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Preface

Corporate governance became a major concern to the US government, busi-
nesses, investors and academics after Enron filed for bankruptcy in
December 2001. The Enron scandal was followed by scandals at Tyco, Global
Crossing, ImClone Systems, WorldCom and others. Congress reacted to the
scandals by enacting the Sarbanes-Oxley Act (SOX) that was signed into law
in 2002. Some say that SOX was an overreaction to the scandals; and while
it has some good points, the costs of implementation are excessive.

Corporate governance also gained in importance because of globaliza-
tion. For example, there is a move towards international accounting stand-
ards, and the International Accounting Standards Board (IASB), based in
London, is committed to developing a single set of high quality, under-
standable and enforceable global accounting standards.1 Similarly, the
Basel Committee on Banking Supervision, that is part of the Bank of
International Settlements (BIS), issued a guidance entitled ‘Enhancing cor-
porate governance for banking organizations’. It is based on papers pub-
lished by the Committee in 1999, and the principles for corporate governance
issued by the Organization for Economic Co-operation and Development
(OECD) in 2004. ‘This guidance is intended to help ensure the adoption and
implementation of sound corporate governance practices by banking organ-
izations worldwide, but is not intended to establish a new regulatory frame-
work layered atop existing national legislation, regulations or codes.’2

Against this background, this book examines various aspects of corpor-
ate governance in banking from a global perspective. Because banking is
regulated, the scandals and governance problems are less spectacular than
Enron. Nevertheless, there are both international and domestic scandals
and problems with bank governance. The Bank of Credit and Commerce
International (1991) (BCCI), also known as the Bank of Crooks and
Criminals international, is one glaring example. Penn Square Bank NA
(1982) in Oklahoma City, and the First National Bank of Keystone,
Keystone, West Virginia (1999) are additional examples.3

The contributing authors are from Asia, Australia, Europe and the
United States. They include academics, consultants and regulators. Some
of the chapters in this book were presented at two special sessions at the
2006 annual meeting of the Financial Management Association in Salt
Lake City.
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1. Corporate governance, bank
regulation and activity expansion
in the United States
Bernard Shull

INTRODUCTION

Characterized by principal-agent issues, the problems addressed by corpor-
ate governance have been manifest in their impact on economic efficiency
and, at times, in the self-serving and/or abusive behavior by managements
that jeopardizes company viability and the welfare of shareholders. Bank
regulation can also be construed as deriving from agency issues, in this case,
arising out of a separation between bank management and government.
Problems addressed by regulation may also materialize in inefficiency and
in self-serving and/or abusive managerial behavior that can jeopardize a
bank’s viability and the welfare of a broad group of ‘stakeholders’, includ-
ing shareholders. Given the similarities in the nature of the problems and
also in some of the solutions, an overlap in corporate governance and bank
regulation is to be expected.

It is plausible that the extensive deregulation that has occurred in the
United States over recent decades has affected the overlap. This could occur
through new approaches to capital requirements sanctioned by international
agreement, and through new approaches to supervision necessitated by the
emergence of large and complex banking organizations. In particular, exten-
sion of the intersection should be manifest in the liberalization of activity
restrictions that has facilitated the affiliation of banks with other financial
and commercial firms. The Wal-Mart proposal to acquire a deposit-insured
industrial loan corporation (ILC) presents a case-in-point.

The effects of deregulation on the corporate governance-bank regulation
relationship, and particularly with respect to the developing intersection
between banking and commerce, is considered below. The next section pro-
vides an historic perspective on the general relationship between govern-
ance and bank regulation in the United States. The third section reviews
some relevant effects of deregulation. The fourth section focuses on the
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impact of activity restrictions and their liberalization. The fifth section
examines some issues raised by the Wal-Mart proposal to acquire an ILC.

From the earliest days of modern banking, there has been some overlap
of corporate governance with bank regulation. The deregulation of recent
decades has expanded the scope for corporate governance in banking. At
the same time, regulation has changed to take on a corporate governance
posture. The change is evident in expansion of permissible activities for
banking companies in the United States and in the debate generated by the
Wal-Mart proposal. Whether Wal-Mart is successful or not, it seems likely
that the separation between banking and commerce in the United States
will further diminish and that the governance/regulation overlap will con-
tinue to grow. The effects on economic efficiency remain uncertain, but the
changes are likely to be accompanied by the continued growth of the
Federal banking agencies.

HISTORICAL PERSPECTIVE

In the early days of banking, the overlap between corporate governance and
bank regulation was readily observable. In eighteenth-century England,
governments delegated public functions to a variety of private firms, includ-
ing banks, through the issue of a corporate charter. The charter was a grant
by a sovereign authority to run a specific business or to trade in a specified
area for a specified number of years (Berle and Means, 1940: 128 ff.; Hurst,
1973: 152 ff.).1

In issuing charters, governments behaved as stakeholders and, to some
degree, as protectors of shareholder interests. Capital requirements were
established to protect against excessive leverage. In defining the permissible
activities of the corporation, governments made certain that shareholders
knew how their investment was being used. Definition ‘was probably [also]
designed to prevent corporations from dominating the business life of the
time’ (Berle and Means, 1940: 131).

In the United States, early bank charters were modeled on the charter of
the Bank of England; they limited activities and provided for direct services
to the chartering government. American banks were seen as ‘private estab-
lishments employed as public agents’ (Dunbar, 1904: 91). The issues faced
by the government in aligning bank management behavior with its own
interest were similar, in principle, to those faced by shareholders in any
modern corporation. A major difference was governments’ capacity to
regulate, supervise and impose legal sanctions.

Even as states began passing general incorporation laws that produced the
modern corporate charter, ‘readily available and a right to conduct any lawful
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business’, the bank charter remained a right to a defined enterprise. As one
New York court put it, ‘independently of the general Bank Act (1838), these
banks have no corporate existence, and they are thus created with restricted
and limited powers for a special purpose’. Banking, it noted, was an exercise
of ‘public powers’, and ‘public powers are never granted without some public
object in view’.2 Activity restrictions, capital requirements, reserve require-
ments, other restrictions and supervision were retained with the object of
maintaining safety and soundness and preventing fraud. Managerial mis-
conduct, whether the product of the owners themselves or the managers they
hired were a focal point for regulatory surveillance and restraint.

In the highly regulated banking environment in the United States, where
branching was limited at best, large numbers of small, closely held banks
were established. In small, closely held banks, governance issues raised by
the separation of management from ownership did not arise. In those
urban areas where banking companies did grow to large size and have
widely distributed shares, accurate financial conditions were shrouded in
regulatory confidentiality; in addition, regulatory barriers to entry and
regulatory agency influence and/or control over changes in ownership
precluded effective external market pressures that the threat of hostile
takeovers might have imposed. Regulatory monitoring for insider abuse
provided a partial substitute.3

Regulation was augmented following the massive bank failures of the
early 1930s. The Banking Act of 1933 prohibited interest payments on
demand deposits and imposed maximum rates on time deposits to moder-
ate what was seen as ‘destructive competition’. Entry by new charter was
severely limited through the establishment of FDIC insurance. Securities
activities in which banks had engaged in the 1920s, in part through
affiliates, were prohibited by the Glass-Steagall provisions of the 1933 Act.4

Bank holding companies (BHCs) also constituted an avenue for activity
expansion; the 1933 Act imposed restrictions, but these proved ineffective.5

By the 1950s, bank failure rates fell to minimal levels and were no longer
a principal concern of Congress. Rather, Congress focused on forestalling
increases in financial concentration (Shull and Hanweck, 2001: 82 ff.). To
this end, the ineffectiveness of the 1933 holding company restrictions was
remedied by the Bank Holding Company Act of 1956. The 1956 Act pro-
hibited BHCs (defined as organizations that controlled two or more banks)
from engaging in almost all nonbanking activities, and restricted their
expansion across state lines.6 It further insulated banks controlled by
holding companies from affiliates by prohibiting almost all interaffiliate
transactions (Section 6). The Act completed the wall of restrictions sur-
rounding banking companies. Interestingly enough, as discussed below, it
also initiated the era of deregulation.

Corporate governance, bank regulation and expansion 3



The regulatory regime that existed in 1956 left little to regulatory agency
discretion; entry, branching, pricing and activity restrictions were clear-cut
and inflexible. Supervision was occupied with evaluating bank portfolios to
assure solvency, detecting deteriorating conditions to protect the deposit
insurance fund, monitoring adherence to relevant laws and regulations, and
evaluating banking and vaguely defined competitive factors in mergers.

The regulatory environment had its effect on the behavior of bank man-
agement. Through the 1940s and into the 1950s, banks’ portfolios held small
quantities of risky loans and large quantities of safe government securities –
in part the heritage of the financing of World War II. Innovation, expansion,
and risk-taking in general was at a low ebb. Nevertheless, restrictions on
competition helped make banks profitable. Unlike other kinds of corporate
managers, bankers, both managers and owners, lived a sheltered existence,
and their behavior reflected these conditions.

DEREGULATION EFFECTS

The last half-century, and particularly, the last 25 years has seen a withdrawal
from both the additional regulation that had been established from 1933 to
1956 and from earlier restrictions that had characterized American banking
almost from its origin. The influence of the regulatory agencies might, in
these circumstances, have been expected to recede and the influence of cor-
porate governance to advance. To some extent, this has been the case, but
there have also been some counter-intuitive developments.

Deregulation

The passage of the Bank Holding Company Act in 1956 imposed, as noted,
draconian restrictions on bank holding companies to prevent both their
geographic and activity expansion, and to immunize banks from their
affiliates. In this sense, it completed the regulatory design of the ‘Great
Depression’. But it also required the Federal Reserve Board (FRB) to
consider the anticompetitive effects of holding company mergers and
acquisitions – the first time since the 1930s that banking legislation opposed
existing legal and regulatory support for tacit collusion (Shull and
Hanweck, 2001, Ch. 4).

Procompetitive measures, confusing as they were at the time, heralded
the unraveling of the existing regulatory arrangements. Early in the process,
bank mergers, acquisitions and agreements became subject to the antitrust
laws. During the course of the deregulation that followed, absolute prohib-
itions were liberalized or eliminated, including maximums on deposit rates
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of interest and on interstate branching; new activities for both holding
companies and bank subsidiaries became permissible. These changes have
been extensively discussed and will not be reviewed in detail here.7 The
related effects discussed below are relevant in considering the evolving
intersection between regulation and corporate governance.

Large Complex Banking Organizations

Deregulation, along with global expansion, has generated a merger and
acquisition movement that has produced a relatively few very ‘large, complex
banking organizations’ (LCBOs) that control a substantial proportion of
industry assets (DeFerrari and Palmer, 2001: 47–57; Shull and Hanweck,
2001, Ch. 6). The diverse activities of LCBOs through holding company
affiliates and through subsidiaries, cut across many legal jurisdictions and
traditional regulatory responsibilities. With widely held shares, and with the
reduction in numbers and importance of small, closely held banks, these
developments have increased the significance of corporate governance issues.

Capital Requirements

As regulatory concerns about disruption caused by small bank failure have
diminished, concerns about failure of large banking organizations, and
particularly LCBOs has grown. With their increasing economic and
financial importance, the systemic threat they present is a focal point of
regulatory concerns.8 One result has been a more sophisticated approach to
capital requirements.

In 1973, George Vojta of Citibank argued that the long decline in bank
capital at large banks was of no relevance. ‘The weight of scholarly research
is overwhelmingly to the effect that the level of bank capital has not been a
material factor in preventing banking insolvency, and that . . . “tests” for
capital adequacy have not been useful in assessing or predicting the capa-
bility of a bank to remain solvent’ (Vojta, 1973: 9, 12; Hanweck and Shull,
1996, Ch. 3, and p. 35).

While banking laws provided general authority for bank regulators to
appraise the capital adequacy of banks, the Federal regulatory agency did
not institute a uniform system of capital requirements until the 1980s. It
was only with deregulation, the continuing decline in capital ratios and a
rising failure rate that, in 1981, the Office of the Comptroller of the
Currency (OCC) and the FRB announced a common set of capital stan-
dards. It was not until 1985 that the FDIC adopted the requirements of the
other two agencies. Alan Greenspan, as Chairman of the FRB, later pro-
vided a rationale for regulatory requirements that would be higher than
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banks would establish on their own; that is, the existence of a federal ‘safety
net’ (Greenspan, 1990).

In the course of the last 25 years, then, capital requirements have become
a fundamental element in regulation. They have been ‘risk-adjusted’ and
the subject of international agreement. As discussed below, the FRB is
empowered to impose capital requirements on a consolidated basis for
BHCs, including those established as financial holding companies (FHCs)
under the Gramm-Leach-Bliley Act (GLB).9

Supervision

With restraints on activities and branching lifted, and banks no longer shel-
tered from competition, managers are, of necessity, concerned with new
profitable opportunities, including mergers and acquisitions. In the new
environment, Federal regulators have revised their supervisory approach.
Banking companies have typically been examined or inspected once a year.
Loans portfolios were valued, and assessments were made as to the
bank’s capital adequacy, assets quality, management, earnings, and liquid-
ity (CAMEL). Composite CAMEL ratings reflected existing conditions, but
not future possibilities. In recognition of the inadequacy of CAMEL ratings
alone, the agencies undertook in the 1990s to develop sensitivity measures
for various types of risk faced by banks. Among others, they identified,
credit risk, market risk, interest rate risk, liquidity risk, compliance risk and
reputation risk.

The emergence of LCBOs, in fact, required a new approach. Their size
and complexity made it impossible to track their rapidly changing con-
ditions through appraisals at a single point in time (DeFerrari and Palmer,
2001: 48). A reformulation that began in the 1990s, placed emphasis on the
evaluation of internal risk-management systems installed by banks. The
new approach contemplated a more or less continuous monitoring by small
groups of technical experts in several different areas, and extensive inter-
action between supervisors and bank management (DeFerrari and Palmer,
2001: 50–1).

The new supervision is normally described as a change in technique.
However, the change is substantive. It can be said that under the old regu-
latory regime, supervisors were ‘cautious, suspicious, fearful, and alert to
possible danger’ (Pollack, 2006: 2–4); profits were secured through restraints
on competition. The move toward the evaluation of risk-management
models reflects a supervisory concern not only with safety and soundness,
but with the risk-reward calculus of the banking company that aims to
achieve profit targets in a deregulated environment. In its critique of Federal
Reserve supervision, discussed below, the FDIC has pointed out that
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‘[e]nterprise risk management . . . is essentially a tool to better manage
private profits and safeguard the interests of holding company share-
holders’ (Powell, 2005: 93).

Even if size and complexity did not justify the new supervisory
approach, regulatory emphasis on capital requirements would require
something like it. In the current environment, bank profits are uncertain.
Because capital is directly and indirectly derived from profits, they are
important to regulators as well as to shareholders. In these circumstances,
regulatory concerns tend to converge with the concerns of shareholders
about effectiveness of bank management in balancing risk and reward.

This movement of regulation/supervision toward the aims of governance
appears to have been paralleled by a movement of governance toward
regulation. It has been recognized that the Sarbanes-Oxley Act derives
much of its substance from well accepted banking law (Baxter, 2003: 2).
Among other things, the Act expands the set of stakeholders to be pro-
tected. In doing so, it is in line with corporate governance in the Europe and
elsewhere where stakeholders include creditors, employees, customers and,
in some cases, the general public (Fannon, 2006).

Growth of Federal Banking Agencies

Deregulation, and the passing of the old regulatory regime, has been
accompanied by the emergence of the Federal Reserve as the preeminent
bank regulatory agency in the United States. Despite repeated efforts to
reduce its direct participation as a regulator, or even to eliminate the
System’s role in regulation, its authority has expanded considerably (Shull,
2005: 146–8, 151–2). With most large banking organizations organized as
bank holding companies, it attained a critical supervisory position as the
sole Federal holding company regulator. Its authority and influence
expanded with passage of GLB in 1999 which assigned it the role of
‘umbrella regulator’.

The Federal Reserve’s growth as a regulatory agency is reflected in its
increased expenses for this function. System expenses for supervision/
regulation were estimated at over $628 million in 2005, rising from $175.6
million in 1985 (FRB, 2006: 13, 40; 1986–7: 7).10 Over the 20 year period,
expenses increased about 258 percent, far exceeding the increase in the price
level (implicit GDP deflator) which rose only about 62 percent. In 1985,
System supervision/regulation expenses were about 13.6 percent of its total
expenses; by 2005, they had risen to about 20 percent.

Increased Federal Reserve expenditures on supervision/regulation are
to be expected given its expanding responsibilities. However, its rapid
growth in expenses has been exceeded by the spending increases at the other
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two principal Federal banking agencies, the Federal Deposit Insurance
Corporation (FDIC) and the Office of the Comptroller of the Currency
(OCC). Expenses at each rose about 600 percent between 1980 and 2005.11

The increased spending by the Federal banking agencies over the period
of deregulation may seem an anomaly. It would appear, however, that
general legislatively-established standards that require regulatory agency
deliberations and determinations are more expensive than absolute pro-
hibitions; and that the new, more sophisticated approaches to regulation
and supervision are costly.

REGULATED ACTIVITY EXPANSION

In the movement from absolute prohibitions in the course of deregulation
to general standards and bank regulatory agency determinations, permis-
sible banking activities have expanded substantially. There is no better
example of the changes that have taken place than in this expansion.

Activity Restrictions under the Bank Holding Company Act12

As noted, it was not until passage of the Bank Holding Company Act in
1956 that bank holding companies were prohibited from engaging in
almost all nonbanking activities. By the late 1960s, however, banks found
they could affiliate with almost any kind of business without legal challenge
by reorganizing as one-bank holding companies. By 1969, the largest banks
in the country had done so.

Congress responded by amending the Bank Holding Company Act to
include companies controlling one bank. However, it also authorized the
FRB to permit new activities that were ‘closely related to banking’ and ‘a
proper incident thereto’.13 A court decision defined ‘closely related’ activ-
ities as services similar to those banks generally provide.14 The latter term
established a ‘net public benefits test’ requiring the FRB to weigh the likely
benefits against likely costs.15

In response to the concerns of nonbank business groups about the
ability of banks to expand through the use of conditional agreements, the
Amendments established restrictions to prevent coercive tie-ins and reci-
procity (Section 106). Restrictions on interaffiliate transactions, for both
safety and competitive purposes, were those provided by Section 23A of the
Federal Reserve Act.16

In its concerns with bank safety, competition and overall concentration,
the 1970 legislation was in line with traditional regulation that focused on the
interests of a wide range of constituencies.17 But it also was an attempt to
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accommodate the interests of bank shareholders. A slowly growing list of
permissible activities was overseen by the FRB;18 and by the OCC for
national banks through subsidiaries.19 Other avenues for combining banking
with other financial and non-financial businesses developed over the years.20

The Gramm-Leach-Bliley Act: ‘Paved with Good Intentions’

In passing GLB in 1999, Congress extended permissible activities for bank
holding companies established as ‘financial holding companies’ (FHCs)
and, to a more limited extent, bank subsidiaries, designated as ‘financial
subsidiaries’. By repealing relevant sections of the Glass-Steagall Act, it
sanctioned securities dealing and specifically permitted insurance and mer-
chant banking, among others specified as ‘financial in nature or incidental
to a financial activity’.21 The law also provided for the addition of both
other ‘financial’ activities and activities ‘complementary’ to a financial
activity by regulatory agency determination.

GLB combined functional regulation with traditional bank regulation. It
maintained the responsibilities of existing agencies such as the SEC and state
insurance commissioners over the activities they normally regulate, as well as
the authority of the existing Federal banking agencies for the banking com-
panies themselves. As noted, the FRB was designated ‘umbrella regulator’
for bank holding companies, including the new FHCs, with authority to
examine and supervise all affiliates and impose consolidated capital require-
ments. It also was given principal responsibility, in consultation with the
Treasury, for determining new financial and complementary activities.

The new law made an effort to distinguish between the permitted com-
bination of financial services and the non-sanctioned combination of
banking and commerce. Congressman Leach repeatedly affirmed that GLB
would maintain the traditional separation: ‘Decision-makers came to
understand the unhealthy social and competitive implications of the con-
centration of ownership [that would result]’ (Leach, 28 March 2000). And
shortly thereafter:

the Treasury and the Fed . . . changed judgement and today adamantly stand
with me against mixing commerce and banking . . . If this precept had been
included . . . I would have done my best to pull the plug on financial modern-
ization. (Leach, 12 May 2000)

Subsequently, the Treasury and the Board explicitly acknowledged a
Congressional intention to maintain the separation of banking and com-
merce (Department of Treasury, 2000a).

Intentions notwithstanding, GLB provides a road map for integration.
First, there are routes explicitly accepted in the law. ‘Complementary’
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activities are, by definition, not financial and, therefore, ‘commercial’.
Merchant banking, included as a financial activity, allows, under rules
established by the Board and Treasury, acquisitions by FHCs of shares in
any company in any amount for indefinite periods of time. In addition, there
are special provisions for securities firms, insurance companies and other
nonbank affiliates permitting the acquisition of commercial companies
under the rubric of ‘investments’, ‘underwriting’ or ‘merchant banking’.

Second, GLB provides the FRB and the Treasury with the authority to
expand permissible commercial activities through regulatory determin-
ations. There appears to be, in fact, a potentially dynamic process of permis-
sible activity expansion through the interaction of the old, but still relevant,
‘closely related to banking’ standard and the new ‘financial in nature or inci-
dental’ standard. Unlike the old standard that looked to similar activities in
which banks were already engaged, the new standard looks to whether an
activity is ‘necessary and appropriate to allow an FHC . . . to compete
effectively’.22 As a result, a determination that an activity, such as real estate
brokerage, is ‘closely related to banking’ would seem to make other activities,
such as ‘ownership and development of real estate “necessary and appropri-
ate” ’. If so, and ‘ownership/development’ were determined to be a ‘financial’
activity, a wide range of other related activities might then appear to be ‘com-
plementary’ if not ‘closely related to banking’ (Shull, 2002: 52–5).

The expansive possibilities of GLB were suggested by Lawrence Meyer,
while a Governor of the FRB. ‘[T]he regulators and the regulated face no
bright lines on the commerce and banking front’ (Meyer, 2001: 3). ‘The
Congress . . . empowered the Federal Reserve and the Treasury to add to
the permissible activities list any activity that is either “financial”, without
much guidance as to what that means, or is “complementary” . . . with no
guidance . . . GLB grants the agencies authority to move toward mixing
banking and commerce at the margin as markets and technology begin to
dim the already less than bright line between them’ (Meyer, 2001: 11–12).

Finally, Congress provided for at least one exception to the restrictions,
such as they are, imposed by GLB; that is, the industrial loan company – a
state-chartered, deposit-insured financial institution that had developed in
the early twentieth century as a provider of loans to workers. This excep-
tion is discussed next.

