) (0.017)
0.033  —0.004 0.001 —-0.010 —0.329 —0.000 0.001 —0.002
(0.198) (0.244) (0.754) (0.666) (0.177) (0.826) (0.610) (0.651)
0.009  —0.002 —0.005 —-0.225"** —1.039 0.001 —0.008 —0.041**
(0.875) (0.799) (0.388) (0.003) (0.112) (0.792) (0.377) (0.038)
0.124  -0.015 —0.000 -0.108 —0.469 0.007 0.016 —0.003
(0.227) (0.307) (0.982) (0.203) (0.258) (0.211) (0.170) (0.875)
Yes Yes Yes Yes Yes Yes Yes Yes
Yes Yes Yes Yes Yes Yes Yes Yes
653 653 653 653 653 653 653 653
0.08 0.07 0.05 0.36 0.04 0.05 0.02 0.05
—0.037 0.006 0.007**  0.109** 0.613 0.002** 0.003 0.008
(0.412) (0.335) (0.030) (0.028) (0.227) (0.013) (0.250) (0.441)
—0.023 0.004 0.001 0.033 0.287 0.000 —0.005* 0.015*
(0.433) (0.305) (0.685) (0.101) (0.481) (0.907) (0.062) (0.058)
0.021 —0.004 —0.011 —0.038 0.247 —0.005 —0.001 0.021
(0.766) (0.680) (0.251) (0.784) (0.502) (0.130) (0.883) (0.282)
0.075* -0.011** -0.006  —0.111**  —0.927** 0.001 —0.003 —0.033***
(0.028) (0.008) 0.111) (0.033) (0.012) (0.104) (0.445) (0.001)
—0.002 0.000 0.000 —0.029*** —0.028 —0.000 0.000 —0.000
(0.562) (0.684) (0.925) (0.000) (0.255) (0.597) (0.884) (0.658)
—0.042**  0.005* 0.001 0.126™* —-0.407** —0.001 —0.003** -0.012*
(0.031) (0.060) (0.504) (0.000) (0.000) (0.158) (0.023) (0.010)
0.007  —0.002 0.000 —0.058" —0.205 —0.000 —0.002 —0.014*
(0.844) (0.748) (0.977) (0.058) (0.124) (0.702) (0.228) (0.017)
0.027  —0.003 0.001 —0.002 —0.280 —0.000 0.001 —0.001
(0.288) (0.356) (0.725) (0.917) (0.189) (0.832) (0.701) (0.730)
0.037  —0.006 —0.005  —-0.239"** —1.177 0.000 —0.008 —0.044**
(0.538) (0.485) (0.397) (0.001) (0.110) (0.864) (0.395) (0.023)
0.084  —0.009 0.001 —0.063 —0.160 0.008 0.017 0.001
(0.429) (0.536) (0.834) (0.436) (0.675) (0.163) (0.126) (0.956)
Yes Yes Yes Yes Yes Yes Yes Yes
Yes Yes Yes Yes Yes Yes Yes Yes
653 653 653 653 653 653 653 653
0.07 0.06 0.06 0.37 0.04 0.06 0.03 0.05
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forming Loans/Assets. The coefficient on RC Risk Expertise Before 2010 of
—0.005 is economically significant. Going from zero risk expertise to RC Risk
Expertise of 0.5 would be associated with lower Nonperforming Loans/Assets of
0.25% when Nonperforming Loans/Assets for banks with a risk committee is at its
mean value of 0.5% in 2006. Furthermore, we find that the Sharpe Ratio is
positively associated with RC Risk Expertise Before 2010. RC Risk Expertise
Before 2010 is not associated with Tail Risk or performance measures. In contrast,
RC Risk Expertise After 2010 is positively associated with Loan Loss/Assets,
suggesting greater risk, and with ROA and ROE, suggesting better performance.
Since neither ROA nor ROE is risk-adjusted, the better performance could reflect
greater risk. The results in Table 5 are not sensitive to the regressors. Table IAS in
the Supplementary Material shows that regressions using only the risk committee
indicators and fixed effects yield similar coefficients on those indicators.

