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Social norms

Social norms have an influence on the behavior of individuals (e.g., Guiso et al.
2011) ... and firms (e.g., Hilary and Hui, 2009 JFE)

Individuals tend to comply with certain expected behaviors (Akerlof and
Kranton, 2006 JEP)

I focus on social capital as a source of social norms:

Social capital captures the quality of social norms in an area
Higher social capital is associated with denser networks and higher levels
of trust, pro-social and civic behavior (Woolcock 2001)
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Social capital and firms/managers behavior

1 Higher social capital is associated with denser networks of individuals

Bank managers may support, engage in, or conceal misconduct due to
personal interests (Bergstresser and Philippon, 2006 JFE; Nguyen et al.
2016 RF)...
...however, networks of relationships and communities around individuals
and organizations reduce the preferences of internals for engaging in
opportunistic behaviors (Hasan et al 2017 JFQA, Hoi et al. 2019 JFE):

Misbehavior is subject to a higher degree of stigmatization in areas
with higher social capital: Social capital encourages people to fulfill
their obligations (Coleman 1990)
Information spreads rapidly in regions with stronger networks
(Buonanno et al. 2009)

2 A higher degree of altruism, reciprocity and respect for civic norms associated
with social capital:

Higher pressure from peers regarding civic and socially positive behaviors
(Hasan et al 2017 JAR, Lins et al. 2017 JF)
Higher pro-social behavior: more careful when taking actions that may
turn-out over-confident (Huang and Shang 2019 JCF)
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Research questions

I study whether social capital levels surrounding the area
where a bank is headquartered have an effect on the
probability that a bank is involved in misconduct

I investigate whether banks that are involved in misconduct
are disciplined differently in high and low social capital areas
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Measuring social capital

Two components of social capital: networks and respect for civic norms

Social capital is measured as the first principal component in an analysis of four
county-level variables (as in Hasan et al. 2017 JFQA; Hoi et al. 2019 JFE):

Two proxies for civic norms: US Census response rate and voter turnout
in the presidential elections
Two measures of the density of networks: number of social and civic
associations and number of local NGOs (both scaled by population)
Measured in 1997, 2005, 2009 and 2014
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Bank misconduct

Bank-level indicator of misconduct:

Violations of laws and regulations (Nguyen et al., 2016 RF)
Banks are subject to on-site examinations: If examiners detect that the
bank has breached any law or regulation, an enforcement action (EA) is
issued

Technical: capital adequacy and liquidity, asset quality, lending (risk
concentrations), provisions and reserves
Non-technical: failures of the bank’s internal control and audit
systems, risk management systems, anti-money laundering
violations, violations of consumer protection laws, breaches of the
requirements concerning the fitness and propriety of board
members, senior managers or other persons closely associated with
banks, and cases related to fraud and insider abuse
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In a nutshell

Findings:

U.S. Banks headquartered in high social capital areas → Lower
likelihood of regulatory misconduct

One standard deviation increase in social capital associated
with a 12% lower probability that a bank is involved in
misconduct
The effect is more pronounced for less geographically
dispersed banks

Markets/Counties with higher social capital → Harsher
punishment against ’deviant’ banks

1.3% decrease in deposit market share in higher social capital
markets/counties
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Sample and data

Data:

Social Capital variables: Northeast Regional Center for Rural
Development (NRCRD) at Pennsylvania State University
Commercial Banks data: Call reports & FDIC summary of deposits
County-level variables: BEA and US Census
Enforcement actions hand-collected from US bank regulators
(FDIC, OCC and Fed) websites

Period 2001 - 2015, annual data

101,669 bank-year observations
Misconduct is present in 3.1% of the observations
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Baseline Results

P(Mi,t )= β0 + β1SocialCapitalHQc,t−1 + β2Xi,t−1 + µr + τt + ui,t

Xi,t−1:

Bank-level: equity ratio, allowance loans & leases, ROA, liquidity, RWA, deposit
ratio, age, size, size sq, competition, BHC, publicly held
County-level: income pc, employment, education, median age, urban/rural
dummy
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Robustness Checks

Robust to

bivariate probit model: Effect driven by committed misconduct and no
impact on misconduct detection
bank FE (using a linear probability model)
state FE
split: OCC and State Banks
social capital as a trait of bank CEO or other executives
other county-level variables (e.g. religion)
only urban banks
controlling for number of banks in the county
organ donation as a proxy for social capital
random dummy classifier

Results hold for technical and non-technical misconduct
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Addressing Endogeneity

Instruments for social capital:

1 Power distance: power distributed unevenly, according to a hierarchy of
authority

epidemiological approach: Parent’s attitudes and values are good
predictors of the values and behavior of their descendants
country of ancestry data from the US Census and Hoftesde’s scores for
power distance for each country
power distance for each US county: a weighted average method that
combines the percentage of peoples’ countries of ancestry (using US
county-level data) with the Hoftesde’s scores for power distance
Example: 30% of reported ancestors are from Germany and 70% of
reported ancestors are from Ireland. Power distance score equal to 35 for
Germany and 28 for Ireland. County-level measure of power distance
takes the value: 30% x 35 + 70% x 28 = 30.1