NON-REGULATED ACTIVITY EXPANSION

Despite the expansive possibilities provided by GLB, Congress, as has been
typical, also left a door open for unregulated activity expansion. The Bank
Holding Company Act of 1956 exempted one-bank holding companies;
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the Amendments in 1970 included one-bank companies, but redefined
‘bank’ so that ‘non-bank banks’, lacking either demand deposits or loans,
could be acquired by commercial firms; the Competitive Equality Banking
Act of 1987 redefined ‘bank’ so as to eliminate ‘non-bank banks’, but
excluded from its definition the then obscure ILC. As experience might have
suggested, ILCs soon became less conspicuous.23

The recent Wal-Mart proposal to acquire an ILC has raised a number of
issues. In this context, the relationship between corporate governance and
bank regulation is highlighted by the dispute between the FRB and the
FDIC. The difference relates to whether it is necessary, in meeting regu-
latory objectives, that the exception be rescinded so that Wal-Mart, if it
wished to acquire an ILC, would have to become a financial holding
company subject to FRB authority – or whether FDIC and state regu-
lation/supervision, as it currently exists, would be sufficient.

The FRB has argued that effective regulation and supervision, including
capital requirements, must be on a consolidated basis; that is, applicable to
the holding company and all its affiliates (‘consolidated regulation’). In the
course of its evaluations, it has indicated it assesses the holding company’s
risk management models, its internal controls, and its information tech-
nology; it evaluates the quality of the holding company’s assets, and may
obtain non-public information from the holding company and its other
affiliates. Not only can it monitor interaffiliate transactions, it can interdict
those that appear threatening even if they fall short of violating Sections
23A or 23B. It has authority to force holding companies transfer resources
to the bank if necessary; that is, to serve as a ‘source of strength’ (GAO,
2005: 38 ff.).

The FDIC has argued that regulation and supervision of the bank alone
is, for all practical purposes, sufficient (‘bank centric regulation’) (Powell,
2005). It views consolidated regulation and supervision, as implemented by
the FRB, as unnecessary and potentially perverse (GAO, 2005: 28–9); that
is, it could expand the bank safety net and impose bank-like regulation
throughout the private sector – a long-recognized possibility (Powell, 2005:
92–3; Shull, 1983: 278–9). The FDIC has further criticized the FRB as
overly dependent on the ‘enterprise risk models’ of companies as an
unproven model for bank supervision (Powell, 2005: 93).

The FDIC, in contrast, would focus on the bank – a ‘bank-centric’
approach – walling it off from its affiliates via Sections 23A and 23B. It
would insist on adequate capital requirements for the bank alone, and hold
the bank’s board of directors accountable. It would aim to insulate the
bank from any of its affiliates’ problems and from any possible abuse by the
parent holding company and/or its other subsidiaries. It has contended that
it has sufficient authority over affiliates if needed.
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The FRB’s focus on the holding company and all its affiliates is con-
sistent with a traditional corporate governance focus with, however, a
different constituency. The FRB may, in actuality, insist on more safety for
the bank than would best serve the owners of the company. But by directly
taking responsibility for the entire company, including the potential for
insider abuse wherever it emerges, and in position to consider the potential
synergies available in combining banking and other activities, it could come
close to harmonizing regulation with governance.

In focusing on the bank, the FDIC’s approach is reminiscent of an older
kind of regulation, though clearly not as rigid. When national banks first
established security affiliates in the early years of the twentieth century, the
Comptroller of the Currency also focused on the banks alone. With respect
to the affiliates, he took the position that they were: ‘corporations . . . with
which I have nothing to do . . . . They are not under my jurisdiction in any
way, shape, or form’ (US House, 1913: 1407). Under Section 6 of the Bank
Holding Company Act of 1956, as noted, affiliated banks were almost com-
pletely insulated by prohibiting almost all transactions between the bank
and its affiliates. The relationship between the FDIC’s approach and cor-
porate governance is intentionally remote.

In principle, the combination of banking and commerce should improve
allocational and other types of efficiency by removing regulatory barriers
that stifle competition and by permitting managers of banking companies
to respond appropriately to market forces. In the long-run, these improve-
ments will not be realized if mergers, acquisitions and increased concen-
tration diminish competition; or if the interests of managers of large
banking companies are not aligned with those of shareholders.

How effective the antitrust laws in their current state are likely to be is
unclear (Shull and Hanweck, 2001, Ch. 6). If the FRB prevails, the com-
bining of banking and commerce would be accompanied by regulation and
supervision that resembles a kind of corporate governance approach to a
‘social model’. The long-run effects on efficiency remain uncertain.

What seems certain is that ultimately, unless Congress changes course,
the separation between banking and commerce is in the process of vanish-
ing. The ultimate outcome of the Wal-Mart proposal is likely to determine
the speed of change. If Congress eliminates the exception for ILCs, cur-
rently under consideration, separation will vanish slowly, with the FRB and
Treasury extending permissible commercial activities, to the extent that
Congress does not intervene, in stages. If Congress does nothing and the
FDIC approves the Wal-Mart application, separation is likely to vanish
abruptly. Whether the FRB’s or FDIC’s approach is more favorable to eco-
nomic efficiency remains uncertain.
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CONCLUSIONS

In banking in the United States, there has always been an overlap in cor-
porate governance and bank regulation. However, during a period of
heightened regulation beginning in the 1930s, the corporate governance
element was overwhelmed by absolute regulatory restrictions; shareholders
were protected from failure and bank profits were salvaged by suppressing
competition.

Over recent decades an important independent role for corporate govern-
ance has emerged. Deregulation produced large, complex banking organ-
izations with widespread ownership, and the possibility for managers to
follow courses of action independent of shareholders.

At the same time, the large banking companies that now dominate the
industry have raised regulatory concerns about the potential systemic
impact should they flounder or fail. Old regulatory restrictions on insider
behavior and interaffiliate transactions have been augmented by new
regulatory approaches, including risk-adjusted capital requirements and
risk-focused supervision. Regulators now evaluate bank managements’
approaches to balancing risk and reward, safety and profits. In conse-
quence, they have elaborated their corporate governance posture, albeit
with the interests of a wider constituency in mind. At the same time, the
Sarbanes-Oxley legislation that has established new governance standards
for all private sector companies appears to draw on well-established
banking law and regulation, suggesting a convergence. For a number of
reasons, the impact of these changes on economic efficiency remain
unclear.

The change in regulatory approach toward corporate governance is
manifest in the recent dispute between the Federal Reserve and the FDIC
with respect to the proposal by Wal-Mart to acquire an industrial loan
company. As ‘umbrella regulator’ under the Gramm-Leach-Bliley Act, the
Federal Reserve has taken a ‘consolidated’ approach to regulation that
evaluates companies as a whole, parents and their affiliates. This Federal
Reserve’s focus is consistent with corporate governance; the FDIC’s ‘bank-
centric’ approach is not.

It is not certain, at this point, whether the Federal Reserve or the FDIC
will prevail, though long experience with numerous Federal bank regu-
latory agency disputes suggest it will be the former. There is one thing,
however, that does seem clear. Whether Congress eliminates the ILC ex-
ception or not, whether the FRB’s ‘consolidated’ regulation or the FDIC’s
‘bank-centric regulation’ is adopted, the Federal banking agencies will, in
the process, continue to expand.

Corporate governance, bank regulation and expansion 13



NOTES

1. Before general incorporation laws, the corporate grant typically constituted a monopoly
of the activity for which it had been created.

2. The court decision, Bank of Utica v. Smedes, 3 Cowen 684, can be found in Legislative
History of Banking in the State of New York, 1855, pp. 111–12.

3. The Federal Reserve Act, for example, provides for regulatory restrictions on loans to
executive officers, directors and principal shareholders of member banks (Regulation O
implements Sections 22(g) and 22(h)). Section 23A of the Federal Reserve Act, later bol-
stered by 23B, places limits on interaffiliate transactions. For a discussion of the corpor-
ate governance element in the modern regulation and supervision of banks in the United
States, see Adams and Mehran (2003): 123–42.

4. The McFadden Act of 1927 gave national banks authority to buy and sell marketable
debt obligations. The Comptroller ruled that national banks could underwrite all debt
securities, and that their affiliates could underwrite both debt and equities. The Glass-
Steagall provisions, applicable to member banks, revoked authority granted by the
McFadden Act: Section 16 limited bank dealing and underwriting to specified securities;
that is obligations of the US and general obligations of states and political subdivisions;
Section 20 prohibited banks from having affiliates principally engaged in dealing in se-
curities; Section 21 prohibited securities firms from accepting deposits; Section 32 pro-
hibited interlocks of directors and officers of securities firms and banks.

5. BHCs were required to register with the Federal Reserve Board. Corporations owning
more than 50 percent of the stock of one or more member bank were required to apply
to the Board to secure permits to vote their stock. BHCs, however, could and did find
ways to avoid the restrictions.

6. Under the 1956 Act, commercial bank activities were to be ‘of a financial, fiduciary, or
insurance nature’ and ‘so closely related to the business of banking or managing or con-
trolling banks as to be a proper incident thereto’ (italics added). The Board of Governors
of the Federal Reserve System narrowly interpreted the term ‘the business of banking’
to mean a relationship between the customers of specific banks and their nonbanking
affiliates.

7. Both the Bank Holding Company Act of 1956 and the Bank Merger Act of 1960 estab-
lished new procompetitive conditions in banking. The principal legislation effecting
deregulation has been the Amendments to Bank Holding Company Act, 1970, the
Depository Institutions Deregulation and Monetary Control Act of 1980, the Riegle-
Neal Interstate Banking and Branching Efficiency Act of 1994, and the Gramm-Leach-
Bliley Financial Modernization Act of 1999. In addition, Amendments to the Bank
Holding Company Act in 1966 repealed Section 6 of the 1956 Act, making Section 23A
of the Federal Reserve Act, limiting but not prohibiting essentially all interaffiliate trans-
actions, relevant. In 1982, Section 23B was added, requiring that all interaffiliate trans-
actions be ‘arm’s-length’. Beginning in the mid-1980s, Federal Reserve interpretation of
Section 20 of the Glass-Steagall Act permitted holding company affiliates to underwrite
otherwise impermissible securities.

8. For an optimistic declaration about managing the problem of banks that are ‘too-big-
to-fail’, see Stern and Feldman, 2006.

9. Consolidated requirements developed in response to several holding company failures in
the 1970s that brought down seemingly well-established bank affiliates (Lawrence and
Talley, 1978).

10. The period chosen, 1985 to 2005, was based on the availability of reasonably consistent
functional cost data for the Federal Reserve, as reported in its Annual Budget Report.
However, in recent years, the Board’s expenses, but not the Reserve Bank’s have been
based on a biennial budget. The 2005 estimate was obtained by dividing Board expenses
for 2004–5 by half. Because Board supervision/regulation expenses in 2005 constituted
about 17 percent of total System expenses (up from a little over 13 percent in 1985), the
estimate for System is unlikely to be significantly affected. Other data obtainable from
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earlier FRB Annual Reports suggest that the change in supervision/regulation expenses
over a longer period; for example beginning in 1970 or 1980, would show similar or even
more rapid growth.

11. FDIC expenses were over $846 million in 2005; and those of OCC were about $500
million (FDIC, 1980; FDIC, 2005; OCC, 1980; OCC, 2005).

12. For a more detailed development of pre-Gramm-Leach-Bliley activity restrictions under
the Bank Holding Company Act, see Shull (1999), 11 ff.

13. Removing the term ‘the business of’ from the expression “so closely related . . . banking’,
substantially liberalized the relatedness requirement. Exceptions to the general prohibi-
tions were also established: holding companies were permitted to acquire up to 5 percent
of the voting shares, and up to 25 percent of the total equity of any company without
aggregate limit; and to acquire 20 percent of the voting shares and 40 percent of total
equity of nonfinancial companies outside the United States; exceptions were also made
for investments in small business investment companies and for low cost housing and
community redevelopment.

14. In National Courier Association v. Board of Governors of the Federal Reserve System, 516
F.2d 1229 (1975), the Court indicated the need to show the following: ‘(1) banks gener-
ally have, in fact, provided the proposed services; (2) banks generally provide services
that are operationally or functionally so similar to the proposed services as to equip them
particularly well to provide the proposed services; and (3) banks generally provide ser-
vices that are so integrally related to the proposed services as to require their provision
in a specialized form’ (p. 1237).

15. These costs and benefits included, but were not necessarily limited to, the likely benefits
of increased competition, efficiency, and convenience and the likely costs of undue con-
centration of resources, decreased or unfair competition, conflicts of interest and dimin-
ished bank soundness. See Shull and White, 1998: 454–5 for additional detail on how the
legislation changed the standards.

16. Section 23A imposed 10 percent maximum of capital stock and surplus on loans by a
bank to any one affiliate, and a 20 percent maximum on loans to all affiliates. It aimed
to safeguard banks from excessive transfers that could weaken their condition, and to
protect nonbank rivals from unfair competition. Section 23B, added to the Federal
Reserve Act in 1991, required that all interaffiliate transactions be on an arm’s-length
basis.

17. A series of consumer and community-related protection laws, from the Consumer Credit
Protection and Fair Housing acts of 1968, through the Community Reinvestment Act of
1977 made clear the extended range of constituencies that would be supported by bank
regulation.

18. In the mid-1980s, the FRB permitted bank holding companies to deal in and underwrite
otherwise ‘ineligible securities’ to the extent that they were not ‘principally engaged’ in
doing so, as defined by the FRB.

19. A series of decisions in the 1990s supported OCC determinations that permitted national
banks to expand their insurance business. See Independent Insurance Agents v. Ludwig,
997 F.2d 958 (DC Cir 1993); Nations Bank v. Variable Annuity Life Insurance Co., 115
S.Ct. 810 (1995); and Barnett Bank of Marion County NA v. Nelson, 517 US 25 (1996).

20. The inapplicability of the Glass-Steagall Act to state-chartered, non-member banks per-
mitted the FDIC and a number of states to permit them to engage in securities activities.
Unitary savings and loan holding companies were excepted from activity restrictions.
The establishment of ‘non-bank banks’ permitted any business to acquire a bank as long
as it did not offer both demand deposits and commercial loans.

21. GLB repealed Section 20, that prohibited banks from having affiliates principally
engaged in dealing in securities, and Section 32, that prohibited interlocks of directors
and officers of securities firms and banks. It did not repeal Section 16, restricting banks
themselves to dealing in and underwriting obligations of the Federal government and
general obligations of states and political subdivisions, nor Section 21, prohibiting firms
dealing in securities from accepting deposits. The sections that remain continue to pre-
clude the integration of securities dealing and underwriting within the bank itself.
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22. ‘Before passage of the GLB Act . . . the law directed the Board to consider whether
banks engaged in the activity [or something similar] but did not explicitly authorize the
Board to consider whether other financial service providers engaged in the activity . . . .
[The] change . . . represents a significant expansion of the Board’s capacity to consider
the competitive realities of the US financial marketplace in determining the permissibil-
ity of activities for FHCs’ (Department of Treasury, 2000b: 11–12; see also pp. 8 ff.).
The Department of Treasury have also indicated that they will include ‘closely related’
activities among those established as “financial in nature or incidental’.

23. For a brief history of ILCs, and the conditions for exemption from the Bank Holding
Company Act, see GAO (2005), pp. 16–18. At the end of 2004, the GAO reported that
there were under 100 ILCs in the country, with most located in Utah and smaller
numbers in California and Nevada. While their numbers have dropped in recent years,
their assets have grown substantially; a few had assets of $3 billion or more. They cannot
offer demand deposits, but they do make a variety of loans and offer NOW accounts.
Their deposits are insured by the FDIC. Some have access to the wider capital markets.
A number of ILCs are directly owned by major commercial firms or by their financial
affiliates, including BMW, Volkswagen, GE Capital Financial and GMAC Commercial
Mortgage Bank (GAO, 2005: 18 ff).
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2. Corporate governance in banks:
does the board structure matter?
Benton E. Gup

INTRODUCTION

Globalization and the increased demand for better corporate governance
are two major trends affecting banking; and the two trends are inexorably
intertwined. The term globalization, as used here, refers to the cross-border
operations and ownership of businesses in general and banks in particular.
The growth of globalization raises issues about the corporate governance
of banks. The issues are complicated by the fact that the definitions of
banks, their permissible activities, and their stakeholders vary around the
world.1 Nevertheless, everyone agrees that good corporate governance is
important. But what does that mean? Does it mean that organizational
structure of corporate boards is important, or that good management is
important, or both, or are other issues involved? The corporate governance
issue is puzzling because different organizational structures exist through-
out the world; and there are examples of good and bad corporate govern-
ance in every country.

DEFINITIONS OF CORPORATE GOVERNANCE

The Anglo-American Model

In an international survey of corporate governance, Shleifer and Vishny
(1997) say that corporate governance ‘deals with the ways in which supplier
of finance to corporations assure themselves of getting a return on their
investment’. They argue that corporate governance is primarily concerned
with principal agency problems between ownership and control. Stated
otherwise, it deals with problems that arise because of the separation
between shareholders and management. This Anglo-American or ‘share-
holder model’ of corporate governance is accepted in the United States,
England and some other countries.
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OECD definition of governance
The OECD is an inter-governmental body that is dedicated to sound
practices for economic development. It provides an international perspec-
tive on the definition of governance. The OECD Principles of Corporate
Governance (2004) states that ‘Corporate governance involves a set of re-
lationships between a company’s management, its board, its shareholders,
and other stakeholders. Corporate governance also provides the structure
through which the objectives of the company are set, and the means of
attaining those objectives and monitoring performance are determined.’

FDIC’s definition of governance
Bank regulators play a crucial role in the corporate governance of banks.
In this connection, the FDIC has a different view of corporate governance
than Shleifer and Vishny (1997) and the OECD. The FDIC said

Corporate governance generally can be defined as the process of managing an
organization’s affairs or ensuring accountability. It can include a range of activ-
ities, such as setting business strategies and objectives, determining risk appetite,
establishing culture and values, developing internal policies, and monitoring per-
formance. Corporate fairness, transparency, and accountability are viewed as
goals of corporate governance. To some, corporate governance simply means
more active and involved participation by the board of directors; others empha-
size corporate ‘democracy’ or broader shareholder participation.2

Franco-German Model

The Franco-German model of corporate governance incorporates the inter-
ests of both shareholders and non-shareholders (stakeholders) such as
employees.3 For example, in France, young workers rioted in 2006 over a
controversial labor bill – Beginning Workers Contract – that would make it
easier to fire workers under age 26 without any reason or notice in their first
two years of employment. This social issue is related to corporate governance
because worker representatives serve on many European boards, and there is
a conflict of interest if management wants to adjust the size of its labor force.
On the other side of the world in Japan, permanent/lifetime employment
plays a large role in their economy, and in corporate governance.

In the Franco-German model that is widespread in Germany and Japan,
banks take large equity positions in non-bank companies, and vice versa.
Craig (2004) states that virtually every country in Europe has ownership con-
centration higher than that in the US, and many large European firms are
family owned or controlled by single stockholders. Similarly, large Japanese
banks serve as the ‘main banks’ in keiretsus, which are corporate groups of
banks, insurance companies, trading companies, and manufacturing and
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marketing firms. All of the firms in the keiretsus are related through cross-
holdings of shares. The cross-holding of shares was established by Article
280 of the Commerce Law in order to prevent hostile takeovers by foreign
firms and to keep the shares in friendly hands. In addition, Morck and
Nakamura (1999) describe keiretsus as ‘management entrenchment devices’,
that allow banks to ‘prop up’ weak firms in the group.

Because of these arrangements, there is greater concentration of owner-
ship of large banks in Germany and Japan than there is in the United
States. Part of the reason behind this, is the long standing separation
between banking and commerce. In the US, bank holding companies
are prohibited by the Bank Holding Company Act from owning more
than 5 percent of the shares in non-bank related companies. In addition,
the Gramm-Leach-Bliley Act restricts bank holding companies to activ-
ities that are ‘closely related to banking’. However, financial holding
companies can engage in activities that are incidental to banking or com-
plementary to banking. Equally important, non-bank commercial firms
are prohibited from owning banks.4 Nevertheless, affiliations between
banking and commerce do exist. Industrial loan companies (ILC) are
owned by firms such as GE Capital Finance, American Express, and
Volkswagen.5 ILCs have many of the same powers as commercial banks,
and they are insured by the FDIC. In December 2004, there were 57 ILCs
with $140 billion in assets. Most of them were chartered in California,
Nevada, and Utah.

One Model Does Not Fit All

Shleifer and Vishny (1997) find that successful corporate governance
systems, such as those in the United States, Germany, and Japan, combine
legal protections for some investors with an important role for large
investors. They also note that most corporate governance systems around
the world – including large holdings, relationship banking, and takeovers,
can be viewed as examples of large investors exercising their power as a
control mechanism of corporate governance.

It also is important to recognize that public sector banks have different
governance systems and concerns from private sector banks. Public sector
banks often provide subsidized lending to particular sectors of the
economy. For example, the Banco de la Republica Oriental del Uruguay
(BROU) and the Banco Hipotecario del Uruguay (BHU) provided subsi-
dized loan rates to the agricultural and housing sectors in Uruguay during
a period of economic crises. Public sector banks are found in many devel-
oping countries such as China, India, and South Africa. Such banks are
likely to continue to exist for political rather than economic reasons.
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Consequently, profits are not their major concern.6 Thus, it is clear that one
model of corporate governance does not fit all users.

The Organisation for Economic Co-operation and Development (OECD)
holds the same view. The OECD is an inter-governmental body with 30
member countries and about 70 other countries that are committed to
democracy and a market economy. The OECD Principles of Corporate
Governance (2004) state that ‘There is no single model of good corporate
governance’. And the OECD does not advocate any particular board struc-
ture because of different national models. The OECD states that the ‘mix
between legislation, regulation, self-regulation, voluntary standards, etc. in
this area will therefore vary from country to country’.

Bank regulators know this as well. The Basel Committee on Banking
Supervision (2005) recognized that

there are significant differences in legislative and regulatory frameworks across
countries as regards the functions of the board of directors and senior man-
agement. In some cases the role of the board of directors is performed by
an entity known as a supervisory board. This means that the board has no
executive functions. In other countries, by contrast, the board has a broader
competence.

Stated otherwise, in the United States, the United Kingdom, Australia,
and at least 37 other countries there is a sole-board system.7 In some other
countries, there is separation between management and a supervisory
board. Germany, China and Spain are examples of such countries. Finally,
France, Switzerland, Finland and Bulgaria have a mixed board structure,
which means that firms can choose between sole and supervisory boards.

Fanto (2006) describes bank regulators in the United States as being
‘paternalistic’. He says that

Bank regulators screen proposed executives and directors of a new bank and
may even not allow the bank to begin operations if they disapprove of some
or all of these individuals. They set standards of conduct for bank officers
and directors and continue, through regular examinations, to monitor them and
their performance. Moreover, bank regulators have considerable informal and
formal enforcement powers; they can even remove executives and directors tem-
porarily or permanently from a financial institution and from the entire banking
industry.

It goes further than that on an international scale. The Basel Committee
on Banking Supervisions’ ‘Core Principles for Effective Banking
Supervision’ (2006), states that bank supervisors have the power ‘to review
and reject any proposal to transfer significant ownership or controlling
interests . . . [and] . . . review major acquisitions and investments’.
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Goals of Corporate Governance

It follows from the observations that one model of corporate governance
does not fit all users; that there are international differences; and that cor-
porate governance has multiple goals. These goals include, but are not
limited to:

● protecting shareholders’ interests;
● protecting stakeholders’ interests;
● protecting the public’s interest in the banking system; and
● satisfying bank/government regulators.