In conclusion, the analysis in this section provides no evidence to support the
hypothesis that banks forced to adopt a board risk committee have lower risk. In
contrast, we find that banks with a risk committee introduced before 2010 have
lower risk. This evidence is stronger when we use the risk committee’s risk
expertise as our risk committee measure. Banks whose board risk committees were
introduced before 2010 and have greater risk expertise exhibit lower nonperforming
loans and a higher Sharpe ratio. To the extent that a higher Sharpe ratio indicates that
a bank is less likely to take excessive risk, our results support the view that
voluntarily establishing a board risk committee with greater risk expertise helps
curb excessive risk-taking.

V. What Do Board Risk Committees Do?

We investigate what risk committees do and whether their activities are
consistent with our shareholder wealth maximization hypothesis. The questions
we are most interested in require complex, detailed answers and follow-up ques-
tions, which made them unsuitable for a survey. Therefore, we conducted in-depth
interviews with 19 risk committee chairs of publicly traded U.S. financial institu-
tions. Because we conducted our interviews after the DFA was fully implemented,
they provide insight into risk committee practices after the DFA.

A. The Sample of Interviews

To develop the potential sample of interviewees, we started with a list of all
U.S. publicly traded firms whose proxies indicated that the firm had a board
committee whose name included the word “risk” as of November 2016 and had
an SIC code in the 6000 group. After retrieving company information and the names
of the chairs of the board committees with the word “risk” in their titles, we
identified 203 firms. We conducted 19 interviews with risk committee chairs from
these firms, ensuring that none of these committees included the word “audit” in the
name (e.g., “risk and audit” committee). This approach is consistent with other
interview studies on board committees, including, for example, Clune, Hermanson,
Tompkins, and Ye (2014). Of these 19 firms, 14 were depository institutions:
10 commercial banks and 4 savings institutions. We refer to this subsample as
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banks. Our investigation focuses on these 14 banks. The median market capitali-
zation of the participating firms is $3.2 billion, and the mean is $19.27 billion. The
median asset size is $17.7 billion. Of the 19 participating firms, 12 met the DFA
requirement of having a risk committee. In 2006, only the four largest banks had
risk committees.

The interviews were conducted in 2017 by one coauthor via phone (14),
videoconference (2), or face-to-face (3). We used the semi-structured interview
method as advised by Radcliffe (2010) and others. We recorded each interview and
sent it to a professional service for transcription to ensure accuracy. To promote
candor in the interview, we agreed to write the paper in such a way that neither the
interviewee nor the financial institution would be identifiable. Furthermore, we sent
the interviewees a draft of the paper prior to submission for publication so that they
could verify their anonymity. The average interview length was 132 minutes, and
we believe that the number of interviews was appropriate, as there were few new
insights gained from the last few interviewees.'*!>

B. Risk Committee Charters

A risk committee charter, approved by the board, is essentially a written “job
description” for the risk committee. We reviewed the charters of the risk committees
of the participating financial institutions available to us (12 of 14), and they
consistently emphasize the oversight role of the risk committee. In all cases, the
CRO reports to the risk committee in some form.'® The charters we reviewed clarify
that the risk committee has an oversight or monitoring role and no management
role. Instead, they focus on overseeing risk management frameworks, processes,
and metrics.

C. Why Do Boards Have Risk Committees?

Twelve of our 19 interviewees were aware of some of the history underlying
the formation of their risk committees. Eight stated that the committee was volun-
tary and/or existed before the DFA. Even on boards that formed a risk committee
because of the DFA, no interviewee told us that they would revert to housing risk in
the audit committee if the mandate were lifted.

Quotes from interviewees at banks with voluntary risk committees generally
support the shareholder wealth maximization hypothesis. Consistent with this

“Lincoln and Guba (1985) suggested that about 12 properly selected interviews usually “will
exhaust most available information.”

SOur interviewees included 19 risk committee chairs. All except for two were men. Fourteen chairs
had advanced degrees. The most frequent graduate degree was an MBA or another master’s degree.
About 78% of the committee chairs interviewed studied business alone or with other areas. Five of the
chairs had law degrees. Only one chair had a risk management certification. Nearly half of the chairs
were retired, and only one had been a CRO. Six of the 10 non-retired chairs were CEOs of other firms.
Although the typical risk committee chair served on only one public board, he/she had substantial board
experience, as the median number of board-years was 16.