2 Racial Homogeneity and Distance from Canadian border (Hasan et al. 2017
JFQA)
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Heterogeneity
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Social capital once misconduct is revealed

%4MktSharei,c,t = α+ β1Misconducti,t + β2ZSocialCapitalBranchesc,t−1 +
β3Misconducti,t ∗ ZSocialCapitalBranchesc,t−1 + β4Xi,c,t−1 + µr + λs,y + ui,t

Unit of observation: Bank-county
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Conclusions

I provide evidence of a negative association between social capital and bank
misconduct

This relationship is plausibly causal
One standard deviation increase in the measure of social capital
(measured at county-level) corresponds to a 12% reduction of the
probability that a bank is involved in misconduct
The effect of social capital on misconduct is mostly significant for banks
that are less geographically dispersed

Social capital exerts some discipline on banks once misconduct is revealed

Once misconduct is revealed, banks are subject to a harsher punishment
in counties with higher social capital levels
A decrease of 1.3% in deposits market share in counties with higher social
capital (14% of the average deposits market share for a bank in a given
county)
This effect is concentrated during the financial crisis and its aftermath,
when trust in the financial sector is significantly lower and social concerns
about bank behavior are higher
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Thank you

Questions?
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Appendix: Measurement of misconduct intensity

MisconductIntensity =
∑

AssetsMisconductc∑
TotalAssetsc∑

AssetsMisconductc= bank total assets in a county
affected by misconduct over the sample period∑

TotalAssetsc= bank total assets in a county over the
sample period
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Examples of Bank Misconduct: Technical

FDIC, Heartland Bank: “. . . The FDIC and the OSBC considered the matter
and determined that they had reason to believe that the Bank had engaged in
unsafe or unsound banking practices. The FDIC and the OSBC, therefore,
accepted the CONSENT AGREEMENT and issued the following: IT IS
HEREBY ORDERED, that the Bank, its institution affiliated parties, as that
term is defined in section 3(u) of the Act, 12 U.S.C. § 1813(u), and its
successors and assigns, cease and desist from the following unsafe or unsound
banking practices: . . . C. Operating with an excessive level of adversely
classified assets and non-accrual loans; D. Engaging in hazardous lending and
lax collection practices. . . ”
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Examples of Bank Misconduct: Non-technical

OCC, American Bank & Trust Company, N.A.: “. . . the Currency of the United
States of America (“Comptroller”) intends to initiate prohibition, cease and
desist, and civil money penalty proceedings against Harry S. Coin
(“Respondent”) pursuant to 12 U.S.C. §§ 1818(b), (e), and (i) on the basis of
Respondent’s activities while serving as chief executive officer. . . ” “. . . the
Comptroller of Respondent caused the Bank to purchase approximately twenty
acres of land in Rock Island, Illinois (“Rock Island Property”) without
conducting any formal analysis or obtaining prior Board approval, as required
by the Bank’s Branching Policy. . . ” “Respondent caused the Bank to deposit
$970,000 in Bank funds into the Bank’s account at a correspondent bank in
exchange for receiving preferential terms on a personal loan from the
correspondent bank, in violation of 12 U.S.C. § 1972(2)(A). The Bank
sustained a lost opportunity cost of approximately $30,526 because the
Bank’s account did not earn any interest at the correspondent bank.
Respondent received personal gain in the form of a lower interest rate on his
personal loan, which resulted in lower payments. . . ”
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https://www.marketwatch.com/story/how-billions-in-dark-money-moved-
through-a-tiny-one-branch-bank

OCC, Merchants Bank of California , CA: The Office of the Comptroller of the
Currency (OCC), the primary federal regulator of Merchants, has identified
deficiencies in the Bank’s practices that resulted in violations of previous
consent orders entered into by Merchants, as well as other violations. The OCC
simultaneously assessed a $1 million CMP against Merchants for these
violations. Merchants failed to (a) establish and implement an adequate
anti-money laundering (AML) program, (b) conduct required due diligence on
its foreign correspondent accounts, and (c) detect and report suspicious
activity. Merchants’ failures allowed billions of dollars to flow through the U.S.
financial system without effective monitoring to adequately detect and report
suspicious activity. Many of thesetransactions were conducted on behalf of
money services businesses (MSBs) that were owned or managed by Bank
insiders who encouraged staff to process these transactions without question
or face potential dismissal or retaliation. Bank insiders directly interfered with
the BSA staff’s attempts to investigate suspicious activity related to these
insider-owned accounts.
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Appendix: Bivariate probit

Empirical research on corporate fraud faces a challenge: frauds are not
observable until they are detected.