Because there are different goals, investors, regulators and stakeholders
have different measures of success or failure. Some of the measures may be
tied to laws and regulations that affect the structure of corporate govern-
ance. The Sarbanes-Oxley Act of 2002 (SOX) is the latest example in the
US. SOX was enacted to protect shareholder interests following the Enron,
Tyco and WorldCom debacles. In addition to Federal laws, Self-Regulatory
Organizations, such as the New York Stock Exchange, the American Stock
Exchange and NASDAQ, have rules dealing with the corporate governance
of listed companies.8

Some of the measures involve the following issues:

1. effectiveness and efficiency of operations;
2. reliability of financial reporting;
3. compliance with laws and regulations;
4. returns on investments; and
5. achieving stakeholders’ goals.

The first three issues appear in the Committee on Sponsoring
Organizations of the Treadway Commission (COSO) report on Internal
Control-Integrated Framework (1992). They also serve as the basis for the
Federal Deposit Insurance Corporation Improvement Act (FDICIA)
enacted in 1991. Section 112 of that Act requires management to report
annually concerning the quality of internal controls. FDICIA also requires
outside audits of the report.9

In general, investors are interested in returns on their investments (No. 4
above), but the degree of interest on returns differs in various countries. For
example, the ‘2006 ISS Global Institutional Investors Study’, of 322 insti-
tutional investors in 18 countries found that in Japan, 80 percent of the 25
institutional investors surveyed cited higher returns on investments as the
major advantage of corporate governance, compared with 7 percent in
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China.10 In China, 80 percent of the 30 institutional investors cited improved
risk management as the major advantage. Finally, stakeholders (No. 5 above)
have their interests. For example, employees are concerned about continued
employment, wages, and benefits. Similarly, the communities served by banks
are interested in how banks are serving their credit needs (Community
Reinvestment Act).

WHAT DOES THE ACADEMIC RESEARCH SHOW?

Academic research dealing with corporate governance and shareholders’
interests yields mixed results, depending on the methodology, data,
definitions, time periods used, and what the researcher is trying to prove. A
glimpse at recent research on selected governance topics illustrates this
point. This is not intended to be an extensive review of the literature. It only
provides a brief overview of two selected issues: stock returns and board
composition and structure.

Stock Returns

The first topic is stock returns. Gompers et al. (2003) examined data for
1990–9 and found that firms with strong shareholder rights have 8.5 percent
higher risk adjusted returns than firms with weak shareholder rights.
Cremers and Nair (2005) find that internal and external governance mech-
anisms are complements and are associated with long-term abnormal
returns. Aggarwal and Williamson (2006) found that the new corporate
governance regulations were associated with higher stock values; but they
also found that the market was already rewarding firms that had better
governance. Core et al. (2006) did not find that support for the hypothesis
that weak governance causes poor stock returns. Loosely interpreted, these
studies examined whether strong corporate governance affected stock
returns, and the answers are yes and no.

Board composition and structure
The second topic is the composition and structure of the boards. Fama and
Jensen (1983) argued that having outside directors was a good thing.
However, Klein (1998) found little association between overall board com-
position and firm performance, but she did find ties between committee
structure and performance. Increasing the number of inside directors on
finance and investment committees was associated with higher stock returns.
Hermalin and Weisbach (2003) found that board composition did not
predict performance, but board size was negatively related to performance.
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Fich and Shivdasani (2006) find that busy boards – those with a majority of
outside directors who hold multiple directorships – are associated with weak
corporate governance. But, Ferris et al. (2003), found no correlation between
multiple directorships and lower firm values. So board size, composition and
structure can be good or bad depending on what you are looking for.

Management’s Point of View

Murray (12 April 2006) said that ‘For many executives, “corporate govern-
ance” is a nuisance – or worse. It diminishes their power while increasing
that of board members, shareholders and various outsiders who want a say
in company affairs.’

A 2004 survey by PricewaterhouseCoopers LLP and the Economic
Intelligence Unit of more than 207 executives from the financial services
industry around the world found that the majority of them equated good
governance with satisfying the demands of regulators and legislators.11 It
should be noted that the agencies that regulate and supervise the financial
sectors and the laws that they follow also vary throughout the world.12

The PWC survey goes on to say that taking a view that compliance means
satisfying regulators and legislators hampers the institutions from taking
proactive steps to gain a strategic advantage through good governance over
other institutions. Thus, there may be a significant gap between manage-
ment’s and investors’ expectations.

Significant Breaks in Internal Controls

Federal Reserve Governor Bies (22 June 2004) observed that it is difficult
for outsiders to determine the effectiveness of corporate governance. She
said that it usually takes a significant break in internal control for the public
to be aware of weaknesses in the process. She goes on to say that the dis-
closure of deficient business and governance practices can lead to lower
share prices, lawsuits, enforcement actions, loss of credibility and reputa-
tion, and higher interest rates in the capital markets.

Bank regulators let management and the public know when they find
significant deficiencies in corporate governance. For example, The Board of
Governors of the Federal Reserve System (1 March 2005) announced in
a Press Release that Huntington Bancshares Incorporated, Columbus,
OH, had significant deficiencies relating to its corporate governance,
internal audit, risk management, and internal controls over financial report-
ing, accounting policies and procedures, and regulatory reporting. The
Federal Reserve terminated the enforcement action in May 2006, meaning
that the bank made the necessary changes. Another Federal Reserve Press
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Release (5 January 2005) announced that Prineville Bancorporation and
Community First Bank, both of Prineville, OR, had serious corporate
governance problems. The point is that bank regulators react when they find
problems with corporate governance. They have inside information that is
not available to outside investors.

First Southern Bank13

In March, 2002, the FDIC and the Alabama State Banking Department
issued a Cease and Desist Order to First Southern Bank, Florence,
Alabama.14 The C&D order spelled out the reasons including, but not
limited to, inadequate management, a large volume of poor quality loans
following hazardous lending and lax collection practices, and so on.

The story behind these losses provides important insights about the cor-
porate governance of small thrifts that convert into banks. Some parts of
this lesson may be applicable to credit unions as they attempt to act like
banks.

For example, in 1935, the First Federal Savings & Loan Association was
chartered in Florence, AL. It was a successful S&L. Sixty years later in
1995, management decided to convert from an S&L into a Bank Holding
Company and a state chartered commercial bank – First Southern Bank.
One reason for the change was because a bank could provide a wider range
of loans and services to the communities served.

On the surface, First Southern Bank appeared to be a well functioning
organization. However, there were significant corporate governance prob-
lems that almost resulted in the demise of the bank.

The Chief Executive Officer (CEO) of the Bank made statements to the
effect that he would run the bank just like he ran the S&L. The problem is
that banks are significantly different from S&Ls, and neither he nor his staff
had experience in making, monitoring, or collecting commercial loans.
Moreover, the CEO had an ‘alpha male personality’, that can be inter-
preted to mean ‘I’m the boss, I know how to run this shop, and I don’t like
to be questioned’. The Board must have thought that he did an excellent
job, because he was one of the highest paid CEOs in banks of equivalent
size.

The CEO was not a lender. He delegated the lending to his second in
command. The Loan Committee rubber stamped most of the loans that
were made. The bank’s outside audits were done by a local accounting firm
that had little experience in banking. But they were socially close with the
CEO.

The Board of Directors of the bank, like that of many small banks, con-
sisted of successful people in the local community. The Board of Directors
included the CEO, the second in command, and eight outside Directors.
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However, the outside directors had little or no formal training concerning
their roles as bank directors. They participated in various committees,
audit, personnel, and so on. However, the outside directors passively fol-
lowed the agenda set by senior management and did not fulfill their role to
establish bank policies, to set strategic bank direction, and to oversee bank
management. That was the CEO’s job, or so he told them.

The Board members were given ‘board packets’ as they entered the Board
of Directors’ meetings. The board packets consisted of a few pages of
information, simple financial statements, and other items that were on
the agenda. This is the way it was always done. In hindsight, the outside
Directors did not have an accurate picture of the bank’s business or financial
situation.

Everything appeared to be going well. The bank grew from $160 million in
assets at the time of conversion to about $190 million in 2000. In manage-
ment’s opinion the bank was overcapitalized, and they paid large dividends.

Shortly before a senior loan officer died in 2000, Board members became
suspicious that something was wrong with the loan portfolio. A number of
problem loans began to appear, and provisions for loan losses were needed.
Bad credit was a ticking bomb that was about to explode. The bottom line
is that there was no control over the commercial loan portfolio and the bad
loans almost wiped out the bank.

In order to save the bank, assets were sold, additional capital was raised,
management was changed, and a qualified attorney was retained. By 2006,
the bank was out from under the regulators’ umbrella because of their
much improved financial condition.

The outside Directors learned some important lessons about corporate
governance. One of the outside Directors said that there were three things
that Directors had to know – capital and management, capital and man-
agement, and capital and management. The outside Directors also learned
the importance of qualified auditors, and director training and responsi-
bilities. With such training, they might have recognized obvious red flags.
For example, the dead senior loan officer never took vacation time. The
outside Directors had no real oversight; they should control the Audit
Committee and have meaningful contact with the outside auditing firm.
Now the outside Directors are in charge of the bank. It is not likely that
they will make the same mistakes again. The cultures and operations of
S&Ls and banks are quite different.

Regulatory failures
While bank regulators can be thought of as the ‘guardians at the gate’ for
protecting the public interest, their track record is far from perfect. An
FDIC study of bank failures in the 1980s stated that
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the record shows that 260 failed banks were not identified as requiring increased
supervisory attention within 24 months of failure. Of these, 141 were not detected
as troubled banks within 18 months of failure; 57 were not detected within 12
months of failure; and 9 were not detected within 6 months of failure.15

First National Bank of Keystone was closed in 1999 amid allegations of
fraud. Bank regulators had spotted internal control problems and audit
deficiencies as much as eight years before the bank failed, but they didn’t
act on them until it was too late.16

Too-Big-To-Fail
Banks and other organizations get into financial trouble periodically, and in
some cases, governments consider them Too-Big-To-Fail (TBTF).17 The
term TBTF originated in 1984 when Comptroller of the Currency Todd
Conover testified before Congress that Continental Illinois bank and ten
others were Too Big To Fail because of the major negative impacts they
would have on the economy and the payments systems. The general concept
of TBTF has been applied around the world and in a variety of industries
when governments want to avert major disasters. New York City in the 1960s,
Lockheed Aircraft in the 1970s, the savings and loan crises in the 1980s and
the airlines in the 1990s are several examples from the US. The bailout of the
Japanese banks in the 1990s is another example.

One has to wonder the extent to which officers and directors of large
banking organizations, such as Citigroup, take the moral hazard issue of
TBTF into account when making operating decisions. I don’t have an
answer for the question.

Investor Activism

Institutional investors also have a say in management and governance. The
California Public Employee’s Retirement System (CalPERS) Board of
Administration has concluded that ‘good’ corporate governance leads to
improved long-term performance. CalPERS also strongly believes that
‘good’ governance requires the attention and dedication not only of a
company’s officers and directors, but also its owners. CalPERS is not
simply a passive holder of stock. ‘We are a “shareowner”, and take seri-
ously the responsibility that comes with company ownership.’18

Karpoff (2001), in a survey of empirical research, found that shareholder
activism can lead to small changes in corporate governance, but the impact
on earnings and share values was negligible. Nevertheless, institutional
investor activism is on the rise. The ‘2006 ISS Global Institutional Investors
Study’ found that 71 percent of 322 institutional investors in 18 countries
believe that corporate governance has become important in the past three
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years, primarily because of scandals and increased compliance. In the next
three years, 63 percent said that corporate governance will grow in impor-
tance. The study goes on to say that hedge funds are the new activists on
the block. They showed a ‘willingness to take on management, focus on
mergers and acquisitions, and engage in proxy fights’.

Sovereign Bank
Where does shareholder activism end and intrusion on management begin?
In other words, do the shareholders know how to run the company better
than management? Alternatively, to what extent should management fight
dissident shareholders? Consider the case of Sovereign Bancorp Inc., a $64
billion financial institution headquartered in Philadelphia, PA. Sovereign
Bancorp experienced considerable growth under the leadership of Jay S.
Sidhu.19 Sovereign Bancorp was listed as number 34 in listing of the top 100
corporate citizens in 2006.20 The listing was compiled before the bank’s
encounter with Rational Investors LLC.

Rational Investors LLC, a San Diego, CA hedge fund, Sovereign’s
largest shareholder, holding about 7.3 percent of its shares, was a critic of
Mr Sidhu. Rational Investors questioned the bank’s loans to officers and
directors that increased from $6.4 million to $94.1 million in a six year
period. In addition, they were not satisfied with Sovereign’s stock returns.
Rational Investors wanted to oust the entire board of directors. Later they
modified their position and wanted two seats on the board of directors.
Moreover, Rational Investors disagreed with Sovereign’s decision to sell
24.99 percent of its shares to Banco Santander Central Hispano SA in
Spain for $2.4 billion in cash, and then use those funds and others to buy
Independence Community Bank in Brooklyn, NY for $3.6 billion. One
important effect of these transactions is to dilute Rational Investor’s share-
holdings. A federal judge in New York ruled that Sovereign Shareholders
can remove directors without cause. Sovereign was expected to appeal the
decision. This is consistent with the theory that shareholders have the right
to elect and fire directors.

Finally, on 10 February 2006, Edward Rendell, the Governor of
Pennsylvania, signed into law Senate Bill 595 ‘to enact the corporate
governance changes that Sovereign proposed . . . for purposes of applying
the definition of “controlling person or group’’.’21

Did management go too far? Is this an example of excessive shareholder
activism or excessive control by top management?

Management Must have Integrity and Ethical Behavior

US Securities and Exchange Commissioner Glassman (2005) said that
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companies need to have an effective corporate governance process, and corpor-
ate boards and senior management must have integrity and promote ethical behav-
ior. I believe that most companies do have good corporate governance processes.
They follow the rules not only to avoid the reputational risk of an enforcement
action, but also because it is just good business practice and the right thing to
do. As regulators, while we cannot impose these values, we can encourage good
behavior through well-designed rules and discourage bad behavior through civil
and criminal law enforcement. In this way, we can help bridge any gaps between
owners’ goals and management’s goals.

Integrity and ethical behavior start at the top of a bank and work their
way down through the entire organization. But what happens when there is
a breach at the top? First we consider the cases of Deutsche Bank and
Citigroup, two of the world’s largest banks. Finally, we examine Banca
Popolare Italiana, Italy.

Deutsche Bank
Bank managers are accountable if and when they break the criminal laws.
Consider the case of Dr Josef Ackermann, Deutsche Bank’s Spokesman
of the Management Board and Chairman of the Group Executive
Committee. He went on trial for allegedly enriching certain corporate
executives of Mannesmann AG with $74 million in bonuses and retirement
packages in order to drop their opposition to being acquired by Vodafone
in 2000. The deal was considered illegal because it enriched Mannesmann
executives without benefiting the shareholders. Ackermann and the other
defendants were acquitted of those charges, but they face a new corporate
criminal trial. According to Deutsche Bank’s 2005 Annual Report, ‘The
Düsseldorf Public Prosecutor filed notice of appeal with the Federal
Supreme Court (Bundesgerichtshof). On December 21, 2005, the Federal
Supreme Court ordered a retrial with the District Court in Düsseldorf.
When the new criminal trial will begin is not yet known.’22

Citigroup Inc.
Citigroup grew to be a global giant under the leadership of Sanford Weill.
But it is hard to control every aspect of a global giant bent on growth.
Salaries were based on performance, and the more services you sold, the
more you made. Thus, problems and scandals began to surface. For
example:

Japan In 2001, Japan’s Financial Services Agency (FSA) had concerns
about Citibank’s Japan Branch (the Marunouchi Branch of Citibank). In
2004, the FSA took administrative actions to close four offices of the Japan
Branch because several of the bank officers misled customers into investing
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in structured bonds and complex securities in violation of Japan’s security
laws, as well as numerous other violations.23

Germany Citigroup bond traders were accused of ‘market manipulation’
using the ‘Dr Evil Strategy’. But that strategy did not violate Germany’s
laws, and the charges were dropped.24

Brazil It is alleged that a Citigroup Private Equity manager tried to coerce
a large investor into selling its shares in a Brazilian telecom at below market
prices. The manager was fired.25

Australia Citigroup faced a $715 million fine in Australia for insider
trading in connection with a takeover bid of a large company.26

New York Citigroup settles Enron class action law suit for $2 billion.27

Chicago The headline in the Chicago Tribune Online Edition stated ‘Even
big boys get scammed: A tense corporate drama unfolds when one of the
nation’s major lenders finds its Chicago Operation enmeshed in mortgage
fraud.’28 The major lender was part of Citigroup.

When Charles Prince took over the controls as the Chief Executive Officer
of Citigroup, he announced that there would be a change in the corporate
culture, with increased emphasis on internal controls and ethics.29 The
organizational structure remains the same, but the corporate governance is
different. In April 2006, The Federal Reserve lifted a year-long ban on
Citicorp’s acquisitions, citing that they now had better internal controls.30

Banca Popolare Italiana (BPI), Italy
Gianpiero Fiorani was the Chief Executive Officer of BPI, that acquired a
much larger bank, Banca Antoniana Popolare Venta (AntonVeneta) in a
hostile takeover in which they acquired almost 40 percent of the shares.31

He was arrested on 13 December 2005, for conspiracy to embezzle in con-
nection with a complex scheme involved in the takeover. The scandal also
involved Bank of Italy Governor Antonio Fazio. It is alleged that Fiorani
gave the Fazio family very expensive gifts (watches, jewelry, silverware, and
so on) that he recorded as business expenses. Subsequently, Fazio blocked
a bid for AntonVeneta from ABN Amro. The charges against Fiorani and
others involved stock manipulation prior to the acquisition. Fazio resigned
from the Bank of Italy.

The point of the examples from BPI, Citigroup, and Deutsche Bank is that
integrity and ethical behavior are set at the top tiers of organizations. BCCI
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is the one extreme example of this point. BCCI stands for the Bank of Credit
and Commerce International, but it is better known as the Bank of Crooks
and Criminals International.32 BCCI was organized in 1972 by Agha Hasan
Abedi in Abu Dhabi, and it eventually operated in 73 countries. By 1990, it
was the seventh largest private bank in the world, with $23 billion in assets.
One of ‘the stated goals of its Pakistani founder were to “fight the evil
influence of the West”, and finance Muslim terrorist organizations’.33 To
make a long story short, under Abedi’s leadership, BCCI was involved in
fraud, money laundering, illegal purchases of banks, bribery, support of ter-
rorism, arms trafficking, tax evasion, and ‘a panoply of financial crimes
limited only by the imagination of its officers and customers’.34 The scandal
made news in the early 1990s in the US. The bank was closed globally in
1991. Subsequent trials went on until 2005 in England against the Bank of
England that failed to adequately supervise BCCI. This also illustrates the
point that although banks are regulated, bank regulators are not perfect.

Finally, the Butcher brothers who owned and ran United American
Bank (Knoxville, TN) into the ground provide another example of bad top
management.35 Jake Butcher was an unsuccessful candidate for the
Governor of Tennessee, and a born salesman, and crook. Jake and his
brother, ‘C.H.’ had acquired about 14 banks with assets of over $3 billion
in the early 1980s. Jake helped to put together the 1982 World’s Fair in
Knoxville, with the help of President Jimmy Carter, Senator Howard
Baker, and other well known figures of the time. On the day after the World
Fair closed, 180 bank examiners closed all of Butcher’s banks. It was the
third largest bank to fail in US history. Following numerous counts of
fraud and other charges, Jake was sentenced to two concurrent 20-year
sentences, and his brother and others were ordered to pay a $19.3 million
fine.

CONCLUSIONS

Models of corporate governance are one thing, management is another.
According to management expert Peter Drucker,

Because management deals with the integration of people in a common venture,
it is deeply embedded in culture. What managers do in Germany, in the United
Kingdom, in the United States, in Japan or in Brazil is exactly the same. How
they do it is quite different.36

In the US, the UK and Australia, the sole-board system of corporate
governance combines management and the board of directors. Germany and
China utilize a model of corporate governance that separates management
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from a supervisory board. And France and Switzerland have a mixed board
structure, which means that firms can choose between sole and supervisory
boards. Therefore one model of board structure does not fit all users.
Although not discussed here, there are wide variations in the structures of
board committees.

Not only do board structures differ, but Murray (2006), stated that the
ISS international survey sent a clear cut signal that corporate governance
means different things to different institutional investors. In China, for
example, the institutional investors were concerned with achieving basic
levels of board accountability and transparency. In Japan there was greater
emphasis on eliminating poison pills and anti-takeover measures.

Because banks are regulated, we cannot forget the role of bank regu-
lators in the corporate governance process. Their primary concern is
whether the institutions are following the laws and regulations in order to
protect the safety and soundness of the financial system. The bank exami-
nations give regulators an informational advantage over stockholders and
other investors.37 In their role as regulators, having adequate capital and
capable management are more important per se than structure of the
board. Nevertheless, regulators still have a lot of influence over who can be
a bank officer or director.

One major key to success in an organization is the internal environment.
The Committee of Sponsoring Organizations of the Treadway Commission
(COSO) provided a framework for Enterprise Risk Management. According
to Federal Reserve Governor Bies (28 April 2006), ‘The internal environ-
ment – the tone of an organization – is a reflection of the organization’s risk-
management philosophy, risk appetite, and ethical values. It determines how
risk is viewed and addressed by employees throughout the organization.
This tone is established at the very top of the organization.’ Stated other-
wise, it is the top management that sets the tone for an organization’s success
or failure.

Although the Fannie Mae is not a bank, it is congressional chartered,
publicly traded financial institution that is listed on the New York Stock
Exchange under the symbol FNM. Furthermore, it is regulated by the
Office of Federal Housing and Enterprise Oversight (OFHEO). Recent rev-
elations about Fannie Mae provide insights about corporate culture and
tone at a very large financial institution.38 It is the second largest borrower
in the world, after the US Government.

In May 2006, OFHEO released a ‘Report of the Special Examination of
Fannie Mae’ focused on the ‘Corporate Culture and Tone at the Top’. The
Executive Summary said that Fannie Mae CEO Franklin Raines and his
inner circle of top managers created a false image that ‘what was good for
Fannie Mae was good for housing and the nation’. Furthermore, it was ‘low
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risk’, and ‘best in class’ in terms of risk management, financial reporting,
internal controls, and corporate governance.

The corporate culture at Fannie

was intensively focused on attaining EPS (i.e. earnings per share) goals . . . In
1999, Mr Raines set a goal to double Fannie Mae’s EPS within five years . . .
Fannie Mae’s executive compensation program gave senior executives the
message to focus on earnings rather than controlling risk . . . EPS mattered, not
how they were achieved . . . senior management achieved those earnings targets
by regularly manipulating earnings . . . In total, over $52 million of Mr Raines’
compensation of $90 million during the period was directly tied to achieving
EPS targets . . . The actions and inactions of the Board of Directors inappro-
priately reinforced rather than checked the tone and culture set by Mr Raines
and other senior managers.