1%We received risk committee charters for most of the banks in the sample; however, we do not cite
those charters, as this approach would potentially result in identification of the banks. Instead, we
provide detailed analysis of the risk committee charters of three large non-participating banks (Bank of
America, Huntington Bancshares, and JPMorgan) in Section III.A of the Supplementary Material.
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hypothesis, the following quote recognizes the value of a dedicated risk committee
as a bank becomes larger and more complex. In particular, the metrics overseen by
an audit committee and a risk committee are different. Furthermore, the audit
committee does not have the capacity in terms of both time and committee qual-
ifications to provide an appropriate focus on risk:

Even if that Dodd-Frank [Act] hadn’t occurred, some of us would have
evolved a risk committee. It’s just too much on the audit committee. (...)
Also, the RC needs a little different skill set than financial expertise needed on
an audit committee. (NYSE Bank RC Chair (#10))

It would be very difficult to do with a bank of that size and complexity not to
have a separate Risk Committee. In addition to risk issues related to [the] size
and complexity of the business, a commercial bank also needs to meet all the
regulatory requirements. Meetings would get too long if audit and risk are
housed in one commiittee. Also, the skills, knowledge, and experience that are
required to be a good Chair of an Audit Committee don’t necessarily translate
over to be a good Chair of a Risk Committee. (NYSE Bank RC Chair (#13))

D. Assessing Risk Metrics and Risk Management Processes

Risk committee chairs view the tasks of the risk committee as quite different
from those of the audit committee and believe that different skills are involved. As
discussed in Section II, risk metrics are forward-looking. Risk chairs are also
acutely aware that there is no rule book for risk metrics. These differences are
exemplified by the following quote:

If we can envision driving down the road — risk committee members are
looking out the windshield and looking for hazards in the road, roads to turn
on and the other committee is looking in the rearview mirror to see what has
gone on before. NASDAQ Bank RC Chair (#11))!”

Given the differences in the responsibilities inherent in the audit and risk commit-
tees, our interviewees generally reasoned that the portfolio of skills available to
each committee should be different. When we asked the interviewees for their views
on their actual or desired skill sets on the risk committee, diversity of thought and
skills/experience was a common theme:

The diversity of talents and backgrounds is really important. We’ve got two
current CEOs and a retired CEO of larger, complex financial institutions.
They’ve been responsible for managing risk at their organizations and they’ve
seen what’s worked and what hasn’t worked. (NYSE Bank RC Chair (#13))'®

In sum, our interviewees serving on risk committees recognized that their
responsibilities differed sufficiently in nature from those on the audit committee
and, therefore, warranted a different skill portfolio to fulfill their risk oversight

17 An additional interviewee quote on the differences between audit and risk committee responsi-
bilities is provided in Section III.B.1 of the Supplementary Material.

'8 Additional interviewee perspectives on desired skill sets for risk committees are provided in
Section I11.B.2 of the Supplementary Material.
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responsibilities. This observation is consistent with the shareholder wealth maxi-
mization hypothesis. Furthermore, it contradicts the rubber-stamping hypothesis to
staff the risk committee with members who have a portfolio of qualifications that
empower them to effectively conduct their oversight responsibilities.

E. How Does the Committee Acquire Information?

Eighteen of our interviewees responded to a question about who they primarily
interact with at the firm, and all stated that they interact primarily with the CRO. For
15 of the 18 interviewees, these interactions were both in-person and by phone.
These interactions are inconsistent with the view of rubber-stamping boards pro-
posed by Fluck and Khanna (2008). With that view, a rubber-stamping board free-
rides on information collection, but here we find that the risk committee chairs
actively collect information from the banks without going through the CEOs.

A common theme among the interviewees is the importance of having a good
relationship with the CRO. As reflected in the quote below, the importance of a
healthy relationship is fundamental because it promotes relevant information being
communicated from the CRO to the risk committee chair promptly:

You have to be comfortable that you can pick up the phone or they can pick up
the phone and say, “There’s something going on, or something you should be
aware of,” and over time, that develops a comfort level with the senior person
in the function and, in this case, it’s the CRO. I don’t think the CRO of this
institution or any of the big institutions could exist or continue to exist if the
chair of the risk committee or some of the senior people on the board started to
feel that they were not straightforward and effective in communicating the risk
that they are trying to manage. So, I think the relationship is very important,
and as the relationship gets better, surprises, which occur naturally, end up
being communicated early. (NYSE Bank RC Chair (#4))'°