Poirier (1980) proposes a bivariate probit model to address this problem of
partial observability

F∗i denotes firm-i’s incentive to commit fraud and XF determinants of
committing fraud
D∗i denote firm’s potential for getting caught XD determinants of
detecting fraud

F∗i = XFβF + ui

D∗i = XDβD + vi
For fraud occurrence, I transform F∗i into a binary variable Fi , where
Fi = 1 if F∗i > 0 , and Fi = 0 otherwise. For fraud detection (conditional
on occurrence), I transform D∗i into a binary variable Di , where Di = 1 if
D∗i > 0, and Di = 0 otherwise
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I do not directly observe the realizations of Fi and Di : I then set Zi=Fi x Di

Zi = 1 if fraud is committed and detected and Zi = 0 otherwise
P(Zi = 1) = P(Fi = 1,Di = 1) = φ(XFβF ,XDβD , ρ)
P(Zi = 0) = P(Fi = 0,Di = 0) + P(Fi = 1,Di = 0) =
1− φ(XFβF ,XDβD , ρ)

So I estimate the joint model using MLE:

L(βF , βD , ρ) =
∑

log(P(Zi = 1)) +
∑

log(P(Zi = 0)) =∑
{zi log [φ(XFβF ,XDβD , ρ)] + (1− zi )log [1− φ(XFβF ,XDβD , ρ)]}
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Addressing partial observability (Nguyen et al. 2016)

(1) P(Mi,t )= β0 + β1SocialCapitalHQt−1 + β2XM,i,t−1 + µr + τt + ui,t
(2) P(Di,t |Mi,t )= β0 + β1SocialCapitalHQt−1 + β2XD,i,t−1 + µr + τt + εi,t
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Social capital as a trait of the CEO (or bank executives)

P(Mi,t )= β0 + β1CEOorExecutivesSocialCapitali,t−1 + β2Xi,t−1 + µr + τt + ui,t

CEO or Executives social capital: Social Capital level of the place where they grew-up (Jiang et al. 2018)

CEO controls: CEO age, CEO tenure, CEO compensation and CEO delta

Board controls: Board independence and board size

Social Capital and Bank Misconduct / J.M. Martin-Flores 35 / 51



Introduction
Empirical study

Conclusions

Appendix: Robustness

Social Capital and Bank Misconduct / J.M. Martin-Flores 36 / 51



Introduction
Empirical study

Conclusions

Appendix: Robustness

Social Capital and Bank Misconduct / J.M. Martin-Flores 37 / 51



Introduction
Empirical study

Conclusions

Appendix: National (OCC) and State (FDIC & Fed)
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Why Banks?

Bank misconduct has implications for

financial stability (Jackson and Kotlikoff 2018 NBER ),
shareholder value (Armour et al. 2017 JFQA, Köster and Pelster
2017 JBF),
reputation and public confidence (Delis, Iosifidi, et al. 2019 JBF,
Zingales 2015 JF) and
have negative real effects on local economies where a sanctioned
bank operates (Danisewicz et al. 2018 JFI)
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Appendix: Principal Components Analysis (PCA)

PCA is a data reduction technique that allows me to extract a significant
portion of the variance of some related (and correlated) variables to come up
with a single measure of a specific phenomenon
Steps:

1 Data from Rupasingha et al. (2008) for years 1997, 2005, 2009 and 2014:

social and civic associations that include physical fitness facilities,
public golf courses, religious organizations, sports clubs, political
organizations, professional organizations, business associations,
labor organizations (ASSN) and number of NGO (NCCS)
Voter turnout (PVOTE) and response rate to Census (RESPN)

2 I standardize the four variables: It makes the data unit free while keeping
correlations among variables

3 I perform a factor analysis and obtain the first component for each year
separately

4 The eigenvalues of the first components are 2.06, 1.94, 1.8 and 1.60 for
the years 1997, 2005, 2009 and 2014, respectively

5 I rotate the factors
6 I predict a single value for each observation (known as scoring

coefficients) based on the factors
7 Variance captured by first component >50%
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VARIABLE RESPN PVOTE NCCS ASSN

RESPN 1

PVOTE 0.12 1

NCCS 0.14 0.56 1

ASSN 0.2 0.36 0.58 1
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Appendix: Consequences of misconduct

Armour et al (2017) find that penalized firms’ stock prices experience
statistically significant abnormal losses of approximately nine times the
fines and compensation paid

Köster and Pelster (2017) estimate that penalties may cost arround 0.6pp
- 0.7pp decline in pre-tax ROA after misconduct is revealed but no
post-tax impact

Highest sanction against banks in the US sample: BofA faced $16.5
billion for violations of consumer protection laws.

BofA net income:

2013: $11.4 billion
2014: $5.5 billion
2015: $15.9 billion
2016: $17.82 billion
2017: $18.2 billion
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Some anecdotal evidence on Danske Bank Money Laundering scandal
(September 4th, 2018) - MarketCap is around DKK 172 B (¿ 23.05 B) :
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