Fannie Mae can be considered a regulatory failure. OFHEO estimated
that FNMA overstated reported income and capital by $10.6 billion. It
took OFHEO too long to figure out that Fannie Mae had a problem, and
then to correct it.

Does the organizational structure matter? The answer is clearly yes and
no. It depends on who you ask and what they want from banks. The anec-
dotal evidence provided here suggests good or poor corporate governance
depends more on the honesty, integrity, and goals of top management more
than on the organizational structure of corporate governance. This applies
whether ownership is concentrated or diffuse.

IMPLICATIONS

The implications of this chapter are that:

1. Good corporate governance matters.
2. Good corporate governance depends on the board of directors and top

management setting the proper culture and tone for the organization.
3. It is not clear if one type of board structure (i.e. Anglo-American/

shareholder versus Franco-German model) is better than others, or if
it matters at all.

4. The compensation/incentive structure is the core problem in many
corporate governance failures.

5. Government regulators do not have a perfect track record in finding
and resolving corporate governance problems and failures.

6. Corporate governance failures require prompt corrective actions with
strong penalties for violators.
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3. Corporate governance and bank
performance
Kenneth Spong and Richard J. Sullivan

The bank corporate governance process is a complex framework. This
governance framework encompasses a bank’s stockholders, its managers
and other employees, and the board of directors. Banks further operate
under a unique system of public oversight in the form of bank supervisors
and a comprehensive body of banking laws and regulations. The inter-
action between all of these elements determines how well the performance
of a bank will satisfy the desires of its stockholders, while also complying
with public objectives. For investors and regulators, this bank corporate
governance framework is thus of critical importance in a bank’s success
and its daily operations.

While governance by bank stockholders and directors has always been
viewed as important, this topic has drawn increased attention in recent years.
Among the reasons for this interest are banking deregulation and a rising
role for market discipline and governance; substantial banking consolidation
and resulting changes in the management, board, and ownership structure
of many banking organizations; and a movement in many countries from
state-owned banking systems to greater private ownership and control.
Another factor is recent corporate scandals, such as Enron, Tyco and
WorldCom, and the ensuing passage of the Sarbanes-Oxley Act of 2002,
with its provisions aimed at improving corporate disclosures, increasing
managerial responsibility and involvement, and tightening board oversight.

However, in spite of all this recent attention and the many pronounce-
ments that have been made by so-called corporate governance experts, a
range of opinions exists on what would constitute a good governance
system in a bank or any other corporation. In addition, much of the
bank corporate governance research narrowly focuses on a single aspect of
governance, such as the role of directors or that of stockholders, while
omitting other factors and interactions that may be important within this
governance framework. One other weakness is that such research is often
limited to the largest, actively traded organizations – many of which show
little variation in their ownership, management and board structures.
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In this bank governance framework, much of the driving force behind
how a bank performs is based on the monitoring and financial incentive
structures that are in place for managers, stockholders and directors.
Ownership and wealth, in fact, provide many of the financial incentives
that direct the actions of key players in a firm. It is well understood that
stock ownership, by establishing which parties are entitled to the benefits
from a bank’s operations, will determine who has the most to gain and the
greatest incentive to lead a bank to peak performance. A concept that is less
understood, perhaps because of data constraints and limited research
work, is how key players may act differently based on the amount of their
own wealth that they have tied up in a bank’s stock. Individuals with much
of their wealth concentrated in a bank are likely to have a strong incentive
to put forth greater effort and also to be more careful in the risks they
choose to take.

This chapter provides an overview of some research we have done
on how different aspects of corporate governance influence bank per-
formance. To provide a more complete look at these governance issues, we
use a sample of community banks where a wide range of management,
ownership and board structures are present. We also collect much of our
data from bank examination reports to gain a detailed look at various
parts of the bank governance framework and the financial incentives that
influence key players in this governance process, such as their bank stock
ownership and the importance of this ownership to their overall financial
wealth.

The first section of this chapter discusses how different elements of the
bank corporate governance framework might affect the subsequent per-
formance of banks, with previous research on this topic providing a context
to the discussion. A second section describes the banks and data used in
our research and also looks at how the amount of stock held by bank
owners, managers, and directors influences their actions and the per-
formance of their banks. A third section examines the extent to which
ownership and the amount of personal wealth that bank managers and key
directors have concentrated in their banks influence risk taking within an
institution. The final section offers a summary and conclusion.

POSSIBLE RELATIONSHIPS BETWEEN
BANK CORPORATE GOVERNANCE AND
PERFORMANCE

Bank governance must address a range of issues within a bank, including
who will run the bank, what will be the makeup of the board of directors,
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how will the board carry out its oversight of management officials, and
what financial incentives and other factors will be used to align the actions
of all these key players with that of stockholders. With regard to who will
run a bank, the management or top officers might be composed of the prin-
cipal owners or be hired from outside this ownership group. While many
banks begin operations with major stockholders serving in management
positions, a manager might be hired from outside if the owners don’t have
the background or the experience to run the daily operations of a bank or
have other business interests occupying much of their time. Hiring a
manager might also be the best option when the principal owners retire
from management positions and no other insiders or family members are
in a position to manage the bank. Professional or hired managers may
further provide a means for stockholders to bring in someone with the
needed expertise, experience and outside perspective to run the bank well.

From a governance perspective, managers with significant stockholdings
may differ notably from hired managers in their motivations and financial
incentives. Owner managers will not only benefit financially from their
salaries in running a bank, but, as stockholders, will also be rewarded for
good performance through their claim to bank earnings and capital appre-
ciation. Hired managers with little or no stockholdings, on the other hand,
will have their principal compensation coming through their salary.
Consequently, hired managers will not have the same incentive to maximize
the value of the stockholder’s investment, and a hired manager’s behavior
may therefore fail to serve the interests of the bank’s owners. This separ-
ation between management and ownership is commonly referred to in
financial theory as the principal-agent problem, which may lead hired
managers to maximize their own utility rather than that of the firm. Jensen
and Meckling (1976) used the term agency costs to describe the reduction
in a firm’s value that arises when hired managers fail to serve stockholder
interests.1

In banking and other businesses, these agency costs may manifest them-
selves in several ways. Since hired managers won’t receive the same equity
returns that owner managers would, a hired manager may not be motivated
to put forth as much effort (shirking) as an owner manager. A hired
manager might also attempt to maximize his or her utility by seeking to
expand the firm beyond a profitable level (empire building), playing it safe
and avoiding projects that stockholders and owner managers would be
willing to pursue (risk aversion), and taking advantage of his or her pos-
ition by consuming excessive perquisites (expense preference). All of these
behaviors would benefit the hired manager at the expense of stockholders,
and this inherent divergence in interests is the source of principal-agent
problems.
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Agency costs can be reduced through several market and governance
mechanisms. Labor markets, for example, provide some incentives for hired
managers to serve stockholder interests, since better-performing managers
will be regarded and rewarded more highly and have greater marketability
(Fama, 1980; Cannella et al., 1995). Capital markets can also encourage
better performance on the part of hired managers, since any performance
issues could put pressure on stock prices and increase the potential for
takeover and new management. These market mechanisms, though, may
only partially substitute for the more direct incentives that owner managers
have.

From a governance perspective, shareholders may be able to align the
interests of hired managers more closely with their own through two
other mechanisms – effective board oversight of management and an
ownership stake in the bank for the hired managers. For instance, the
board of directors in their oversight function would have the responsi-
bility of monitoring hired managers and encouraging them to operate
their banks in a manner compatible with stockholder desires.2 For hired
managers, a bank ownership stake or stock options would give them an
added return from improving a bank’s performance, thus aligning their
interests more closely to those of stockholders and to the objectives set by
the board of directors.

One other factor that may influence the preferences of the key players in
a bank, as well as the governance process, is how much of their own wealth
managers, directors or major stockholders have concentrated in their bank
investments. This wealth concentration factor has not received much atten-
tion in banking and corporate governance research, but it could lead to a
different outcome than would otherwise be expected under principal-agent
theory. For example, managers with nearly all they own tied up in a bank’s
stock are likely to focus more attention and effort toward their bank and be
more selective in the risks they take compared to managers with more
diversified investments.

The governance process in banks is further complicated by deposit insur-
ance and supervisory oversight. With bank deposit insurance, managers
may have an incentive to take more risks (moral hazard), because insured
depositors have no need to extract a price for this higher risk exposure
(Merton, 1977). The ability of bankers to exploit this incentive will depend
on such factors as bank regulatory and supervisory discipline and how
much bank owners and managers have to lose from taking excessive risk.
These potential losses from risk taking are likely to be related to such par-
ameters as the franchise value of a bank (market-to-book value), a bank’s
capital level and the degree to which key players have their wealth concen-
trated in the bank.3
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All these elements – managers and their ownership incentives, directors
and their monitoring role, all the key policymakers/owners and the amount
of wealth they have concentrated in the bank, and deposit insurance incen-
tives and regulatory discipline – have a key influence on the governance
framework at banks. Each of these elements may serve to reinforce other
elements, be a substitute for other pieces of the governance framework, or
interact in other ways in the governance process. As a result, getting a true
picture of how bank governance operates may require that these elements
be examined together.

From the discussion above, several effects can be hypothesized. Greater
stock ownership by managers and directors should, by itself, encourage
increased effort from these individuals, as well as better bank performance
and less reluctance to take risk. In the case of directors, stock ownership
should provide an incentive to monitor hired managers and bring their per-
formance closer to stockholder expectations. The more a manager’s, direc-
tor’s, or large shareholder’s wealth is concentrated in a bank, the greater
one’s commitment to the bank and the more careful one will be about
taking risks and trying to exploit moral hazard incentives from deposit
insurance. Thus, while greater stock ownership might be expected to make
managers and directors less averse to taking risk, having more of one’s
wealth tied up in a bank’s stock could lead to the opposite result – a nega-
tive relationship with risk taking.

Several of these hypotheses have been tested in previous banking
research. For instance, Glassman and Rhoades (1980) compared financial
institutions controlled by their owners with those controlled by managers
and found that the owner-controlled institutions had higher earnings. Allen
and Cebenoyan (1991) found that bank holding companies were more
likely to make acquisitions that added to firm value when they had high
inside stock ownership and more concentrated ownership. Cole and
Mehran (1996) discovered higher stock returns at thrifts that had either had
a large inside shareholder or a large outside shareholder. These studies thus
offer some support for the hypothesis that stock holdings provide an incen-
tive to run a bank better and achieve higher earnings for its stockholders.4

A number of studies have also examined possible relationships between
ownership and risk taking. Saunders et al. (1990) looked at a group of large,
publicly traded banking organizations and found a higher level of risk in
organizations where the managers and directors had higher ownership
stakes, much as might be expected under principal-agent theory. Other
studies have also looked at risk measures derived from stock prices
(Anderson and Fraser, 2000; Brewer and Saidenberg, 1996; Chen et al.,
1998; Demsetz et al., 1996; Demsetz and Strahan, 1997; Knopf and Teall,
1996) or from balance sheet indicators (Cebenoyan et al., 1996; Gorton and
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Rosen, 1995; Knopf and Teall, 1996), but have not come to consistent con-
clusions on the effect of inside ownership on bank risk taking. Several of
these studies also explored the influence of outside shareholders on bank
risk. For instance, Cebenoyan et al. (1999) found reduced risk levels at
thrifts with large outside investors, and Knopf and Teall (1996) found the
same type of relationship in thrifts with institutional investors, thus indi-
cating that such shareholders may be protecting their investments by moni-
toring bank management.

Most of these studies thus focus on only one or two parts of the corpor-
ate governance framework. None, in fact, have looked at the wealth that
managers or other policymakers have concentrated in their own bank and
how this wealth effect might influence the governance process. This exclu-
sion could be important because wealth concentration is likely to have a
notable influence on risk-taking behavior, as well as on the level of com-
mitment to one’s bank. Parrino et al. (2005), in fact, develop a model of a
firm that indicates outside wealth will have a substantial influence on a
manager’s decision to adopt risky projects.

DIRECTORS, MANAGERS, AND STOCKHOLDERS
AND THEIR EFFECT ON BANK EFFICIENCY

To analyze the corporate governance framework in banks, we use a sample
of state-chartered banks in the Kansas City Federal Reserve District. Each
bank in this sample has total assets of under $1 billion. These community
banks operate with a wide diversity of management, ownership and board
structures, which range from hired managers with little or no stock owner-
ship to owner managers controlling virtually all of their bank’s stock.5

Because our sample only contains community banks, various elements of
the corporate governance framework that we examine may not be directly
applicable to larger banks that are more widely held and face the discipline
imposed in actively traded markets. However, many of the financial incen-
tives facing managers, owners and directors at community banks also have
their counterparts in larger institutions.

Bank examination reports provide much of the corporate governance
information on the sample banks, including a detailed look at the specific
responsibilities of the bank managers and other key policymakers, the
amount of stock held by individual investors, family relationships among
all the participants, and personal wealth and other characteristics of bank
directors. We also use the quarterly Reports of Condition and Income that
banks file with their federal supervisor to derive performance data on each
bank.
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Boards of Directors and Bank Efficiency

In the corporate governance framework, bank directors have a number of
important responsibilities, including hiring and overseeing the manage-
ment team, setting major policies and objectives, monitoring compliance
with these policies, and participating in the significant decisions within the
bank. Thus, directors play a key role in setting the parameters under which
management is to operate, and board decisions should have a significant
influence on a bank’s performance.

The contribution that directors make in the governance of a bank will
depend on a number of factors. First and foremost will be the ability of the
bank to attract knowledgeable and thoughtful individuals to the board. In
addition, many of the consultants giving advice on corporate governance
contend that having more outside or independent directors is better since
such directors will not be tied too closely with bank management and will be
more likely to take a critical look at management proposals and decisions.
On the other hand, much of the economics and finance literature points out
that the monitoring role boards play is a costly activity in terms of time and
effort. Consequently, directors with significant stock holdings or other ties
to their bank might be expected to have a greater financial incentive to put
in the time and perform their role well compared to independent directors.6

Table 3.1 explores the governance role that directors play by comparing
the boards of directors at two categories of banks in our sample – banks
that do well on the basis of a combined cost efficiency and revenue test and
banks that rate lower on this combined test.7 As shown in this table, the
makeup of the board does not differ in any significant way between the most
efficient and the least efficient banks with regard to the number of directors
on the board, their average age, or length of tenure. However, directors at
the most efficient banks have a higher median net worth, a greater owner-
ship share in their banks, and are less likely to be outside directors.8 Other
significant characteristics of the boards at the most efficient banks include
more frequent meetings, better attendance rates, and higher director fees.

These results thus suggest that banks are likely to perform better when
the directors have a greater financial stake in their bank’s success and,
accordingly, more reason to be actively involved and to monitor the per-
formance of management. Efficient banks also appear to be more willing
to pay higher directors’ fees and, on the basis of net worth figures, seem to
have succeeded in attracting a more successful group of people to their
boards. Consequently, while independent directors have a role to play on
bank boards, our analysis implies that community bank boards will do
better in monitoring management and setting policies when the directors
have a greater ownership interest in their banks.
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Bank Management, Ownership and Profit Efficiency

A bank’s performance can be expected to reflect the motivation and goals
of officers and stockholders. The incentives driving managers in com-
munity banks may vary, depending on whether major stockholders form
much of the management team or the managers are hired from outside.

As financial theory suggests, officers that are also major stockholders
will directly benefit through improved stock returns for any steps they
take to control costs and improve bank performance. Hired managers
with little ownership interest, on the other hand, would not be rewarded
in the same manner as owner managers or other stockholders when a
bank does well. To deal with the agency problems associated with hired
managers, stockholders and directors may have to be more careful in con-
veying their objectives to these managers, monitoring their performance
and finding more effective ways to reward the managers for superior per-
formance. In terms of rewarding managers, many banks have attempted
to use performance bonuses, stock options, and other means. While these
and other steps may help elicit better performance, they are hard to
design and may fail to provide the same incentives as significant stock
ownership.
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Table 3.1 Characteristics of the board of directors and bank efficiency*

Most efficient banks Least efficient banks

Number of directors 6.6 6.7
Average age 57.1 56.9
Average tenure with bank (years) 16.3 14.4

Net worth per director $1317 $835
(Median value in thousands 
of dollars)

Share of bank owned by the 66.3% 55.9%
entire board

Percent outside directors 25.9% 34.3%

Meetings per year 11.6 10.6
Attendance rate 94.2% 92.1%
Annual fees per director $3326 $2257

Notes: * Figures in this table are group averages for the most or least efficient banks,
except for the net worth of directors, which are group medians. There are 73 banks in the
most efficient group and 70 banks in the least efficient group.
Bold Face indicates a statistically significant difference.

Source: adapted from Spong et al. (1995), p. 9.



To investigate the effects of ownership and management structure on
bank performance, we look at how managers and their ownership positions
in our sample banks are linked to bank profit efficiency (that is, a bank’s
ability to generate profits compared to other banks). This analysis focuses
on the daily managing officer of a bank and his or her stockholdings. In
community bank examination reports, examiners characteristically iden-
tify one individual as the daily managing officer of a bank. This officer is
the one who is responsible for the bank’s daily operations and must make
and oversee many of the decisions that come up within the normal course
of business. The daily managing officer is thus in a position to have the most
impact on bank profitability, and his or her ability to serve the interests of
stockholders will be a major factor in a bank’s performance. This person is
usually the bank’s CEO or President, but occasionally the CEO or
President may be a figurehead and examiners will identify someone else as
being in charge of daily operations.

Because agency problems will be more prominent in banks with hired
managers, we separate our sample banks into two groups. In one group, the
daily managing officer is either a bank’s largest stockholder or is part of a
family or other close-knit group controlling the largest block of bank stock
(an owner manager). In the other group, the daily managing officer is hired
from outside of the control group (a hired manager).

To measure the performance of each sample bank, we estimated its profit
efficiency relative to other banks in the Tenth Federal Reserve District.
These performance measures were based on an econometric model that
estimated an efficient profit frontier for Tenth District banks. The financial
performance of the sample banks was then compared to this ‘best prac-
tices’ benchmark.9 Because the profit efficiency estimates capture a bank’s
performance after adjusting for differences in what banks produce, the
input prices they face, their locations and other factors, these estimates
should provide a more refined metric for bank and managerial performance
than standard accounting measures such as ROA or ROE.10

Multivariate regression analysis was then used to relate these profit
efficiency measures to such explanatory variables as the shareholdings of
the daily managing officers and their families, additional variables designed
to capture other elements of corporate governance (such as director and
large shareholder monitoring) and a set of control variables.11 Figure 3.1
depicts the estimated relationship between bank profit efficiency and stock
ownership by hired and owner managers and their families.12

The estimated relationship between bank profit efficiency and the
manager’s family ownership of the bank is distinctly different for hired man-
agers compared to owner managers. For instance, there is a marked change
in profit efficiency for small changes in ownership of hired managers. In
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owner-manager banks, by contrast, profit efficiency changes little in response
to changes in manager ownership. This reflects the fact that owner managers
already have substantial control over their organizations so that added
ownership provides little incentive to alter behavior.

For hired managers, profit efficiency reaches a peak when these managers
have a 17 percent ownership stake in their banks. Before this ownership
level is reached, additional stock holdings are associated with improved
efficiency, but afterwards profit efficiency declines. This effect of manager-
ial ownership, moreover, is economically meaningful. Banks whose hired
managers had no ownership operated with an average profit efficiency ratio
of 68 percent. In contrast, banks where hired managers had a 17 percent
ownership stake achieved average profit efficiency ratios of 77 percent.
Thus, the optimum use of ownership holdings for hired managers would
allow banks to close 28 percent of the gap in performance with the most
efficient bank.13

These results imply that the incentive of ownership can help to mitigate
principal-agent conflicts and corporate governance issues by spurring hired
managers to improve the performance of their banks. Given these benefits,
it is surprising that only one-third of hired managers have more than a
trivial ownership stake in their banks. This outcome suggests that owner-
ship is a greatly underutilized tool in combating agency costs and govern-
ance problems. At the same time, only a small number of banks operated
with hired managers that had over a 17 percent ownership stake, which is
the point at which entrenchment and conflicts with principal owners began
to have an adverse effect on performance in our sample banks.14
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Figure 3.1 Estimated relationship between a bank’s efficiency and a
manager’s family ownership
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These results, though, should be interpreted with some caution. Perhaps
most important, we caution against thinking that managerial ownership is a
magical solution and that simply granting hired managers a 17 percent
ownership stake will improve a bank’s profit efficiency by 9 percentage points.
In the case of a poor-performing manager, giving stock may change the
manager’s incentives somewhat, but will probably do little to improve his or
her skill set. Also, it is likely that skilled and top performing hired managers
have been rewarded with stock and/or stock options for superior performance
over time rather than just as an inducement for better performance now. The
fact that hired managers with an accumulated ownership stake continue to
perform well during our study period, though, suggests that we should, by no
means, downplay the continuing incentives that ownership provides.

The results in Figure 3.1 also suggest that many hired-manager banks may
have achieved higher profit efficiency than owner-managed banks, which
seems to dispel part of the principal-agent hypothesis. However, the solid
lines in Figure 3.1 are constructed by setting the control variables at the mean
values for each particular group: hired-manager banks and owner-manager
banks. When we control for differences between these groups in such factors
as the size of banks, their location and organizational form, much of this per-
formance difference disappears, as shown by the dotted adjusted line for
owner-manager banks.

A number of other factors further suggest that the overall performance of
many owner-managed banks may meet or exceed that of hired-manager
banks. First, owner managers in community banks have incentives to shift
part of the remuneration they would otherwise receive in the form of bank
earnings and dividends into additional salary and other benefits for them-
selves, thus reducing the double taxation they would face on bank earnings.
This tax avoidance strategy would thus serve to understate a bank’s actual
earnings and reduce the bank’s ‘estimated’ profit efficiency.15 Second, as we
will see next, many owner managers may perform well, but, due to their per-
sonal financial situation, are willing to trade off better returns for a lower risk
exposure and more secure financial position. A third factor is that some bank
owners in small towns might elect to place a higher priority on activities
benefiting the local community and its long-run development compared to
steps most likely to maximize current bank profitability.

HOW MANAGERIAL OWNERSHIP AND WEALTH
CONCENTRATIONS AFFECT BANK RISK

Managing risk is a complicated task in any firm. Assessing whether a firm
is taking an appropriate amount of risk is especially difficult because
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preferences for risk are an individual matter. Thus, it may not be easy for
outsiders to determine if a particular firm is doing well in managing its risk
exposure. This becomes even more challenging in banks where a public
safety net exists to ensure financial stability and where banks are subject to
close oversight by banking agencies. Compared to many other industries,
banks therefore face an additional layer of supervisory constraints on the
options they consider in managing risk.

We use our sample of banks to assess whether incentives to take risk, as
reflected in ownership stakes in the bank, are related to risk in the manner
we hypothesized above. In particular, ownership should motivate hired
managers to take on more risk and bring a bank’s risk level more closely to
that desired by the principal owners. Also, according to financial theory, as
a bank owner’s wealth becomes more concentrated in his or her bank
investment, a more cautious approach to risk taking would be expected. We
explore whether this wealth concentration relationship holds for a bank’s
manager and for a director with the greatest financial incentive to monitor
a hired manager.