CEOs can be reluctant to allow board members to interact directly with
employees without their presence, especially if they want the board to serve as a
rubber stamp. No interviewee discussed situations in which the CEO erected
obstacles to direct interactions with risk function personnel. Our interviewees were
largely confident that their processes resulted in the committee discussing the
“right” issues with the “right” information.?°

F. The Interactions of the Risk Committee with Management and
Regulators

Suppose a risk committee operates in a manner that maximizes shareholder
wealth subject to legal and regulatory constraints. In that case, it will not only
monitor the execution of the bank’s approved risk policies but also act in an
advisory capacity to management. Furthermore, the risk committee’s processes
should promote a relationship with regulators that results in meeting regulatory

19 Additional discussion is provided in Section II1.B.3 of the Supplementary Material.

20When we asked them to assess their level of confidence on a scale of 1 (low) to 5 (high), the range of
the answer was from 3 to 5, with a mean response of 4.5 for the “right” information and 4.6 for the “right”
issues.

ssaud Aissaaun abplguied Aq auluo paysliand 918z019206012z005/£101°01/610°10p//:sdny


https://doi.org/10.1017/S0022109026102816

2612 Journal of Financial and Quantitative Analysis

constraints while simultaneously pursuing a level of risk consistent with maximiz-
ing shareholder wealth. In this section, we examine how our interviewees interact
with management, how they balance the monitoring versus advisory roles of the
risk committee, and how they interact with regulators.

1. The Monitoring, Advisory, and Collaborative Dynamics of the Risk Committee

Although risk committee charters formalize and delineate the risk committees’
responsibilities with a heavy emphasis on risk monitoring, our interviews reflect
that the committees also advise and collaborate with management while being
cognizant of not slipping into a management role. Regarding the role of the
committee versus management, our interviewees were clear that it was the job of
management and not the committee to execute the board’s approved risk policies:

So, our job is to look at policies and make sure that they are setting an appetite
that — setting the bounds or the barriers on the road, so to speak, that manage-
ment has to drive in, and then our second function is to review programs that
we have in place to manage risk, mitigate risk, or monitor risk, and make sure
that we think that they’re covering everything that needs to be covered —, but
our job is not to actually manage any of the risks, and, so, I think it’s a pretty
good, clear distinction. (NYSE Bank RC Chair (#2))

When asked how challenging it is to avoid crossing the line into the management
role, on a scale of 1 (not challenging) to 5 (highly challenging), the mean response
was 1.25. While the interviewees understand and abide by the respective committee
and management roles, there are many examples in which they not only monitor but
also collaborate with and advise management. For instance, risk committee mem-
bers, at times, have better information about developing risks in industries that the
bank interacts with than the bank’s risk management team and convey that infor-
mation to bank risk managers.

Given the importance of a good relationship between the CRO and the com-
mittee, it is not surprising that the relationship dynamics involve both advice and
collaboration. The literature shows that there can be tension between the monitoring
and advising roles of board members (Adams and Ferreira (2007)). A greater focus
on monitoring can make it difficult for the board to advise management, as man-
agement may be unwilling to communicate information that would help both the
board’s advising and monitoring roles. When we asked the interviewees on a scale
of 1 (easy) to 5 (difficult) how difficult it is to maintain a sense of healthy skepticism
in the relationship, the mean response was 2. Interviewees suggest that maintaining
healthy skepticism depends on both the quality of management personnel and the
committee’s commitment to rigorous oversight. When we asked our interviewees
how often the committee disagreed with management on elements of risk policy, on
a scale of 1 (never) to 5, the mean response was 1.7, indicating little conflict.?!

2. The Relationship Between Risk Committees and Regulators

A significant change following the GFC is that regulators increased risk
management requirements for large banks. Banks became subject to a battery of

21 Additional discussion and interview quotes on the dynamics between risk committees and man-
agement are provided in Section II1.B.4 of the Supplementary Material.
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stress tests depending on their size. Furthermore, the DFA directly placed some risk
management responsibilities on the board. Consequently, these additional respon-
sibilities might necessitate the establishment of a board risk committee, even in the
absence of a DFA mandate.