Measuring Risk in the Sample Banks

To measure bank risk we employ a comprehensive measure of risk called
the ‘distance to default’. It is based on the probability distribution of the
income earned by the bank and is derived by asking the question: How far
would income have to fall before the bank would be forced to default on its
debt? Specifically, the distance to default is defined as:16

capital-to-asset ratio�average value of return on assets

standard deviation of return on assets.

This number represents the number of standard deviations below the mean
that return on assets would have to fall in order to eliminate capital and
force the bank to default.17 The higher the value of this distance to default,
the lower a bank’s risk. An increase in the capital-to-asset ratio would raise
the index, as would an increase in the mean value of operating return on
assets, both of which imply less risk. A decrease in the standard deviation
of operating return on assets would also raise the index and lower a bank’s
risk exposure.

As a summary measure of risk, the distance to default encompasses de-
cisions made across the entire banking organization concerning liquidity,
credit, interest rates, operations and other matters.18 The distance to default
is of particular importance to stockholders and regulators since bank failure
can eliminate a stockholder’s investment and expose the bank insurance fund
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to loss. An advantage of this risk measure is that it incorporates three
elements of bank risk: fluctuations in income; the overall level of profit-
ability; and capitalization. For example, a bank may have a highly variable
income stream, but it could offset some of this risk with higher capital pro-
tection or a higher level of average profitability.

Manager Characteristics and Bank Risk

Much of the net worth of owner managers is often tied up in their bank
investment. In our sample, the average ratio of the daily managing officer’s
bank investment to personal net worth is 86 percent in owner-managed
banks, and the corresponding value for managers in hired-manager banks
is only 21 percent (Table 3.2).19 If other factors affecting risk were the same,
this would suggest that the typical owner manager has much more of his or
her livelihood at stake and should be more careful in running the bank than
a diversified hired manager would be. And in fact the distance to default for
owner-managed banks averages 20.58, somewhat higher than the 18.96
average for hired-manager banks, although this difference is not statistically
significant.

To gain a clearer understanding of the numerous factors that affect risk
taking, we employ multiple regression analysis. The model equation makes
risk a function of several explanatory variables: the manager’s ratio of
bank investment to personal net worth, the ownership share of the hired
manager (when the bank has a hired manager), the ownership share of the
owner manager (when the bank has an owner manager), a ‘monitor’s’ ratio
of bank investment to personal net worth (for hired-manager banks only),
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Table 3.2 Sample averages for the daily managing officer’s bank
investment/personal net worth and the bank’s distance to
default*

Owner-managed banks Hired-manager banks

Personal net worth (millions) $1.719 $0.472
Value of bank investment/ 0.86 0.21

personal net worth
Distance to default 20.58 18.96

Notes: * There are 100 owner-managed banks and 160 hired-manager banks in the
sample.
Bold Face indicates a statistically significant difference.

Source: adapted from Sullivan and Spong (1998), Tables 1 and 5.



and some control variables. In this analysis, a ‘monitor’ is the director who
holds the most shares of any board member and is also part of the largest
ownership group. This monitor-director thus has the greatest financial
incentive of anyone to monitor management and to play a role in deciding
appropriate bank risk exposures. The equation also includes variables to
account for a bank’s location (metropolitan or rural) and its asset size.

This multivariate approach especially helps to distinguish between the
effects of ownership and wealth concentration on risk-taking behavior.
Although a person’s bank stockholdings would enter into both of these
variables, the financial implications can be quite different. Increased stock
ownership, all else equal, is likely to encourage greater risk taking, given
one’s increased claim on the returns from successful ventures. However, the
more that a person’s wealth is concentrated in the bank, the less willing they
will be to put this investment at a greater risk.20

Estimates suggests that bank stock ownership by hired managers can
help to overcome a tendency by them to take on less risk at their banks
than would be desired by stockholders. The estimated relation between a
hired manager’s ownership in his or her bank is plotted by the solid line in
Figure 3.2 and shows that distance to default falls considerably (bank risk
increases) as hired-manager ownership increases.21 Figure 3.2 also shows
that, for a given change in ownership, the predicted change in the distance
to default is larger for hired managers compared to that for owner-manager
banks.22 This result is expected because owner managers already have a
significant ownership position in their banks and additional ownership
would not provide much incentive to alter bank risk.
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Figure 3.2 Estimated relationship between a bank’s distance to default
and a manager’s family ownership

20

22

24

26

28

30

0% 20% 40% 60% 80% 100%

Manager’s family ownership of bank

D
is

ta
nc

e 
to

 d
ef

au
lt

Hired manager Owner manager



Estimates also suggest that manager wealth concentration is negatively
related to bank risk. Figure 3.3 plots the estimated relationship and shows
that as a manager’s portfolio becomes more highly concentrated in his or
her bank investment, the distance to default rises, meaning a lower level of
bank risk.23 The effect that wealth concentration has on bank risk, more-
over, is economically important and of a similar magnitude to the impact
of changes in managerial ownership (Sullivan and Spong, 2005: 29–31). To
the extent that stockholders and corporate governance researchers regard
ownership structure as a key determinant of firm risk, they should also
regard portfolio effects of comparable importance.

Finally, our research indicates that monitors who have their wealth
highly concentrated in their bank investment are able to increase the bank’s
distance to default, thus lowering bank risk to a level more in line with their
own preferences. However, in another work (Sullivan and Spong, 1998) we
find no relation between the monitor’s wealth diversification and measures
of credit risk at the bank, indicating that major investors may have less
influence over daily decisions in a bank compared to broader policy issues,
such as capital and aggregate revenue.

While these ownership and wealth influences on risk taking are for a
sample of community banks and involve wealth information not normally
available to investors, they indicate several relationships important to the
operation of banks. For instance, ownership can provide a tool for getting
managers to pursue risk-return trade-offs more in line with what stock-
holders want. The results also indicate that a manager’s approach to risk
taking may be greatly influenced by his or her financial position. Managers
with much of their wealth tied up in their own firms certainly have a strong
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Figure 3.3 Estimated relationship between a bank’s distance to default
and concentration of wealth in a bank investment
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incentive to put forth their best effort in running the firm, and this wealth
concentration may also manifest itself in a more conservative approach to
risk taking.

THE ROLE OF CORPORATE GOVERNANCE IN
BANK PERFORMANCE

Banks operate under a wide variety of management and ownership struc-
tures, particularly in the case of community banks. Some banks have hired
managers and others are managed by individuals with a controlling inter-
est in the bank. Ownership structures can also vary from having just a few
owners to having a widely dispersed group of shareholders or being an
actively traded company. Other differences range from bank boards with
few outside directors to many outsiders and from key stockholders with
diversified portfolios to those that have all their financial resources tied up
in a bank. The fact that banks continue to operate with such substantial
differences and are still competitive indicates that no single ‘optimal’
governance framework is the answer for all banks. Instead, banks – both
small and large – must base their operating structure on the type of
investors they are able to attract, the quality of management that is avail-
able, and the individuals that are willing to serve as directors.

Within each bank’s governance framework, a variety of inherent weak-
nesses, potential problems and conflicts of interest can exist among the key
participants. Financial theory and the results of our research, though,
demonstrate a number of steps that stockholders and directors can take to
address shortcomings in their ownership and management structure and
bring bank performance closer to stockholder and regulatory preferences.
These corrective steps largely reflect the critical role that ownership and
wealth play in business ventures. One of our key findings is that an owner-
ship stake for hired managers can help improve bank performance and
align the interests of managers more closely with that of stockholders, thus
reducing the principal-agent problems posited by financial theory.

In a similar manner, we find that boards of directors are likely to have a
more positive effect on community bank performance when directors have
a significant financial interest in the bank. This financial stake provides a
means for directors to benefit directly from their own actions and thereby
encourages directors to play a more active role in monitoring management.

We also find that managerial ownership, along with wealth and the
financial positions of managers and directors, significantly influences a
bank’s risk decisions and risk-return trade-offs. While no single risk position
is appropriate for all banks and all investors, it is important for shareholders
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to ensure that their own preferences are reflected in their company’s
operations. Our results suggest that hired managers with no stock ownership
may be reluctant to take on as much risk as other managers, since non-
stockholding managers will not directly receive the returns from successful
ventures and may be putting their jobs at risk in the event of adverse out-
comes. An ownership stake for these managers, though, can help to overcome
this risk aversion. Wealth concentration or the portion of assets managers
have tied up in their own bank can play a separate and equally significant role
in a bank’s risk taking and its default risk. Banks in which managers or prin-
cipal owners and directors have invested much of their own wealth in the busi-
ness operate with lower risk exposures and have much less chance of default.

Our research indicates that each of these ownership and wealth relation-
ships can have a significant effect on a bank’s overall performance, and that
banks with management and ownership weaknesses have the potential to
improve their operations substantially by addressing these shortcomings.
Although some of these ownership and management adjustments may take
time, it is important for banks and bank regulators to identify corporate
governance problems and decide what corrective steps are needed.
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NOTES

1. The effect of separating control from corporate ownership and the resulting governance
problems have long been recognized in financial theory, with an early recognition of this
problem provided in Berle and Means (1932).

2. Alchian and Demsetz (1972) suggest that minority shareholders will rely on major share-
holders to perform monitoring functions, particularly since the added returns minority
shareholders might receive from monitoring activities may not be spread over enough
shares to cover their cost of monitoring. This reasoning suggests that boards of direc-
tors may fulfill more of a monitoring role when they have substantial stock ownership
in their bank.

3. For studies that look at bank franchise values and their effect on moral hazard and bank
risk taking, see Marcus (1984), Keeley (1990), and Demsetz et al. (1997).

4. Several studies (Stulz, 1988; Morck et al., 1988; Gorton and Rosen, 1995), though,
suggest that there may be a point at which further increases in a hired manager’s stock
ownership could lead to entrenchment, more severe conflicts with majority owners, and
less threat of takeover, thereby contributing to a reduction in firm value.

5. For a more detailed description of these banks, see DeYoung et al. (2001). Our bank
sample consisted of nearly 270 state-chartered banks after we removed a handful of
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banks because of missing data or significant changes in management or ownership
during the time of the study.

6. See Alchian and Demsetz (1972) for a discussion of the monitoring role in a firm and
the incentives for better monitoring provided by ownership.

7. Under this combined test, banks in the ‘most efficient’ group had to be in the upper quar-
tile of Tenth Federal Reserve District banks on a cost efficiency test and in the upper half
on their adjusted return on assets. The ‘least efficient’ banks ranked in the bottom quar-
tile on cost efficiency and the lower half on adjusted return on assets. The cost efficiency
model used in this analysis relates a bank’s costs (interest plus noninterest expenses) to
the major outputs it produces, the prices it faces for various inputs, bank risk factors,
market conditions and a cost residual to capture bank cost inefficiences. The adjusted
return on assets test was added to measure whether the expenditures in a bank lead to
profitable results. For more on this, see Spong et al. (1995).

8. Outside directors are defined here as directors that have less than a 5 percent ownership
stake in the bank, are not current or former employees of the bank, and are not related
to anyone that either is in a management position in the bank or has at least a 5 percent
ownership position in the institution.

9. For more on this model, see DeYoung et al. (2001).
10. Market-based performance measures, such as stock returns, could not be used in this

analysis because only a few of the sample banks were in organizations that had actively
traded stock.

11. The estimated equation is presented in Appendix Table 3.A1.
12. Figure 3.1 is based on the estimated equation presented in Appendix Table 3.A1, with

continuous independent variables set to the means of hired-manager banks for hired
managers and to the means of owner-manager banks for owner managers.

13. This result is based on the calculation 28%�(77 � 68)/(100 – 68).
14. In our sample, only ten of 55 hired managers with nonzero family ownership had a stake

greater than 17 percent.
15. In DeYoung et al. (2001), we find that salaries and bonuses are significantly higher for

owner managers in our sample banks, thus lending support to this idea of tax avoidance
behavior on their part.

16. The distance to default is derived from the probability of bankruptcy P{���K}, where
��earnings and K� equity capital. Let A� total assets, ��E(�/A)�mean return on
assets, and ��standard deviation of return on assets. Then, assuming earnings has a
normal distribution, P{���K}�P{�/A��K/A}�P{Z�[(�K/A)��]/�}, where Z has
the standard normal distribution. The distance to default is defined as [(K/A)��]/�.

17. Our research uses operating income (income before taxes and extraordinary items) to
calculate return on assets in order to focus more closely on risk in bank operations.

18. See Sullivan and Spong (1998) for analysis of risk measures that address credit risk
(the loan-to-asset ratio, loan losses, and past due loans), financial risk (the equity-to-
asset ratio, the fixed-to-total asset ratio, non-core funding), and interest rate risk.
Previous results are consistent with what we report here and can provide some insight
into the mechanisms with which management and ownership control the distance to
default.

19. Table 3.2 may overstate the extent of concentration of financial wealth in the manager’s
bank investment because our measure of bank investment does not adjust for any under-
lying debt the manager or the holding company may have used to purchase the bank.

20. The estimated equation is presented in Appendix Table 3.A2.
21. Figure 3.2 is adapted from Sullivan and Spong (2005, Fig. 3). Regression estimates,

shown in Appendix Table 3.A1, are used in these calculations. To illustrate common
experience, the range of a manager’s family ownership of a bank is limited to the mean
plus and minus one standard deviation. Other continuous independent variables are set
to the means of hired-manager banks for hired managers and to the means of owner-
manager banks for owner managers.

22. In fact, we do not find a statistically significant relation between an owner manager’s
stockholdings and bank risk.
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23. Figure 3.3 is adapted from Sullivan and Spong (2005, Fig. 2). Regression estimates,
shown in Appendix Table 3.A2, are used in these calculations. To illustrate common
experience, the range of a manager’s bank investment/net worth is limited to the mean
plus and minus one standard deviation. Other continuous independent variables are set
to the means of hired-manager banks for hired managers and to the means of owner-
manager banks for owner managers.

The estimation technique assumes that bank risk for both hired managers and owner
managers responds similarly for given changes in the portion of a manager’s wealth that
is concentrated in his or her bank investment. In Figure 3.3 this causes the slope of the
estimated relation for each of these types of managers to be the same. However, the level
of risk between hired-manager and owner-manager banks in Figure 3.3 is different as
shown by the fact that the hired-manager relationship begins slightly above that for
owner managers. This gap in Figure 3.3 arises because the mean values for other vari-
ables in the regression equation differ for hired-manager and owner-manager banks. If
these variables are set to the same level for both hired- and owner-manager banks, the
gap depicted in Figure 3.3 would close.
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Table 3.A1 Regression analysis of profit efficiency on ownership and
management variables

Independent variable Dependent variable:
Profit efficiency index

Manager’s personal plus family ownership 0.0766
share (0.2402)

Manager’s personal plus family ownership �0.1235
share2 (0.1959)

Hired-manager indicator variable �0.0046
(0.0670)

Hired-manager indicator variable* 1.0159**
Manager’s personal plus family ownership share (0.4647)

Hired-manager indicator variable* �3.0975***
Manager’s personal plus family ownership share2 (1.124)

Metropolitan indicator variable �0.0311
(0.0216)

Log (total assets) 0.1827***
(0.0111)

Multi-bank holding company indicator �0.0269
variable (0.0251)

Lead bank of a multi-bank holding company �0.0368*
indicator variable (0.0202)

Constant term �1.283***
(0.143)

R2 0.5582
n 266

Note: Standard errors are displayed below coefficient estimates in parentheses. ***, **,
and * indicate a significant difference from zero at the 1, 5, and 10 percent levels. Not shown
are estimated coefficients for indicator variables for membership in holding companies that
had more than one subsidiary bank in the sample.

Source: DeYoung et al. (2001), Table 5, regression (7).



Corporate governance and bank performance 61

Table 3.A2 Regression analysis of distance to default on wealth and
ownership variables

Independent variable Dependent variable:
Log [distance to default]

Manager’s bank investment/net worth 0.1820***
(0.0600)

Monitor’s bank investment/net worth 0.1657***
(0.0629)

Personal plus family ownership share of �1.5121***
hired manager (0.4802)

Personal plus family ownership share of �0.1248
owner manager (0.1450)

Fixed assets/total assets �9.2680***
(3.593)

Metropolitan indicator variable �0.2156**
(0.1021)

Log (total assets) 0.2217***
(0.0504)

Constant term 2.4340***
(0.1840)

R2 0.1530
n 267

Note: Standard errors are displayed below coefficient estimates in parentheses. ***, **,
and * indicate a significant difference from zero at the 1, 5, and 10 percent levels.

Source: Sullivan and Spong (2005), Table 4, regression (5).



4. Corporate governance at community
banks: one size does not fit all
Robert DeYoung

The corporate form of organization is one of the cornerstones of market
capitalism. Business firms with good investment opportunities can access the
necessary growth capital from household savers, and household savers can
own (portions of) these business firms with the protection of limited liabil-
ity. While this set-up yields tremendous economic efficiencies, it contains a
seed of inefficiency as well. The shareholders obviously want the highest pos-
sible return on their investment, but as absentee owners they are in a poor
position to observe how well the business is being run. To achieve some
amount of control over the business, the owners select from among them-
selves a corporate board of directors to represent shareholder interests. The
most important task for the directors is to hire professional managers to run
the firm in a manner that maximizes the shareholders’ investment. While this
framework solves the owners’ most immediate problem, it also gives rise to
two fundamental ‘corporate governance’ problems: what is the best way for
directors to motivate managers to maximize the value of the business, and
what is the best way to motivate the directors to see that this is done?

Unfortunately, there is no generally agreed-upon set of ‘best practices’
for good corporate governance. The optimal combination of base salary,
stock grants, stock options, and other forms of executive compensation is
a greatly debated issue. Less debated, but perhaps no less important, are the
incentives facing the board of directors – for example, what is the best size
and composition for the board, the amount and form of director pay, limits
on the number of boards on which directors can serve, or the degree to
which directors are protected from law suits? To make the situation even
more complicated, best practice corporate governance solutions are likely
to differ for different types of business, depending on the organizational,
ownership, legal, and informational environment surrounding the firm.
Another way of saying this is that one size does not fit all firms when it
comes to corporate governance.

This chapter explores whether standard corporate governance practices
affect the financial performance of some community banks differently from
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others. Corporate organizational structures vary greater within the com-
munity banking industry. Some community banks are independent, while
some are affiliates in multi-bank holding companies. Most community
banks are privately held, although an increasing number are publicly
traded. Some community banks are family-owned and family-managed,
others are closely held but have hired professional ‘outside’ managers, while
some are widely held with truly absentee ownership. A substantial minor-
ity of community banks are organized as Subchapter S corporations and
pay no corporate taxes. Because of these and other differences, it is likely
that some corporate governance practices will be relatively effective at some
community banks, but relatively ineffective at others.

The emphasis here is on 115 community banks in the Midwest United
States. A database of corporate governance practices and financial
performance was originally constructed for these banks and analyzed in a
staff study performed at the Federal Reserve Bank of Chicago (Robert
DeYoung et al., 2005). That study found that financial performance was
somewhat better at community banks that stressed: (a) bonus pay for their
top manager; (b) pay-per-meeting contracts for their directors; and (c)
management succession planning, and was somewhat worse at community
banks where (d) a large share of the top manager’s wealth was invested in
bank stock. I review the results of the original study below, and report those
findings in greater statistical detail. I then extend the results of the original
study by testing whether the impact of these four corporate governance
practices on bank performance was different depending on the organiza-
tional structure of the banks. In particular, I compare these financial per-
formance effects at small, closely held community banks organized as
Subchapter S corporations versus these financial performance effects at
larger, publicly traded community banks.

A VARIETY OF GOVERNANCE ENVIRONMENTS
AT COMMUNITY BANKS

Over 90 percent of the commercial banks in the US can be described as
‘community banks’. There is no strict definition for a community bank:
typically, analysts simply define community banks as commercial banks
with assets less than $1 billion or $2 billion.1 Community banking com-
panies almost always have a local geographic focus, and make ‘relationship
loans’ to small businesses based on their superior knowledge of local busi-
ness conditions. The corporate governance environment can vary tremen-
dously across community banks. For example, the prototypical community
bank is closely held and owner-operated – that is, the top managers and
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their families hold the controlling interest in the bank – and in these banks
there is less scope for conflicts of interest between management and stock-
holders because these two sets of people largely overlap.2 In other words,
the owners need not rely on a board of directors to monitor the managers.
At the other extreme, some community banks are affiliates in publicly
traded, multi-bank holding companies. These banks are larger and can be
quite widely held, and are run by professional managers with a relatively
low ownership stake. At these companies, shareholders rely heavily on a
board of directors to monitor the managers.

In addition to relying on bank directors to act as their ‘agent’ in over-
seeing the performance of bank management, shareholders often receive a
stream of information from other sources that helps them learn how well
the bank is being run. For publicly traded community banks, variations in
the price of the bank’s stock inform the owners about the performance
of the bank. For smaller, closely held community banks, shareholders often
receive information about the performance of the bank through changes in
their dividend checks – and this is especially the case at banks organized as
Subchapter S corporations. A bank organized as an ‘S Corp’ pays no taxes
at the corporate level, so long as it has no more than 100 shareholders and
it pays out a large portion of its earnings to shareholders as dividends. In
both cases, the challenge facing directors is to design a set of managerial
incentives that encourages managers to run the bank in a manner that max-
imizes the value of the shareholders’ investment in the bank, and that
disciplines managers when they act otherwise.

Figure 4.1 offers a stylized depiction of these differences in corporate
governance environments. Moving from left-to-right, the number of share-
holders increases, and hence the typical shareholder – who owns an
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increasingly smaller portion of the bank – has less incentive to be actively
engaged in monitoring the performance of bank managers. Approximately
one quarter of commercial banks in the US are organized as Subchapter S
corporations: these firms have only a few shareholders, many of which hold
non-trivial stakes in the bank and, thus, are likely to be engaged owners
rather than disinterested owners. Less than 10 percent of US commercial
banks are publicly traded or affiliates in publicly traded companies: these
firms have many shareholders, most (or all) of which hold only trivial stakes
in the bank and, thus, are likely to be disinterested owners rather than
engaged owners.

To be sure, directors face different incentive problems in these two
extreme cases. At the extremes, shareholders receive more frequent and reli-
able information flows – periodic dividend checks for S Corps, and daily
stock prices for traded banks – and these information flows arguably reduce
the principle-agent problem and may help bank directors do their job. This
is in contrast to the ‘normal’ community banks located at the center of
Figure 4.1, for which agency problems may be more difficult: these banks
have a larger number of (presumably disengaged) shareholders, and these
shareholders observe less information about bank/manager performance.
Thus, best corporate governance practices for disciplining managers at
these banks are likely to be different from those for S Corps and traded
banks. The purpose of the analysis performed in this chapter is to reveal
some of those differences.

THE ORIGINAL STUDY

One key objective of the original Chicago Fed study was to construct a data-
base to describe the corporate governance environment at community banks.
The data analyzed here were constructed from previous bank examination
records, internal supervisory databases, interviews with bank managers, and
internal bank documents. Because the survey was taken during late 2003 and
early 2004, the database provides a good representation of the corporate
governance environment present at each bank prior to 2004. Banks were
included in the database only if they were headquartered in the Seventh
Federal Reserve District,3 were state chartered, were members of the Federal
Reserve System, and could arguably be considered to be community banks
based on their size and product mix.4 Any bank that sustained a material
change in control or top management between 2001 and 2004, as well as any
bank for which information was substantially incomplete, was excluded from
the data. This left 115 banks in the database, out of a possible 185 commu-
nity banks in the Seventh District in 2004. These data were then combined
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with financial statement information from standing regulatory databases,
such as the Federal Deposit Insurance Corporation’s Reports of Income and
Condition, also known as the ‘call reports’.

The top panels in Table 4.1 describe the size, financial performance and
organizational details of the sample banks based on financial data from
2004. The average bank had about $250 million in assets, but size ranged
widely from about $10 million to as much as $3 billion. Bank profits also
varied substantially: return on assets (ROA) averaged 1.06 percent and
ranged from �0.26 percent to 2.55 percent, while return on equity (ROE)
averaged 10.89 percent and ranged from �2.69 percent to 25.68 percent. A
substantial minority of banks were located in urban markets (39.3 percent),
and/or were organized as Subchapter S corporations (31.3 percent).
Smaller percentages were affiliated with multi-bank holding companies
(MBHCs), were newly chartered ‘de novo’ banks less than ten years old,
and/or were publicly traded corporations.

Table 4.1 also displays information on the corporate governance environ-
ment for average community bank in the sample. The daily managing
officer (DMO) is responsible for making the day-to-day operating decisions;
this person is usually the president or chief executive officer (CEO) of the
bank.5 The typical DMO owned 10.7 percent of the bank’s stock, and this
ownership stake accounted for 39.6 percent of the DMO’s personal wealth.
An additional 13.9 percent of the average bank was owned by the DMO’s
immediate family members – a clear illustration of the closely held, owner-
operator environment at most community banks – while large shareholders
(holdings greater than 5 percent) who were unrelated to the DMO’s family
held a 14 percent stake. Overall, members of the board of directors (includ-
ing the DMO and his or her family) held a 40.4 percent stake at the average
bank. In addition, 14.8 percent of the banks had employee stock ownership
plans (ESOPs).

The typical DMO had been at the job for over 11 years and received a
$146 000 base salary with a $39 000 cash bonus. About 43 percent of the
DMOs had contractual incentives linking their pay to the financial per-
formance of the bank, while 22.1 percent and 11.3 percent had received
stock options and stock grants, respectively, during the past four years. The
DMO was a ‘hired manager’ at 41.2 percent of the banks, which we define
as a DMO with less than a 1 percent ownership stake in the bank.

Outside directors (that is, non-managers) made up about 63 percent of
the board of directors. The typical director was about 59 years old and sat
on the board for over 14 years. On average, directors received $2724 in lump
sum pay (as opposed to per-meeting pay) each year, $418 per board meeting
attended, and attended 92.7 percent of the scheduled meetings. Only about
one-quarter of these boards ever met without the DMO being present.
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Table 4.1 Mean values for 115 state-chartered, Federal Reserve-
member community banks in the Seventh Federal Reserve
District

Profitability (2004)

ROA 1.06%
ROE 10.89%

Other bank characteristics (2003)
Assets $251.4 million
Less than 10 years old 12.0%
Subchapter S corporation 31.3%
Non-lead affiliate in MBHC 12.8%
Urban market 39.3%
Publicly traded 10.4%

Corporation governance characteristics (2003)
Bank Ownership
DMO ownership stake 10.7%
DMO ownership as % of personal wealth 39.6%
DMO family ownership stake 24.6%
Board of directors ownership stake 40.4%
Large block (�5%) non-DMO family stake 14.0%
Banks with employee stock ownership plans 14.8%

DMO status and pay
Hired DMO (�1% ownership stake) 41.2%
DMO tenure 11.4 years
Formal succession plan in place 54.0%
DMO base pay $146 340
DMO bonus pay $39 110
DMO contract contains incentives 43.2%
DMO received stock options 22.1%
DMO received stock grants 11.3%

Director status and pay
Outside directors (%) 62.6%
Director age 59.1 years
Director tenure 14.5 years
Director pay (lump sum) $2724
Director pay (per meeting) $418
Director attendance 92.7%
Board sometimes meets without DMO 25.4%
Mandatory director training 21.4%
Limits on number of other boards 2.9%

Source: DeYoung et al. (2005).



Finally, only about 21 percent of the banks required mandatory training for
their directors, and only about 3 percent of the banks limited the number of
other boards upon which their directors could sit.

A second key objective of the original study was to determine whether and
how corporate governance practices influence the financial performance of
community banks – and from those findings begin to identify a set of cor-
porate governance ‘best-practices’ for community banks. The study used a
series of multiple regression analyses to test whether any of the corporate
governance characteristics observed at community banks in 2003 were sta-
tistically related to the ROA or ROE earned by community banks in 2004.

The first regression tests build a ‘baseline’ model to explain the general
variation in ROA and ROE across the 115 banks in the data sample, using
variables that are well-known to impact bank profitability:

ROA or ROE�	�
1*lnASSETS�
2*AFFILIATE�
3*DENOVO

�
4*URBAN�
5*SCORP�
1*PUBLIC�� (4.1)

where lnASSETS is the natural log of bank asset size, AFFILIATE is a
dummy variable equal to one for banks that were non-lead affiliates in
multi-bank holding companies, DENOVO is a dummy variable equal to
one for banks that were less than five years old, URBAN is a dummy vari-
able equal to 1 for banks located in Metropolitan Statistical Areas (MSAs),
SCORP is a dummy variable equal to 1 for banks organized as Sub-chapter
S corporations, and PUBLIC is a dummy variable equal to 1 for banks with
stock that is publicly traded. All of these right-hand side variables were
observed at year-end 2003, while ROA and ROE were observed at year-end
2004.6 The average values for all of these regression variables can be found
in Table 4.1. Since ordinary least squares (OLS) techniques were used to
estimate the regressions, the disturbance term � is assumed to be normally
distributed with an expected value of zero.

The first two columns in Table 4.2 display the results of the baseline
regressions. The six bank characteristics on the right-hand side of the
model explain about 32 percent of the variation in ROA across banks and
about 40 percent of the variation in ROE. Bank profitability was positively
and statistically significantly related to bank size, Subchapter S status, and
MBHC affiliation, and negatively and statistically significantly related to de
novo status, urban location, and publicly traded status. The positive effect
of bank size (lnASSETS) on profitability reflects the presence of scale
economies for community banks. The positive effect of Subchapter S status
(SCORP) on profitability is merely an artifact of tax law, and reflects the
fact that net income at S Corporations is higher because these firms do not
pay taxes at the corporate level. The positive effect of non-lead affiliate
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status (AFFILIATE) on profitability likely occurs because the lead bank
in the holding company absorbs a disproportionate share of the cost of
providing administrative services. The negative effect of de novo status
(DENOVO) indicates that banks earn lower profits during their formative
years. The negative effect of urban location (URBAN) reflects the higher
degree of competition faced by banks that operate in cities (as opposed to
banks that operate in rural towns, which often face only a few competitors).
The negative effect of publicly traded status (PUBLIC) is somewhat sur-
prising given that publicly traded firms arguably face greater pressure to
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Table 4.2 Detailed results from the baseline regressions (Equation 4.1)
and the governance regressions (Equation 4.2) originally
performed for, but not reported in, DeYoung et al. (2005)

Equation: 4.1 4.1 4.2 4.2
Dependent variable: ROA ROE ROA ROE

Intercept �0.0052 �0.1197* �0.0037 �0.1003*
(0.0039) (0.0424) (0.0039) (0.0413)

lnASSETS 0.0014* 0.0189* 0.0012* 0.0171*
(0.0003) (0.0037) (0.0003) (0.0035)

SCORP 0.0021* 0.0398* 0.0017* 0.0353*
(0.0006) (0.0069) (0.0006) (0.0068)

DENOVO �0.0037* �0.0359* �0.0036* �0.0325*
(0.0009) (0.0098) (0.0009) (0.0094)

PUBLIC �0.0031* �0.0327* �0.0031* �0.0322*
(0.0011) (0.0122) (0.0011) (0.0117)

AFFILIATE 0.0012 0.0193* 0.0009 0.0127
(0.0009) (0.0097) (0.0009) (0.0095)

URBAN �0.0011* �0.0030 �0.0008 �0.0003
(0.0006) (0.0070) (0.0006) (0.0068)

WEALTH_IN_BANK �0.0003 �0.0167*
(0.0010) (0.0102)

DIR_LUMPSUM �0.0226* �0.2177*
(0.0110) (0.1171)

SUCCESSION_PLAN 0.0014* 0.0123*
(0.0006) (0.0061)

DMO_BONUS 0.0021* 0.0276*
(0.0012) (0.0123)

Adjusted R-square 0.2943 0.3887 0.3791 0.4574

Note: The superscript * indicates that the coefficient estimate is statistically different from
zero at the 10 percent level of significance or better. Coefficient estimates appear above
parenthetical standard errors.



perform well – this may reflect idiosyncrasies among the small number (12)
of publicly traded banks in our sample, or may indicate that publicly traded
firms concentrate on maximizing stock returns rather than accounting
performance.

Once the baseline regression models were established, the original study
tested whether the corporate governance characteristics observed in 2003
helped further explain the differences in ROA and ROE across com-
munity banks in 2004. As reported in the original study, only six of the 23
corporate governance characteristics displayed in Table 4.1 were statis-
tically related to ROA or ROE when added one-at-a-time to the baseline
regression equations. Moreover, when these six characteristics were added
simultaneously to the baseline regression equations, only four – DMO
bonus pay, DMO ownership as a share of personal wealth, director lump
sum pay, and formal succession plan – retained their statistical sig-
nificance. This method resulted in the following ‘governance’ regression
model:

ROA or ROE�	�
1*lnASSETS�
2*AFFILIATE

�
3*DENOVO�
4*URBAN�
5*SCORP

�
1*PUBLIC��1*DMO_BONUS

��2*DIR_LUMPSUM

��3*SUCCESSION_PLAN

��4*WEALTH_IN_BANK�� (4.2)

where DMO_BONUS is the daily managing officer’s annual cash bonus as
a percentage of his total annual pay (salary plus bonus), DIR_LUMPSUM
is the percentage of directors’ annual pay that is fixed (rather than per-
meeting fees), SUCCESSION_PLAN is a dummy variable equal to 1 if a
formal succession plan is in place, and WEALTH_IN_BANK is the per-
centage of the DMO’s personal wealth that is invested in bank stock.

The results of these governance regressions are displayed in the last two
columns of Table 4.2. Together, the four corporate governance measures
explained an additional 11 percent of the variation in ROA across banks
and an additional 10 percent of the variation in ROE. Moreover, all four
measures are related to community bank profits in the manner predicted by
various theories of corporate governance or best supervisory practices.

Based on calculations using the information reported in Tables 4.1 and
4.2, profitability was about 13 percent higher in terms of ROA (that is, 1.20
percent instead of 1.06 percent) at community banks with formal manage-
ment succession plans in place, and about 11 percent higher in terms of
ROE (that is, 12.09 percent instead of 10.89 percent).7 Succession planning
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is recognized as a good corporate governance practice in all industries, and
bank supervisors strongly advocate that banks have such plans in place.
While the mere existence of such a plan is unlikely to enhance profits, this
result likely indicates that forward-looking banks that are attentive to this
managerial best practice are likely to be attentive to other profit-enhancing
controls and managerial best practices as well.

The results also suggested that banks perform better when their man-
agers and directors face the proper monetary incentives. Paying man-
agers bonuses (as opposed to straight salary) is associated with higher
profitability. According to the regression estimates, a 10 percent increase in
DMO bonus pay is associated with about a 0.4 percent improvement in
bank ROA and a 0.5 percent improvement in bank ROE.8 The results also
suggested that bank directors respond to monetary incentives, albeit un-
favorably in this case: a 10 percent increase in lump sum director compen-
sation is associated with about a 0.5 percent reduction in both ROA and
ROE, an indication that rewarding directors regardless of their efforts may
result in less active monitoring of bank management. Finally, a 10 percent
increase in the share of the DMO’s personal wealth that is invested in the
bank is associated with a 0.7 percent decrease in a bank’s ROE, but is un-
related to a bank’s ROA. The most likely explanation for these results is
managerial risk aversion, that is, DMOs invested heavily in bank stock
operate their banks with larger-than-optimal equity capital cushions in
order to hedge their own personal (non-diversified) financial position.
Although this leaves ROA unchanged, it not only reduces the return on
investment earned by the other stockholders, but it also constrains the
bank’s growth opportunities.

Although some of these ROA and ROE effects are relatively small, note
that these effects are not mutually exclusive. Making several of these cor-
porate governance adjustments simultaneously would, arguably, result in
larger improvements in profitability. For example, increasing the DMO’s
cash bonus by 10 percent and decreasing the lump sum portion of direc-
tors’ fees by 10 percent could generate as much as a 1.0 percent improve-
ment in ROE (0.5 percent plus 0.5 percent).

EXTENDING THE ORIGINAL STUDY

The original study generated some interesting results about the financial
impact of governance conditions and practices at community banks – results
that agree with existing theories and anecdotes about incentive structures
facing bank managers and bank directors. In addition, the original study
showed that these governance practices had an economically meaningful
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relationship with bank financial performance – that is, the incentive struc-
tures placed in front of bank managers and directors appeared to make a
substantial financial difference, on average.

Although the original study did control for the performance effects of
(a) Subchapter S organizational form and (b) publicly traded corporate
status, the study did not test whether corporate governance worked
differently at banks with these two organizational features. That is, the study
did not consider whether CEO bonus pay, per-meeting director fees, formal
management succession planning, and CEO wealth exposure affected
financial performance at S Corps and publicly traded banks differently than
at other banks; as discussed above, the informational environments and
levels of stockholder engagement at these banks can be quite different from
at a typical community bank.

To test for these possibilities, I created a third regression specification
that included two interactive dummy variables:

ROA or ROE�	�
1*lnASSETS�
2*AFFILIATE

�
3*DENOVO�
4*URBAN�
5*SCORP

�
1*PUBLIC�1*GOVERNANCE

�2*GOVERNANCE*ORGANIZATION�� (4.3)

where, in alternative regressions, ORGANIZATION takes the value of
either SCORP or PUBLIC, and GOVERNANCE takes the value of
either DMO_BONUS, DIR_LUMPSUM, SUCCESSION_PLAN, and
WEALTH_IN_BANK. For example, the estimated result reported in the
first (upper right-hand) cell in Table 4.3 comes from a regression in which
ORGANIZATION takes the value of SCORP, and GOVERNANCE takes
the value of WEALTH_IN_BANK. For that regression, the sum of the
coefficients 1�2 (which equals �0.0018) is the estimated marginal effect
of WEALTH_IN_BANK on ROA for banks organized as Subchapter S
corporations. (Note: The coefficient 1 alone would represent the estimated
marginal effect of WEALTH_IN_BANK on ROA for banks that are not
organized as Subchapter S corporations.) The various cells in Table 4.3
report the estimated marginal effects of the four governance conditions on
ROA and ROE for both S Corp banks (in the first column) and publicly
traded banks (in the second column), and compares them to the marginal
effects from the ‘average’ bank from the full sample (in the third column,
repeated from Table 4.2).

The results of these regressions suggest that corporate governance prac-
tices work differently at different types of community banks. For the full
sample of banks, the original study suggested that managers with large
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amounts of their wealth invested in the bank ran the bank in a relatively
more risk-averse fashion, chiefly by holding high levels of capital. The
Equation 4.3 regressions reveal no systematic evidence of risk-averse
managerial behavior for either subchapter S banks or for publicly traded
banks. This suggests that these alternative organizational forms provided
shareholders additional information about firm performance (for example,
dividend streams at S Corp banks, stock price movements at traded banks)
and/or the level of shareholder engagement (for example, high level of
engagement at S Corps which relies less on directors to serve as agents for
shareholders, low level of engagement at traded banks which relies heavily
on directors to serve as agents for shareholders) combine to discipline
heavily invested managers.

In the original study, banks that paid high lump sum directors’ fees
(as opposed to per-meeting fees) performed poorly, which implies that
these bank directors were not given efficient incentives. Equation 4.3 re-
gressions reveal no relationship between director fees and performance at
S Corp banks. Because S Corp banks are closely held, directors tend to have
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Table 4.3 Estimated marginal relationships between corporate governance
practices and financial performance

Regression specification: Equation 4.3 Equation 4.3 Equation 4.2

Estimated marginal Subchapter Publicly ‘average’ bank
effect for: S banks traded (repeated from

banks Table 4.2 above)

Dependent variable is ROA
DMO wealth in bank �0.0018 �0.0032 �0.0003

stock (%)
Director fees lump sum (%) 0.0000 �0.0000003* �0.0266*
Management succession 0.0018* 0.0015 0.0014*

plan?
DMO pay as cash bonus (%) 0.0044* �0.0108 0.0021*

Dependent variable is ROE
DMO wealth in bank �0.0263 �0.0403 �0.0167*

stock (%)
Director fees lump sum (%) 0.0000 �0.000004* �0.2177*
Management succession 0.0149* 0.0091 0.0123*

plan?
DMO pay as cash bonus (%) 0.0448* 0.0776 0.0276*

Note: The superscript * indicates that the coefficient estimate is statistically different from
zero at the 10 percent level of significance or better.



substantial ownership stakes, and the returns to these shareholdings will
overwhelm income from their director fees. While director pay does seem
to matter for publicly traded community banks, the magnitude of the mar-
ginal effect is tiny. Evidently, incentivizing bank directors with per-meeting
fees may be a useful corporate governance tool at the typical community
bank, but director effort is not very responsive to this practice at larger,
publicly traded community banks.

Having a formal management succession plan in place was a significant
indicator of strong financial performance in the original study, and this is
also a significant indicator of strong financial performance for S Corp
banks. However, management succession plans are statistically unimpor-
tant at publicly traded community banks. This is not surprising: at small,
closely held community banks, the successor to the DMO is likely to be
chosen from within one or several families, and not having a management
succession plan in place could indicate discord within or across ownership
families that is hurting the financial performance of the bank. At a pub-
licly traded bank, the successor to the DMO is more likely to be chosen
externally from the labor pool of experienced, professional financial
managers.

Finally, paying the DMO with large bonuses (as opposed to large fixed
salary) was a significant indicator of strong financial performance for the
typical bank in the original study, and this appears to be an even stronger
performance indicator for S Corp banks, where the marginal impact is
about twice as large (for example, 0.0044 versus 0.0021 in the ROA re-
gressions). In contrast, there is no statistical relationship between manage-
rial bonuses and bank performance for the publicly traded banks. Again,
this is no surprise: cash bonuses are relatively more valuable to S Corp man-
agers because the market for selling stock is very illiquid, while cash
bonuses are relatively less valuable to managers of publicly traded banks
because their stock can be sold into liquid markets.

CONCLUSIONS

The findings presented here provide a useful extension to previous work
performed at the Chicago Fed (DeYoung et al., 2005). The findings
conform with the sensible conjecture that best practices corporate govern-
ance programs should vary in design from bank-to-bank, depending on the
organization, informational environment, tax status, ownership structure,
and other characteristics of banking companies. Of course, these findings
are suggestive and not definitive, because they are derived from a small set
of community banking companies using a single year of data. Also note
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that all of the corporate governance results presented here – from the
original study and from the extension performed here – are derived from
firms that have an additional outside monitor not present at most other
corporations: federal and state bank supervisors. Bank supervisors regu-
larly review banks for financial safety and soundness, internal controls,
auditing policies, and compliance with numerous financial regulations. In
their role as outside monitors, state and federal bank supervisors have long
sought to foster strong corporate governance practice at community banks,
with the recognition that best practices at these small privately held organ-
izations may differ from best practices at large publicly traded banking
companies.
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NOTES

1. For an in-depth discussion of community banking, see Robert DeYoung, ‘Community
banks at their best: Serving local financial needs,’ Federal Reserve Bank of Chicago,
2004 Annual Report, available at http://www.chicagofed.org/about_the_fed/annual_report_
new.cfm.

2. For evidence of this phenomenon, see Robert DeYoung, Kenneth Spong and Richard
Sullivan, 2001, ‘Who’s minding the store? Motivating and monitoring hired managers
at small closely held commercial banks,’ Journal of Banking and Finance, 25(7),
1209–43.

3. The Seventh Federal Reserve District comprises all of Iowa and most of Illinois, Indiana,
Michigan and Wisconsin.

4. The banks included in the database all have less than $5 billion of assets, participated in
at least two different kinds of lending (business loans, consumer loans, real estate loans,
or agricultural loans), and issued insured deposits.

5. The DMO designation was assigned by examiners, following the convention used in
DeYoung et al. (2001).

6. To remove the influence of outlying values, the values of ROA, ROE, and the corporate
governance characteristics were truncated (not dropped) at the 5th and 95th percentiles
of their sample distributions.

7. For example, for ROA the calculation is 0.0014/0.0106�0.1321 or about 13 percent.
8. For example, for ROA the calculation is 0.0021*(0.10*0.2109)/0.0106�0.0040 or about

4/10ths of one percent, where 0.2109 is the mean value of DMO_BONUS.
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5. Bank mergers and insider trading
Tareque Nasser and Benton E. Gup

INTRODUCTION

Recently, the Australian Securities and Investment Commission (ASIC)
accused Citigroup of trading on its knowledge of a client’s takeover bid. If
found guilty, Citigroup will be subject to fines approaching $715 million.1

This example demonstrates how regulators around the world are enforcing
securities and investment laws in the wake of the notorious Enron and
WorldCom debacles in the US. Ensuring that financial institutions and
their managers comply with securities and investment laws is crucial for
maintaining a sound financial system. Furthermore, violations of investor
protection laws indicate bad corporate governance, which can increase an
institution’s cost of capital.

This chapter examines whether insiders at target banks use private
information to trade their firms’ shares before merger announcements.
Informed trading around merger and acquisitions events has received much
attention in the finance literature because a target firm’s abnormal return
is almost always significantly positive following a merger announcement.
(See Schwert, 1996; Andrade et al., 2001.) Madison et al. (2004) examined
insider trading of target banks prior to their merger announcements during
the period 1991–7. However, our sample, methodology, and time period
differ from Madison et al. (2004).

We examined insider trading data prior to bank merger announcements
from 1 January 1995 to 31 December 2005. We exclude unsuccessful
mergers and mergers with target price below $100 million. Our study is
important for two reasons. First, our sample period is marked by several
regulatory changes that increased the merger activity in the banking sector.
In 1994, Congress passed the Riegle-Neal Interstate Banking and
Branching Efficiency Act (IBBEA) to deregulate bank mergers. This legis-
lation induced a spate of interstate bank acquisitions. The Financial
Service Modernization Act (FSMA), also known as the Gramm-Leach-
Bliley Act of 1999, is another catalyst for merger activity in the banking
industry. The Gramm-Leach-Bliley Act ended the Glass-Steagall Act of
1933, which prohibited banks from offering investment banking services. In
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addition to these two acts, numerous acquisitions have resulted from
foreign financial institutions trying to establish a strong foothold in the US
by acquiring US banks.