We asked the interviewees to assess the time that risk committees spend on
regulatory issues. They report that their committees spend a mean (median) of
53.7% (50%) of meeting time on regulatory issues. The interviewees’ discussion of
regulatory issues focuses on ensuring that regulatory mandates are met. Financial
firms face regular inspections, and much of the meeting time is spent dealing with
issues that may arise from a recent inspection or preparing for an upcoming
inspection. An additional consideration that some chairs discussed was the
Dodd-Frank Act Stress Test (DFAST). Some committees had to devote substantial
time to the DFAST.

The interviewees from larger banks reported significant challenges in fulfilling
their risk committee responsibilities compared to those from smaller banks. How-
ever, even smaller banks acknowledged challenges. Post-DFA, the risk committees
appear to have a large regulatory agenda over which they do not seem to have much
discretion. Furthermore, due to regulatory ambiguity, they must engage with reg-
ulators to ensure that they are addressing regulatory issues as regulators expect them
to. The following quote illustrates this point:

Another thing that’s a normal part of interaction between myself and the CRO
is we have periodic, once, maybe twice a year, one-on-one meetings with our
primary regulators. ... We meet with the regulators and get their feedback
about their sense of priorities to be sure we’re going deep enough on the things
that are top of their list. I also talk about it at pre-meeting conversation with the
CRO. (NYSE Bank RC Chair (#8))

A common theme among all our bank interviewees was that there were direct
interactions with regulators, either through meetings with the risk committee chair
between meetings or during the normal meetings of the full board. Some inter-
viewees described circumstances in which they would push back against the
regulator if appropriate. However, even when the interviewee believed that the
pushback was warranted, there were instances in which the regulator prevailed.

Risk committee chairs appeared to focus heavily on managing relationships
with regulators, in part because regulators could impose significant challenges on
the committee specifically and the bank more broadly.””

I came from a very heavily regulated industry, and I understand regulation, the
responsibility of the regulator, and that my job is to make him the best regulator
that he possibly can be. Which means I don’t ever surprise him or ever
embarrass him. [ always give him a heads-up. And I never give my customers
a reason to complain to him. If I’'m successful in those areas, I’ll be fine in a
regulated industry. You gotta create a culture that has respect, and you can’t
have people that disrespect the regulator. (NYSE Bank RC Chair (#1))

22 Additional interviewee perspectives on regulatory interactions, including examples of pushback
against regulators and the challenges of managing regulatory relationships, are provided in Section
1I1.B.5 of the Supplementary Material.
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G. Monitoring and Time Constraints

We used two LLMs, GPT-5-Mini (GPT) and Gemini-2.5-Flash (Gemini), to
extract quantitative information from the 14 transcripts concerning the monitoring
and advisory roles of the risk committees and their use of time. The prompts used for
the two LLMs and the exact questions asked are reproduced in Section IV of the
Supplementary Material. We report the results in Figures 1 and 2. For each question,
we report the ratio of positive answers to the total number of positive and negative

FIGURE 1
Risk Committee Monitoring

Figure 1 reports the percentage of bank risk committee interviewees that large language models classify, with clear evidence,
as agreeing with five questions related to the committee’s monitoring role. We use two models, Gemini 2.5 Flash and GPT-5
Mini, which were instructed to read each interview transcript and answer “Yes,” “No,” or “No Evidence” to each question. The
exact questions and prompts are listed in Section IV of the Supplementary Material. For each question, we report the
percentage of interviewees classified as agreeing by each model, along with the average between the two.

Percentage of Risk Committees Agrees

RC interactions with employees below CRO
without CRO/CEO present

RC interactions with CRO without CEO present

RC chair meeting with regulators
without CEO present

CRO reports to RC

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
= Average = Gemini-2.5-Flash = GPT-5-Mini

FIGURE 2

Risk Committee’s Use of Time
Figure 2 reports the percentage of bank risk committee interviewees that large language models classify, with clear evidence,
as agreeing with five questions related to the committee’s use of time. We use two models, Gemini 2.5 Flash and GPT-5 Mini,
which were instructed to read each interview transcript and answer “Yes,” “No,” or “No Evidence” to each question. The exact

questions and prompts are listed in Section |V of the Supplementary Material. For each question, we report the percentage of
interviewees classified as agreeing by each model, along with the average between the two.