Second, recent incidences of fraud, insider trading, and earnings manipu-
lation have forced regulators, investors, and academics to scrutinize corpo-
rate governance in the US. Hence, measuring insider trading prior to bank
mergers using recent data will provide evidence concerning the effectiveness
of corporate governance in the US.

We use three measures of insider trading: trading volume, number of
insiders trading, and number of insider trades. We emphasize the last two
measures to assess the informed trading for reasons explained later in the
article. Based on these measures, we find a significant decrease in selling,
but not a significant decrease in purchasing by target bank insiders in the
months preceding merger announcements. This finding is different from
Madison et al. (2004) who found that insiders reduce both their purchases
and sales before the merger announcement. In addition, we find that
few insiders at target banks are buying. Less than 20 percent of the banks
in our sample have insider buying shares; and less than 3 percent have
more than one insider buying shares in two months preceding merger
announcements.

The remainder of the chapter is organized as follows. The next section
discusses the literature and bank regulations relevant to this study. The
third section describes data sources and the data collection process. The
fourth section presents our methodology and empirical results. Our con-
clusions are presented in the final section.

MERGERS AND INSIDER TRADING LITERATURE
AND LAWS

This section reviews literature and laws pertinent to our study. First, we
consider how bank mergers affect the insiders at target banks. Second, we
discuss the literature on insider trading prior to merger activity. Third,
we examine the applicable insider trading laws. Finally, to determine the
effectiveness of current regulations, we review recent studies on insider
trading.

Mergers and Bank Mergers

Morck, Shliefer, and Vishny (1987) categorize mergers as either disci-
plinary or synergistic. They find that, in most cases, disciplinary mergers
are hostile and synergistic mergers are friendly. Morck et al. (1987) assert
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that ‘the gains in the synergistic takeovers could well be gains for the
managers as well as for the shareholders’ (p. 1). Cheng et al. (1989) argue
that bank regulations cause bank takeovers to differ from non-bank
takeovers. Hostile takeovers in the banking industry are rare. When
mergers are friendly, target managements have more opportunity during
the negotiation process to extract private rents that reduce target share-
holder wealth.

When merged banks consolidate their operations, the number of
employees required to run the merged company is smaller than pre-merger
combined workforces. Top management and the directors of target banks
are, in general, not retained in their original capacity by the surviving entity.
In many cases the target CEO negotiates a generous severance package
rather than become an officer of the merged company. Hartzell et al. (2004)
find that the acquiring firms reward target CEOs with special bonuses, job
offers, or board seats in exchange for lower acquisition premiums. Wulf
(2004) examines ‘mergers of equals’ and finds that target returns are nega-
tively correlated with target CEO representation on the combined com-
panies’ board. Hartzell et al. (2004) and Wulf’s (2004) findings suggest that
the top officers and directors of target banks make deals prior to friendly
mergers. Thus, some target insiders have ways to benefit themselves without
resorting to informed insider trading. For other insiders, however, the only
way to extract benefits may be through informed trading.

Insider Trading Laws

Prior to the 1960s, the primary insider-trading law was Section 16(b) of the
Securities Exchange Act of 1934 (hereafter, the 1934 Act), which deterred
insider trading with its ‘short-swing rule’. Under Section 16(b), insiders are
obligated to disgorge any profits from buying and subsequently selling their
firms’ share within a six month period.

According to Section 16(a), insiders – directors, officers, and beneficial
owners as defined by Section 12 of the 1934 Act – are required to report
their ownership and trading. The insider trading reporting requirements
are intended to make all insider trading activity transparent.

Rule 10(b)-5 of the 1934 Act, prohibits using any nonpublic information
to obtain profit through trading. ITSA of 1984 and the Insider Trading and
Securities Fraud Enforcement Act of 1988 (the 1988 Act) have increased
the civil and criminal penalties for insider trading. For instance, ITSA
stipulates that the severity of penalties imposed on a person found guilty
of violating insider trading laws is determined by the court in light of the
facts and circumstances of the case. However, ITSA limit penalties to three
times the profit gained or the loss avoided from unlawful insider purchases,
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sales, or communications. For individuals, the 1988 Act allows criminal
fines up to $1 000 000 and prison terms up to ten years.

Prior Studies on Mergers and Insider Trading

The run-up of target firms’ stock price before merger announcements is a
well-documented phenomenon in the finance literature. Andrade et al. (2001)
report that the average three-day abnormal return prior to merger announce-
ments during the period 1973–98 is 16 percent; the average abnormal return
is 24 percent over a 20-day window. Earlier studies of insider trading before
merger announcements use abnormal returns and pre-bid price run-ups,
rather than insider trading data, as evidence of informed trading.

Keown and Pinkerton (1981) find target firm share price appreciation
prior to merger announcements. They attribute the price run-ups and
abnormal returns of target firms’ shares before merger announcements
to informed trading. However, Jarrell and Poulsen (1989) assert that the
presence of rumors in the news media is the strongest determinant of un-
anticipated premiums and pre-bid run-ups for tender offer targets.

Meulbroek (1992) shows that daily stock returns are correlated with the
pre-takeover trading activities of insiders when the SEC successfully pros-
ecuted insider trading. For the average target firm, she estimates that almost
half the share price run-up in the month before an announced tender offer
occurs on days when insiders traded. The average target firms’ insiders traded
on a small subset of the days during the month preceding the announcement.

Arshadi and Eyssell (1991) use insiders’ cumulative net purchase trans-
actions preceding tender-offer announcements to assess insider trading.
They find that insiders do not trade based on private information follow-
ing the Insider Trading Sanction Act (ITSA) of 1984. However, Arshadi
and Eyssell (1991) find that during the pre-ITSA period insiders timed their
trades based on price movement. Eyssell and Arshadi (1993) attribute the
share price appreciation before tender offer announcements during the
period 1982–85 to trading by registered insiders.

Agrawal and Jaffe (1995) examine the deterrence effect of the ‘short-
swing rule’ (Section 16(b) of 1934 Act) prior to mergers during the period
1941–61, when no other insider trading laws were enforced. They find that
insider purchases were significantly less than those of the time series control
and the matched sample control. Agrawal and Jaffe (1995) find that insiders
do not decrease their sales prior to merger. This second result is surprising,
since deferring sales is economically advantageous and does not violate
insider trading laws.

Madison et al. (2004) measure the insider trading by target firms man-
agement insiders prior to announced bank merger. They find that target
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bank insiders significantly decrease both share purchases and sales prior to
the announcements.

The empirical evidence cited above indicates informed insider trading in
the US has decreased significantly since the 1980s, arguably because of
stricter regulations and enforcement. Using acquisition data from 52 coun-
tries, Bris (2005) examines whether insider trading laws are effective deter-
rents. He finds that the combination of strict laws and their enforcement
reduce incidences of insider trading. Bris (2005) concludes that the US has
the toughest insider trading regulations.

Agrawal and Cooper (2006) examine insider trading activity of firms
that announced their financial statements restatement to correct GAAP
violations during the period 1 January 1997–30 June 2002.2 Agrawal
and Cooper do not find any abnormal insider trading during periods
when financial statements are misstated. Similarly, Nasser and Gup
(2006) analyze insider trading at large firms (with total assets exceed-
ing $1 billion) that filed for bankruptcy during the period 1995–2005.
They do not find abnormal insider selling activity prior to bankruptcy
filings.

Announced restatement and bankruptcies produce significant, negative
abnormal returns. Insiders possessing private information about these
events could avoid significant loss by selling their shareholdings before the
announcements. We find insiders refraining from informed trading despite
the benefits. Based on the studies by Agrawal and Cooper (2006) and
Nasser and Gup (2006), can we expect insiders to not trade on their private
information prior to merger announcements?

After the Enron, WorldCom and similar scandals, regulators, media and
other interested parties have closely monitored US corporations to uncover
or prevent the unscrupulous behavior by corporate executives that siphon
shareholder wealth. The Sarbanes-Oxley Act of 2002 strengthened insider
trading laws and their enforcement. Previously insiders were to report any
changes in their holdings by the tenth day of the following month.
However, since the Sarbanes-Oxley Act insiders have been required to
report their trade within two business days after the trade has occurred. In
this post-Enron environment, we do not expect the blatant use of private
information by insiders for private gain, when information of insider
trading is almost immediately accessible to anyone.

DATA

In this section, we describe the sample of target banks, the matched control
sample, and the insider trading data for both samples.
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Target Sample

Our sample of bank merger targets was obtained from the Securities Data
Corporation Platinum (SDC) Merger and Acquisitions database. We exam-
ined merger and acquisitions announcements for deals $100 million or
more during the period 1995–2005. The firms in our sample are commer-
cial banks and bank holding companies incorporated in the US. These
criteria yield 609 announced acquisitions and repurchases. Only 333
announcements resulted in acquisitions. Some of the 333 acquisitions are
purchases of certain branch operations of the target banks rather than
complete mergers. We exclude target banks whose data are not available in
CRSP, Compustat or the Thomson Financial Insider Filing Data (here-
after, TF). Our final sample consists of 217 merger announcements.

The Matched Control Sample

Firms are matched according to size and industry. We define industry using
the first two digits of firms’ SIC codes. We measure size using total assets
from Compustat. The two-digit SIC codes of the target banks are either 60
(depository institutions) or 67 (bank holding companies and other invest-
ment offices). Total assets are observed at the end of year, one year prior to
the merger announcements.

Table 5.1 shows the summary statistics of the asset size of the target
banks and the matched sample. We report mean and median values and
their differences for all banks and three asset size sub-groups: large (more
than $10 billion), medium (between $1 billion and $10 billion), and small
(less than $1 billion). None of the mean differences between the target and
control banks are significantly different from zero. Similarly, the Wilcoxon
sign rank test confirms that the median sizes of target banks and their
matched sample are not significantly different from each other.

Seyhun and Bradley (1997) criticize matching by industry because firms
in the same industry are likely to have similar problems (for example
financial distress or likely candidate for merger). However, Agrawal and
Jaffe (1995) contend that matching based on two-digit SIC codes is broad
enough that the events being studied will have little if any effect on control
firms. To confirm that Seyhun and Bradley’s criticism is not valid in our
case, we compare the average abnormal return (AAR) and cumulative
average abnormal return (CAAR) target banks and the matched control
sample in Figure 5.1.

Panel A of Figure 5.1 shows the AAR and CAAR of the target banks.
We observe that the AAR over the six calendar days before the merger
announcement becomes significantly different from zero. The target bank

82 Corporate governance in banking



AAR lasts until two days after the announcement date, when the CAAR
peaks at around 20 percent and stays approximately the same thereafter. In
Panel B, we observe that for any particular day, the matched control firms’
AAR is not significantly different from zero. Table 5.2 shows the significance
of CAARs for different periods.

The evidence presented in Figure 5.1 and Table 5.2 shows that target
banks’ shares produced a 20 percent CAAR around merger announcements.
The target bank CAAR indicates that insiders may be tempted to purchase
their firms’ shares, given their prior knowledge of the merger announce-
ment. As expected, the matched control firms are not significantly affected
by the target banks’ merger announcements. Seyhun and Bradley’s (1997)
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Table 5.1 Summary statistics of the asset size

This table provides the summary statistics of the asset size of the merger target
banks, their matched control firms, and the absolute difference between the two.
The summary statistics are provided for all firms as well as for three different
categories based on size. The table also provides the t-test and Wilcoxon signed
rank test statistics.

Bank category N Target Matched Difference t-test

Panel A: Mean
All 217 11 288.17 11 625.44 613.57 �1.124
Large (�$10 billion) 39 53 504.96 55 397.66 3337.57 �1.137
Medium 

(�$1 billion) 102 3088.53 3082.67 27.26 1.268
Small (�$1 billion) 76 629.07 628.68 2.63 0.727

N Target Matched Difference Wilcoxon Z

Panel B: Median
All 217 11 288.17 11 625.44 613.57 0.018
Large (�$10 billion) 39 32 398.60 32 114.00 744.20 �1.061
Medium 

(�$1 billion) 102 2176.86 2168.66 11.93 0.628
Small (�$1 billion) 76 616.25 614.54 1.24 1.701

N Target Matched Difference

Panel C: Standard deviation
All 217 34 576.46 37 448.66 4391.03
Large (�$10 billion) 39 67 423.21 74 528.91 10 015.45
Medium 

(�$1 billion) 102 2197.04 2189.50 38.30
Small (�$1 billion) 76 188.78 189.15 3.95



concern about matching by industry does not appear to be an issue in our
sample.

Insider Trading Data

We obtained insider trading data from TF for the years prior to merger
announcements. TF includes insider trades and changes in ownership
reported to the SEC are on Forms 3, 4, and 5. Form 3 is the initial state-
ment of beneficial ownership for all officers. Form 4 reports changes in an
insider’s ownership position. Form 5 is the annual statement of change in
beneficial ownership.
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Figure 5.1 Average abnormal return and cumulative average abnormal
return
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We only use the open market purchases or sales data in TF and exclude
purchases related to options exercises. Insider trading activity equals zero
for any firm that has a registered insider documented by TF but has no open
market trades reported by TF during the sample period. We exclude trades
that buy or sell fewer than 100 shares. Trades lacking transaction prices in
TF are excluded from our sample.

RESULTS AND ANALYSIS

We use simple methodology to systematically analyze the presence of
informed insider trading. Insider trading tends to be infrequent. We find
that, on average, there is less than a 25 percent chance that insiders of a par-
ticular bank either buy or sell their bank’s shares during a given month.
Hence, the insider trading data is highly non-normal and not suitable for
regression analysis as a dependent variable.3 Therefore, our analysis relies
principally on univariate tests such as matched pair t-test and Wilcoxon
signed rank tests.

Insider trading is measured using trading volume, number of insiders
trading (hereafter, number of insiders), and number of insider trades (here-
after, number of trades). Purchases and sales are reported separately.

Bank mergers and insider trading 85

Table 5.2 Average cumulative abnormal return

The Patell z-test examines whether abnormal stock return equals zero assuming
cross-sectional independence. This test uses a 1-tail test.

Days N Mean CAR Patell Z

Panel A: Average CAR of the target firms
(�30, �2) 215 4.45% 5.458***
�1 215 1.67% 10.728***
0 215 11.03% 83.644***
�1 215 3.04% 24.190***
(�2, �30) 215 �0.42% �0.857

Panel B: Average CAR of the matched sample firms
(�30, �2) 198 0.51% 0.643
�1 198 0.10% 0.483
0 198 �0.01% 0.740
�1 198 0.06% 1.147
(�2, �30) 198 �1.29% �1.914*

Note: The symbols *, **, and *** denote statistical significance at the 0.05, 0.01 and 0.001
levels, respectively, using a 1-tail test.



Trading volume equals transaction price multiplied by the number of
shares traded. Trading volume measures the magnitude of trading. We also
quantify insider trading activity using the number of insiders because if
more insiders are either buying or selling during the same period, their
trades are likely based on their private information. Finally, insider trading
activity is measured by using the number of trades because, as noted by
Kyle (1985), informed traders tend to use numerous small trades to
camouflage their trading activities.

Basic Evidence

Panel A of Table 5.3 shows that the percentage of target banks with no
insiders trading ranges from 70.5 percent to 84.8 percent; the average is 78.8
percent. On average only 21.2 percent of target firms have at least one
insider purchasing during the same period. For the matched sample, 24.9
percent of the firms have at least one insider purchasing shares. For the one
(two) month(s) prior to the merger announcement only 15.2 percent (16.6
percent) of target banks have insiders purchasing their shares; the same
figure for matched banks is 21.7 percent (20.7 percent). Panel B of Table 5.3
shows insiders selling activity. One (two) month(s) prior to the merger
announcement, 11.6 percent (17.6 percent) of target banks have insiders
selling compared to 24.0 percent (27.7 percent) of matched firms.

Panel A of Figure 5.2 shows each month’s percentage of target and
matched banks with more than one insider purchasing. Panel A of Figure
5.2 shows that insider purchasing activity is low during the 12-month
period preceding announced merger.4 Panel B of Figure 5.2 shows the per-
centage of target and matched banks with insider using more than one pur-
chasing trade. From both Panels A and B of Figure 5.2, it is apparent that
a very small number of target firms’ insiders may trade based on inside
information. In fact, in the month before the merger announcement, only
4 (3) of the 217 target banks in our sample have more than one insider pur-
chasing (selling). Figure 5.3 shows similar results for insider sales.

Statistical Evidence

We next used univariate tests to determine if insider trading at target banks
is abnormal or indicates that insiders are taking advantage of private infor-
mation. Table 5.3 reports summary statistics for the trading volume of pur-
chases (Panel A) and sales (Panel B) of target banks and their matched
sample. Test statistics from matched pair t-tests for differences in means
and Wilcoxon signed rank tests for differences in medians are reported in
Table 5.3. All median values equal zero and are, therefore, not reported.
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Panel A of Table 5.3 shows that in the month prior to the merger
announcement, the purchasing volume of target firm insiders is much less
dispersed than that of insiders at matched firms. The differences between
the two samples’ means and medians for each of the six months prior to the
merger announcements are not significantly different from zero. One excep-
tion is the difference in median purchasing volume one month prior to
merger announcements.
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Table 5.3 Purchase volume

This table presents the summary statistics of the trading volume along with t-test for mean
equality and Wilcoxon signed rank test for the equality of the median. The last two columns
present the percentage of banks that have zero insiders trading (in Panel A only purchase, and
in Panel B only sales). Note that since the median data is always zero, it is not presented here.

Month Target firms Matched samples Statistics Zeros (%)

Mean S.D. Mean S.D. t-test Wilcoxon Target Matched
Z

Panel A: Purchase volume
�1 25 793 18 483 1 052 267 13 700 000 �1.105 �1.912* 84.80 78.34
�2 79 568 56 176 19 715 91 360 1.057 �0.83 83.41 79.26
�3 303 484 244 499 53 023 398 395 1.017 0.657 76.50 79.26
�4 286 958 259 668 44 817 516 009 0.923 �0.524 81.57 77.88
�5 110 864 95 857 10 758 42 001 1.043 �0.502 80.18 77.88
�6 31 288 12 668 103 705 794 516 �1.301 �1.323 79.72 75.58
�7 88 772 52 834 41 137 176 872 0.875 �1.741* 76.50 69.12
�8 21 702 9 702 51 072 303 715 �1.313 �1.515 80.65 74.19
�9 52 139 20 804 40 455 325 076 0.384 0.077 77.88 78.80
�10 22 648 6 438 37 504 217 128 �0.917 0.823 70.51 77.42
�11 24 044 6 570 22 604 94 090 0.155 �0.966 80.18 76.04
�12 88 575 32 211 18 543 67 493 2.143* 0.786 73.27 75.12

Panel B: Sales volume
�1 48 898 396 357 6 157 644 82 800 000 �1.087 �3.360*** 89.40 76.96
�2 82 951 435 136 5 446 741 76 400 000 �1.034 �2.436** 82.45 72.35
�3 122 179 745 144 6 377 919 82 700 000 �1.114 �2.450** 82.45 74.65
�4 188 111 1 200 117 470 152 2 303 681 �1.675* �1.796* 76.96 73.27
�5 175 967 1 548 974 738 560 4 149 069 �2.049* �0.716 76.04 74.65
�6 702 565 5 543 678 530 550 4 543 305 0.352 �0.948 77.88 75.58
�7 239 531 1 239 823 3 516 402 31 900 000 �1.513 0.248 76.04 75.58
�8 173 121 1 345 455 1 473 715 18 300 000 �1.045 �2.168* 81.57 72.81
�9 223 227 1 143 635 2 412 487 28 300 000 �1.139 �0.724 78.34 77.42
�10 391 282 1 902 504 1 426 409 18 300 000 �0.830 �0.225 77.42 76.04
�11 218 518 1 070 403 647 133 6 131 559 �1.016 0.194 79.72 76.50
�12 156 183 1 032 445 375 881 3 102 752 �0.992 �0.532 81.11 76.96

Note: The symbols *, **, and *** denote statistical significance at the 0.05, 0.01 and
0.001 levels, respectively, using a 1-tail test.



Panel B of Table 5.3 reports mean and median sales volume and the cor-
responding test statistics. Here we find that for each of the four months pre-
ceding merger announcements, the median sales volume of target bank
insiders is significantly lower than that of the matched firm insiders. The
mean differences between the two samples, however, are not significantly
different from zero. If acquiring firms first communicate to target firms
their interests in merging much earlier than one month prior to the merger
announcement, then the statistical significant differences in median sales
volume is expected. It is in the best interest of target insiders to defer sales
until after the merger announcement.

Table 5.4 analyzes the number of buying (Panel A) or selling (Panel B)
insiders. The results in Table 5.4 are similar to those in Table 5.3. Panel A
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Figure 5.2 Banks insider purchasing pattern
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of Table 5.4 shows that the mean and the median numbers of buying in-
siders for the first few months prior to merger announcements are not
significantly different for the two samples. Panel B shows that the median
number of insiders selling is lower for target firms compared to that of the
matched firms.

Table 5.5 presents statistics for the number of insider purchases (Panel A)
or sales (Panel B) during the 12-month period before merger announce-
ments. The results in Table 5.5 are similar to those in Tables 5.3 and 5.4.

Overall, we observe no abnormal buying behavior by the insiders of
target banks using all three measures of buying activity. When median
selling activity is compared, we find significantly lower sales by target bank
insiders for all three measures.
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Figure 5.3 Banks insider selling pattern
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Table 5.4 Number of insiders buying or selling

This table presents the summary statistics of the number of insiders buying or
selling along with t-test for mean equality and Wilcoxon signed rank test of the
equality for the median. The last two columns present the percentage of banks
that have more than one insiders trading (in Panel A only purchase, and in Panel
B only sales). Note that since the median data is always zero, it is not presented
here.