Percentage of Risk Committees Agrees

Regulatory tasks time-consuming
Sufficient time for emerging issues
Sufficient time for non-routine issues

Chair or members give regular advice to CRO

Chair spends significant time on
RC outside meetings

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

= Average = Gemini-2.5-Flash = GPT-5-Mini
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answers, separately for each LLM and averaged across both LLMs. We also
provided the LLMs with the option to conclude that the transcript contained no
evidence. Figures IA1 and IA2 in Section IV of the Supplementary Material report
the percentage of transcripts for each question with no clear evidence for each LLM.

Starting with the risk committee’s monitoring role, we first ascertained
whether the committee chair or members communicated directly with employees
reporting to the CRO without the involvement of the CRO or CEO. Few transcripts
provided clear evidence on this point (six for GPT and eight for Gemini). Among
those with substantive answers, 65% indicated that RC chairs engaged in such
communications. We then asked whether the risk committee chair or members
interacted with the CRO outside board meetings without the CEO’s involvement
on issues other than the committee agenda. Almost all transcripts contained
answers, and 100% of the answers were positive. A majority of risk committees,
but not all, have executive sessions with the CRO that exclude the CEO. Moreover,
a majority of risk committees hold meetings between the risk committee chair and
regulators without the CEO present. Finally, we asked whether the CRO reports to
the risk committee. On average, 63% of the responses were positive. The evidence
in Figure | supports the active monitoring role of most risk committees in that they
can pursue issues without being constrained by the CEO or even the CRO.

We then turn to the risk committee’s use of time. Our first question was
whether the tasks mandated by regulators were time-consuming. The average
answer is yes for 82% of the transcripts. We then asked whether the committee
allocates sufficient time during meetings to discuss new or developing issues.
Interestingly, there is disagreement between the LLMs. GPT finds 38% of the
yes answers, and Gemini finds 75%. We then ask whether the committee allocates
sufficient time to discuss nonroutine issues. The result is similar to that of the
previous question. Additionally, there is strong evidence that the chair or committee
regularly advises the CRO. Finally, we ask whether the risk committee chair spends
substantial time on risk committee matters outside of committee meetings. Again,
we find strong positive evidence. The evidence in Figure 2 shows that regulatory
matters are time-consuming; however, the evidence on whether these matters
prevent the risk committee from discussing unexpected risk issues or issues
expected to become important in the future is unclear. A direct reading of the
transcripts suggests that the regulatory burden varies substantially across banks.
In particular, the regulatory burden is viewed as much more constraining for banks
subject to stress tests.

VI. Conclusion

The DFA mandates that banks above a certain size threshold establish a board
risk committee, reflecting the presumption that greater board-level attention to risk-
taking would reduce bank risk. However, little scientific evidence supports this
presumption. Greater attention to risk can lead management to take more or less
risk, depending on the bank’s strategy and risk appetite. Hence, we do not expect the
mere establishment of a risk committee to reduce bank risk. Rather, its presence
may enable banks to take on risks more closely aligned with their strategic
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objectives. If such committees serve shareholders’ interests, any benefits should be
reflected in improved performance rather than mechanically lower risk.

The academic literature provides little guidance on the conditions under which
a bank should have a board risk committee and limited evidence on the functions of
such committees. From the perspective of shareholder wealth maximization, estab-
lishing a risk committee entails both costs and benefits. The costs include reduced
engagement by the full board, whereas the benefits arise from delegating complex
risk oversight to directors with specialized expertise. We argue that these benefits
are greater for large, complex banks that rely on nonaccounting risk metrics. We
also consider alternative explanations for the absence of a risk committee. Under the
entrenchment hypothesis, management resists the creation of a risk committee to
limit its oversight. Under the learning hypothesis, boards may adopt a risk com-
mittee only after gaining experience with its potential benefits. Our interviews
provide some limited support for both hypotheses, but generally support the share-
holder wealth maximization framework that we develop.

Our empirical analysis provides the strongest support for the shareholder
wealth maximization hypothesis. Large, complex banks and those with smaller
equity cushions are more likely to voluntarily establish a risk committee. In addi-
tion, we find limited evidence that board entrenchment is negatively related to the
existence of a board risk committee but unrelated to committee risk expertise.
Banks that would have been subject to the DFA mandate prior to the GFC but
did not have a risk committee were neither riskier nor worse performing during the
crisis. Using data from 2003 to 2018, we find no evidence that mandating risk
committees reduces bank risk. In contrast, banks that voluntarily adopt risk com-
mittees experience better outcomes—Ilower nonperforming loans and higher
Sharpe ratios—when those committees possess greater risk expertise. We find no
comparable effects for banks that adopt risk committees in response to the mandate.

To better understand the practices of risk committees, we interviewed board
risk committee chairs at 14 banks. The interviews refute the view that risk com-
mittees act merely as rubber stamps. Committee chairs report actively collecting
information independent of management, monitoring risk, and advising senior
executives. A key finding is that, in the post-DFA era, risk committees devote a
substantial portion of their time to regulatory requirements, limiting the time
available for other risk oversight activities.

Overall, our findings show that the value of a board risk committee depends on
why it is established and the expertise of its members. Risk committees adopted
voluntarily and staffed with relevant expertise are associated with improved risk-
related outcomes, whereas committees formed in response to regulation are not.
These results underscore the importance of viewing board organization as an
endogenous governance choice rather than a uniform solution.

Appendix. Variable Definitions
This appendix provides definitions of the variables used in the analyses.
Annual stock return: Annual return of common stock.

Board financial expertise: Fraction of board members with financial expertise, follow-
ing the definition in Minton, Taillard, and Williamson (2014).
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Complexity:
plexity Net interest income — Other operating income

Total operating income

C&I loans/assets: Commercial and industrial loans, divided by total assets.

Crisis return: The bank’s stock return from Aug. 3, 1998 (the first trading day in August
1998) until the day in 1998 on which the bank’s stock attains its lowest price,
following Fahlenbrach, Prilmeier, and Stulz (2012).

Deposits/assets: The sum of non-interest-bearing deposits and interest-bearing core
deposits, scaled by the book value of assets.

Duality: 1 if the CEO is the board chair, and 0 otherwise.

Entrenchment: Co-option measure from Coles, Daniel and Naveen (2014). The number
of co-opted directors/board size. A co-opted director is one who joined the board
after the CEO.

Equity volatility: The annualized standard deviation of daily stock returns (in percentage).
Market-to-book: Market value of equity, divided by the book value of equity.
Institutional ownership: Fraction of shares owned by 13-F institutional investors.
Loan loss/assets: Total loan loss written off, scaled by the book value of assets.

Nonperforming loans/assets: Total nonperforming loans, scaled by the book value of
assets.

RCs006: 1 ifabank has a risk committee (excluding those that have a combination of risk
and audit committee) in 2006, and 0 otherwise.

RC before 2010: 1 if a bank has a risk committee (excluding those that have a
combination of risk and audit committee) and the risk committee starts before
2010, and 0 otherwise.

RC after 2010: 1 if a bank has a risk committee (excluding those that have a combi-
nation of risk and audit committee) and the risk committee starts in 2010 or after,
and 0 otherwise.

RC risk expertise: Fraction of risk committee members (excluding those who also serve
on the audit committee) who have prior outside risk committee-related experience,
outside CFO/treasurer experience, or an MBA/finance master’s degree. A bank
whose risk committee has no members with risk expertise has the same value of RC
Risk Expertise as a bank without a risk committee.

RC risk expertise before 2010: RC Risk Expertise for banks that start a risk committee
before 2010.

RC risk expertise after 2010: RC Risk Expertise for banks that start a risk committee
in 2010 or after.

Real estate/assets: Loans secured by real estate, divided by total assets.
ROA: Net income plus interest expense divided by average assets over the prior year.
ROE: Net income divided by average equity over the year.

Sharpe ratio: The excess stock return over the risk-free rate divided by the standard
deviation of the stock return.

Securities/assets: Total securities divided by the book value of assets.
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Tail risk: The negative of the average stock return on the 5% worst return days in a given
year (Ellul and Yerramilli (2013)).

Tier 1 ratio: The ratio of a bank’s equity capital and disclosed reserves to its total risk-
weighted assets.

Total assets: Natural logarithm of total CPI-adjusted assets in 2000 dollars.
Trading/assets: Total trading assets divided by total assets.

Supplementary Material

To view supplementary material for this article, please visit http://doi.org/
10.1017/S0022109026102816.
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