Month Target Matched Statistics % of �1 
firms samples insiders

Mean S.D. Mean S.D. t-test Wilcoxon Z Target Matched

Panel A: Number of insiders buying
�1 0.258 0.881 0.309 0.681 �0.651 �1.589 2.30 6.91
�2 0.272 1.047 0.392 1.150 �1.107 �1.468 2.76 8.29
�3 0.327 0.693 0.309 0.812 0.249 0.635 6.91 5.53
�4 0.341 0.940 0.327 0.957 0.153 �0.276 7.83 4.15
�5 0.438 1.373 0.336 0.996 0.929 �0.157 7.37 5.53
�6 0.396 1.138 0.359 0.811 0.395 �0.787 8.29 6.45
�7 0.392 0.902 0.447 0.838 �0.701 �1.525 7.37 9.22
�8 0.373 1.386 0.382 0.869 �0.084 �1.385 5.53 5.99
�9 0.433 1.137 0.433 1.666 0.000 0.642 8.29 6.91
�10 0.507 1.102 0.410 1.073 0.929 1.464 10.14 9.68
�11 0.475 1.647 0.359 0.733 0.956 �1.096 8.29 10.14
�12 0.521 1.175 0.493 1.273 0.258 0.417 11.98 10.60

Panel B: Number of insiders selling
�1 0.120 0.366 0.424 1.128 �3.740*** �3.524*** 1.38 10.14
�2 0.267 0.722 0.406 0.812 �2.047* �2.212* 4.61 8.29
�3 0.263 0.660 0.433 0.951 �2.094* �1.901* 5.66 9.68
�4 0.355 0.976 0.456 1.182 �1.079 �1.116 5.99 8.76
�5 0.364 0.764 0.512 1.561 �1.265 �0.015 7.83 9.68
�6 0.382 1.048 0.525 1.244 �1.299 �0.877 6.91 12.90
�7 0.392 0.942 0.484 1.171 �1.018 �0.463 7.37 11.52
�8 0.309 0.777 0.442 0.927 �1.673* �1.921* 7.83 10.14
�9 0.373 1.016 0.350 0.864 0.258 �0.054 6.91 5.99
�10 0.429 1.100 0.350 0.798 0.873 0.132 9.68 5.99
�11 0.350 0.854 0.341 0.735 0.130 �0.370 9.22 6.91
�12 0.313 0.830 0.327 0.799 �0.186 �0.456 6.45 4.61

Notes: The symbols *, **, and *** denote statistical significance at the 0.05, 0.01 and
0.001 levels, respectively, using a 1-tail test.
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Table 5.5 Number of insider purchase or sales trades

This table presents the summary statistics of the number of insiders purchase or
sales along with a t-test for mean equality and Wilcoxon signed rank test of the
equality for the median. The last two columns present the percentage of banks
that have more than one purchasing or selling trades by any insider (in Panel A
only purchase, and in Panel B only sales). Note that since the median data is
always zero, it is not presented here.

Month Target Matched Statistics % of �1 
firms samples trades

Mean S.D. Mean S.D. t-test Wilcoxon Z Target Matched

Panel A: Number of insider purchase trades
�1 0.341 1.132 0.415 1.060 �0.678 �1.630 5.99 10.14
�2 0.359 1.475 0.498 1.358 �0.985 �1.513 4.61 11.52
�3 0.594 1.743 0.433 1.189 1.086 0.846 12.44 9.22
�4 0.618 2.242 0.424 1.553 1.041 0.121 10.60 6.91
�5 0.668 2.217 0.424 1.161 1.483 �0.462 9.68 9.68
�6 0.765 2.806 0.585 1.809 0.789 �0.520 12.44 9.22
�7 1.032 6.862 0.664 1.876 0.761 �1.120 11.98 13.36
�8 0.562 2.147 0.604 1.530 �0.236 �1.276 10.60 12.44
�9 0.705 2.227 0.585 1.916 0.615 0.697 12.44 10.60
�10 0.733 1.772 0.705 2.020 0.154 1.246 12.90 14.75
�11 0.705 2.624 0.502 1.202 1.058 �0.703 11.06 12.44
�12 0.862 2.117 0.664 1.656 1.162 0.569 16.59 13.36

Panel B: Number of insider sales trades
�1 0.207 0.947 0.806 3.043 �2.737** �3.309*** 4.61 12.90
�2 0.613 2.401 0.774 1.853 �0.823 �2.099* 10.60 17.05
�3 0.576 1.933 1.783 9.569 �1.808* �1.753* 11.52 17.05
�4 0.645 1.910 0.908 2.691 �1.289 �1.155 11.98 14.29
�5 0.714 2.048 1.009 3.235 �1.186 �0.002 11.98 13.36
�6 0.806 3.003 0.908 2.911 �0.350 �0.695 12.44 17.05
�7 0.825 2.896 0.779 2.399 0.199 �0.092 12.90 14.75
�8 0.562 2.045 1.005 2.603 �1.939 �2.283 11.06 18.89
�9 0.779 3.089 1.355 8.646 �0.922 0.013 12.44 14.75
�10 0.788 2.517 0.687 2.131 0.477 0.003 13.36 11.98
�11 0.770 2.420 0.645 2.428 0.541 0.238 13.82 11.98
�12 0.899 5.168 1.018 7.572 �0.199 �0.239 10.14 9.22

Notes: The symbols *, **, and *** denote statistical significance at the 0.05, 0.01 and
0.001 levels, respectively, using a 1-tail test.



Insider Trading and Non-trading

The statistical evidence presented indicates no abnormal buying and some
abnormal deferral of sales prior to merger. Our results can be interpreted
in a variety of ways. One argument is that the result is consistent with the
other studies that suggest successful use of current regulations prohibiting
private information based trading.5 In effect, insiders are not trading more,
but in some cases are deferring trades to their advantage.

However, based on current insider trading regulation philosophy, it can
be argued that insiders should refrain from trading prior to any potential
‘price-moving’ private news. We observed significant decreases in selling,
but not a significant decrease in buying. Although the buying activity is not
abnormally high, the ‘disclosure or refrain’ philosophy stipulates that there
should be no insider buying activity before merger announcements. One
could argue that less than 20 percent of target banks’ insiders are buying,
and less than 3 percent banks have more than one insider that is buying
stocks. However, it should be noted that the usual liquidity argument for
trading does not hold in this case because the trade involves buying.

Hence, our result is different from that of Madison et al. (2004) who found
that target bank insiders’ purchases and sales two months prior to the merger
announcement are both significantly less compared to the (time series)
control’s insiders. We, on the other hand, find that the insiders at target banks
indeed significantly reduce their selling, but do not significantly reduce their
purchasing.

As a robustness check, we use Poisson regression analysis where the
dependent variable is either the number of insiders buying (or selling) or
the number of buying (or selling) trades. The independent variables in the
regression are merger dummy (equal to 1 when the bank is the merger target
and otherwise equal to 0) and asset size6 (in thousands of dollars). Here,
merger dummy is the choice variable, and asset size is a control variable.
The results are presented in Table 5.6. We are primarily interested in insider
trading during the month prior to the merger announcement. For insider
buying activity, the merger dummy is not significant for both of the insider
trading measures. For insider selling activity, the merger dummy is
significant for both insider trading measures. This finding is consistent with
our findings in Tables 5.4 and 5.5.

CONCLUSIONS

In this study we examined insider trading data of US commercial banks
and bank holding companies prior to the announcement that they are
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merger targets during the period 1995–2005. We compared the target
banks’ insiders trading with that of asset size and industry matched control
firms’ insider trading. We use three different constructs to measure insider
trading, namely trading volume, number of insiders trading and number of
trades of an insider. We emphasize the last two measures to assess the
informed trading for our analysis; and based on these measures, we find a
significant decrease in selling, but not a significant decrease in purchases by
insiders at the target bank.

Our finding is not very different from other high-CAAR producing
events like restatement (Agrawal and Cooper, 2006) or bankruptcy
(Nasser and Gup, 2006), as the insiders are not actively taking advantage
of the private information with abnormal trading. However, our results
are different from Madison et al.’s (2004) findings that insiders at target
banks reduce their purchase and selling significantly prior to merger
announcement.

It is possible to argue that current insider trading regulation philosophy,
‘disclosure or refrain’, mandates that there should be a significant decrease
in purchasing, if not complete absence of purchasing, prior to a merger
announcement. This is not what we find in our results. Based on extant
literature, Bris (2004) asserts that ‘[in the US] even though strict IT [insider
trading] laws are in place, there is plenty of evidence that corporate insiders
still profit from private information, especially preceding takeover
announcements’ (p. 280). So, how one explains the incidence of insider
trading depends on what method one uses and how one interprets the
results.

We, however, should be mindful of few caveats in this study. First, it is
possible that there could be trading by insiders that was not reported, and
thereby not included in our study. Second, insiders could use some cleverly
devised methods of self-dealing that go undetected. Given these, we can
conclude that the absence of abnormal purchase prior to bank mergers
implies insider trading laws are effective in deterring informed trading.
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NOTES

1. CNNMoney.com, 31 March 2006.
2. Note that this period is pre-Sarbanes-Oxley.
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3. Using a Poisson regression or Negative Binomial regression where the number of insid-
ers or number of trade per insider is the dependent variable does not violate the assump-
tions of the regression, and can be used without a problem.

4. Lorie and Niederhoffer (1968) and Jaffe (1974), both in their unique ways defined infor-
mation event where more than two net buyers or net sellers are trading in a firm. In that
regard, our measure is more conservative. Also, we do not use net buyer or seller; rather,
we use buyer and seller separately for reasons similar to that of Agrawal and Jaffe (1995).

5. ‘Discloser or refrain’ is the current insider trading regulation philosophy. Bettis et al.
(1998) provide a critique of this philosophy. However, Fried (2003) argues that insiders by
abstaining from trading based on private information cannot systematically earn abnor-
mal returns.

6. Using asset size in log value do not change the results.
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6. Conflicts of interest and corporate
governance failures at universal
banks during the stock market
boom of the 1990s: the cases of
Enron and WorldCom
Arthur E. Wilmarth, Jr.

INTRODUCTION

The re-entry of commercial banks into the securities business trans-
formed US financial markets during the 1990s. Beginning in the 1980s,
federal regulators and courts began to open loopholes in the Glass-
Steagall Act of 1933 (Glass-Steagall), which had effectively banished
commercial banks from the securities industry. In 1989, the Federal
Reserve Board permitted bank holding companies to establish ‘Section 20
subsidiaries’ that could underwrite debt and equity securities to a limited
extent. By 1996, Section 20 subsidiaries were able to compete effectively
with securities firms as a result of the Federal Reserve’s liberalization of
the rules governing those subsidiaries. In 1998, the Federal Reserve took
a more dramatic step by allowing Citicorp, the largest US bank holding
company, to merge with Travelers, a financial conglomerate that owned a
major securities firm, Salomon Smith Barney (SSB). That merger pro-
duced Citigroup, the first US universal bank since 1933, and it placed
great pressure on Congress to repeal Glass-Steagall. In November 1999,
Congress enacted the Gramm-Leach-Bliley Act (GLBA), which removed
the most important Glass-Steagall barriers and allowed commercial
banks to affiliate with securities firms and insurance companies by
forming financial holding companies.1

In adopting GLBA, Congress determined that the potential benefits of
combining commercial and investment banking outweighed concerns
about promotional pressures and conflicts of interest that were reflected in
Glass-Steagall. Congress concluded in 1999 that Glass-Steagall was obso-
lete and counterproductive. Congress therefore dismissed the relevance of
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Glass-Steagall’s findings that the combination of commercial and invest-
ment banking during the 1920s had produced a wave of speculative financ-
ings, an unsustainable economic boom, and the distribution of high-risk
securities that inflicted massive losses on unsophisticated investors.2

GLBA essentially ratified the securities powers that bank holding com-
panies had already obtained through the Federal Reserve’s Section 20 orders.
By 1999, 45 banking organizations (including all of the 25 largest banks)
had established Section 20 subsidiaries. Three of those banks – Citigroup,
J. P. Morgan Chase (Chase) and Bank of America – ranked among the top
ten underwriters for US securities in 1999.3 During 1999–2000, Citigroup’s
investment banking fees exceeded $6.6 billion and accounted for more than
one-fifth of Citigroup’s total revenues.4 In 2000, Citigroup, Chase and Bank
of America ranked among the top ten underwriters of global securities,
along with three major foreign banks (Credit Suisse, Deutsche and UBS) and
four US securities firms (Goldman Sachs, Merrill Lynch, Morgan Stanley
and Lehman Brothers). That group of top global underwriters remained
essentially the same during 2001–5.5

The six domestic and foreign banks included within that group achieved
their status in large part by acquiring securities firms in the United States
and the United Kingdom.6 Leading securities firms responded to the
banks’ competitive challenge by acquiring FDIC-insured depository insti-
tutions. Securities firms were able to acquire these bank-like institutions by
taking advantage of loopholes in the statutes governing bank and thrift
holding companies. For example, Merrill Lynch acquired a thrift insti-
tution and an industrial loan company (ILC) during the 1990s. Those insti-
tutions currently hold $80 billion of deposits, and Merrill Lynch uses their
deposits as the primary funding source for its commercial lending, con-
sumer lending and bond trading activities.7 Morgan Stanley, Lehman
Brothers and Goldman Sachs also own ILCs, although each of those ILCs
currently holds less than $8 billion of deposits.8 Thus, Merrill Lynch cer-
tainly qualifies as a universal bank in terms of offering a full range of
banking and securities services, and the other three major securities firms
arguably fall within that category as well.

Competition between commercial banks and securities firms helped to
stimulate a spectacular growth in the issuance of corporate securities
during the late 1990s. Total underwritings and private placements of cor-
porate securities in US financial markets more than tripled, from $860
billion to $3.12 trillion, during 1994–2001.9 This rapid expansion in cor-
porate issues contributed to the stock market boom of 1994–2000, which
was comparable to the great bull market of 1923–9. Unfortunately, as in the
1920s, the stock market boom of the 1990s was followed by a sharp decline
during 2000–2. During that decline, the total value of all publicly traded
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US stocks fell by 40 percent, from $17 trillion to $10 trillion, representing
the worst long-term decline in stock values since 1929–32.10

The drop in stock prices accelerated between December 2001 and
October 2002, as investors reacted to reports of accounting fraud and self-
dealing at many ‘new economy’ firms that had been viewed as ‘stars’ during
the stock market boom of the 1990s.11 The sudden collapses of Enron and
WorldCom were especially shocking to investors. With assets of $63 billion
and $104 billion, Enron and WorldCom represented the largest corporate
bankruptcies in US history.12 Investigations and lawsuits revealed that uni-
versal banks played central roles in financing the rapid growth of Enron
and WorldCom, and in promoting the sale of their securities. Government
officials penalized universal banks for their involvement with Enron and
WorldCom, and officials also brought enforcement actions against uni-
versal banks for a wide range of other misconduct related to their securi-
ties activities, including (a) conflicts of interest among research analysts,
resulting in the issuance of biased and misleading reports to investors, (b)
manipulative and abusive practices connected with initial public offerings
(IPOs), and (c) late trading, market timing and other abuses involving
mutual funds.13

This chapter is part of a larger project that will examine the role of uni-
versal banks during the US economy’s boom-and-bust cycle of 1994–2002.
In particular, I intend to consider whether the combination of commercial
and investment banking activities during the 1990s created promotional
pressures and conflicts of interest that (a) caused universal banks to under-
write risky securities and extend speculative loans, (b) led universal banks to
issue offering prospectuses and research reports that promoted the sale of
those risky securities without proper disclosure of the investment risks, and
(c) induced universal banks to disregard legal prohibitions on deceptive
practices and their own policies against abusive transactions. This chapter
focuses on the involvement of universal banks with Enron and WorldCom.
While many scholars have analyzed the Enron and WorldCom scandals, to
my knowledge only two legal academics – James Fanto and Hillary Sale –
have given substantial attention to the role of universal banks in those scan-
dals.14 The analysis in this chapter builds upon their important work.

The evidence presented below supports several conclusions. First, the
desire for investment banking fees caused universal banks to enter into
structured-finance transactions with Enron, even though bank officials
recognized that that the transactions (a) were inherently deceptive, (b) were
contrary to their banks’risk management policies and (c) exposed their banks
to serious reputational risk and legal liability. Second, universal banks
competed for investment banking mandates by providing extraordinary
financial favors to senior corporate executives of Enron and WorldCom,
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notwithstanding the obvious corruption inherent in those favors. Third, uni-
versal banks distributed offering prospectuses and research reports that
encouraged investors to buy Enron’s and WorldCom’s securities, even though
bank officials knew or should have known that the promotional documents
were materially misleading and failed to disclose significant investment risks.
Indeed, some banks quietly arranged hedging transactions to reduce their
credit exposures to Enron and WorldCom concurrently with their publica-
tion of materials encouraging investors to buy the companies’ securities.
Other banks fired analysts who published critical reports about Enron.
Finally, universal banks repeatedly extended credit to Enron and WorldCom
in order to attract investment banking business, even though bank officers
had serious concerns about the financial viability of both companies.

Thus, the Enron and WorldCom episodes demonstrated an appalling
failure of corporate governance safeguards at universal banks as well as
their clients. The actions of universal banks with respect to Enron and
WorldCom also revealed the existence of promotional pressures, conflicts
of interest, speculative financing and exploitation of investors, which were
similar to the perceived abuses that caused Congress to separate com-
mercial and investment banking in 1933. Beyond the injuries suffered by
investors and the broader economy, the universal banks’ misconduct
related to Enron and WorldCom raises troubling questions about the
risks to the financial system created by the commingling of commercial
and investment banking. By September 2006, universal banks had paid
almost $15 billion, and had surrendered creditor claims of about $3 billion,
in order to settle enforcement actions, civil lawsuits and bankruptcy pro-
ceedings related to Enron and WorldCom. Hence, the losses suffered by
universal banks, which have not yet been fully determined, far exceed the
fees they received from Enron and WorldCom. For example, Enron and
WorldCom paid Citigroup about $330 million, but Citigroup has already
paid nearly $5 billion to settle claims related to its work for those com-
panies.15 The magnitude of the foregoing losses indicates that GLBA’s
regulatory scheme is not adequate to control the risks posed by universal
banking powers to our largest banks – the same banks that are most likely
to receive ‘too big to fail’ treatment from financial regulators.16

UNIVERSAL BANKS AND ENRON

The Rise and Fall of Enron

Enron was one of the most glamorous and admired companies during the
stock market boom of the late 1990s. Enron’s reported revenues increased
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from less than $10 billion in 1995 to $20 billion in 1997, $30 billion in 1998,
$40 billion in 1999 and $100 billion in 2000. Enron’s market capitalization
reached $70 billion at its peak in August 2000. Measured by reported rev-
enues and market capitalization, Enron was the seventh largest corporation
in the United States. For five consecutive years, from 1997 through 2001,
Fortune magazine ranked Enron as the ‘Most Innovative Company in
America’.17

Enron’s management, led by Kenneth Lay and Jeffrey Skilling, trans-
formed Enron from an operator of natural gas pipelines in the 1980s to a
highly diversified company with four primary business segments at the end
of the 1990s. Enron’s major segments were: (a) Transportation Services,
which operated Enron’s traditional natural gas pipelines and an electric
utility; (b) Wholesale Services, which operated trading markets for futures
contracts and other derivative instruments based on a wide range of com-
modities; (c) Energy Services, which sold energy products to commercial
and retail customers; and (d) Broadband Services, which sought to be ‘the
world’s largest marketer of bandwidth and network services [and] . . . the
world’s largest provider of premium content delivery services’. Enron also
made extensive ‘merchant investments’ in a wide array of ventures, in-
cluding foreign power plants, foreign water systems, and many speculative,
high-technology companies.18 By 2000, Enron’s highly-publicized business
units for trading in bandwidth and the provision of broadband services to
households persuaded Wall Street that Enron deserved an ‘Internet-style
valuation’ that was far higher than Enron could have achieved as an energy
company.19

Enron became a de facto financial institution by the late 1990s, due to its
heavy involvement in trading commodities and financial instruments.
Skilling was the architect of Enron’s financial services strategy, which grew
out of his success in establishing a ‘gas bank’ at Enron in the early 1990s.
The ‘gas bank’ was very profitable, and Enron became the leading supplier
of futures and other derivative contracts for delivery of natural gas. Enron
sought to extend Skilling’s ‘gas bank’ concept by creating trading markets
and risk management products for a wide variety of commodities, in-
cluding electricity, water, pulp and paper, coal, steel and broadband.
Skilling believed that Enron should buy ‘hard assets’ in targeted industries
solely for the purpose of establishing a base for trading operations, and
should then sell off the assets after it developed a trading capability.20

Skilling’s based his ‘asset light’ strategy on the assumption that Enron
could use its trading expertise and Internet technology to ‘monetize’ all
types of assets. Skilling was convinced that Enron could become the
dominant trader for every conceivable type of commodity or contract.21 In
Enron’s 2000 annual report, the company proclaimed its ‘unrivaled access

Conflicts of interest 101



to markets and liquidity’ and also declared that ‘[w]hen customers do busi-
ness with Enron, they get our commitment to reliably deliver their product
at a predictable price, regardless of market conditions’.22

Enron pursued three additional strategies, which contained the seeds of
its destruction. First, Enron obtained permission from the Securities and
Exchange Commission (SEC) to adopt the mark-to-market (MTM)
accounting method for certain of Enron’s trading activities. Without
seeking the SEC’s approval, Enron extended MTM accounting to many of
its other businesses. By 2000, Enron accounted for more than a third of its
assets under the MTM method. MTM accounting allowed Enron to carry
those assets at ‘fair value’ based upon publicly quoted prices or (in most
cases) its own estimates of fair value. Additionally, MTM accounting
enabled Enron to record in a single year all the profits that it expected to
accrue over the life of a financial contract, power plant or other newly-
acquired asset. Second, Enron’s compensation system rewarded employees
for increasing the company’s quarterly earnings, thereby encouraging
Enron’s officers to make deals with the maximum short-term impact on
profits. In combination, MTM accounting and Enron’s compensation
system produced an aggressive, deal-oriented corporate culture in which
managers approved contracts and authorized new projects to achieve
short-term earnings goals, with little or no regard for a venture’s long-term
viability.23

Third, as stated in its 2000 annual report, Enron pledged that it would be
‘laser-focused on earnings per share’, and that it would maintain ‘invest-
ment grade status’, which was ‘critical to the success of [Enron’s] wholesale
[trading] business as well as its ability to maintain adequate liquidity’.24

Enron’s commitment to produce steady growth in earnings per share (EPS)
and to maintain an investment-grade credit rating made the company a
favorite of institutional investors. By late 2000, mutual funds, pension
funds and other institutional investors held 60 percent of Enron’s stock,
and those investors did not begin to abandon Enron until October 2001,
after the company disclosed that accounting violations would force it to
write down its assets by more than $2 billion.25

Enron’s promises ultimately created a financial trap from which it could
not escape without fraud. Analysts and credit ratings agencies expected
Enron to produce consistent growth in cash flow revenues and EPS.
However, Enron’s MTM accounting produced a mismatch between cash
flow and earnings, because Enron reported MTM earnings well in advance
of its receipt of actual revenues. Many of Enron’s speculative ventures
proved to be disappointments or outright disasters and did not produce the
expected revenues. Enron therefore needed external funding sources to
provide the cash flow that its internal operations failed to generate. Enron’s
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management was unwilling to obtain the needed funds by issuing new
stock, because that would dilute the company’s EPS. Management was
also unwilling to issue new debt, because that would undermine Enron’s
investment-grade credit rating.26

Because of its unwillingness to issue equity or debt, Enron entered into
a bewildering array of structured-finance transactions. Enron’s structured-
finance deals were designed to achieve the following objectives: (a) to gen-
erate fictitious revenues and earnings; (b) to obtain de facto loans while
disguising Enron’s obligations to repay those loans; (c) to move poorly-
performing assets off Enron’s balance sheet into special-purpose entities
(SPEs) controlled by Enron or its officers; and (d) to create accounting
hedges against declines in the MTM values of Enron’s more volatile
assets.27 By November 2001, Enron had accumulated actual debt obliga-
tions of $38 billion, but only $13 billion appeared on its balance sheet.28

Enron’s officers believed that the company’s SPE transactions would
provide ‘bridge’ financing and would ‘maintain the impression that Enron
was humming until . . . [the company] started raking in real profits’ from
the ‘big enchilada’ projects conceived by Skilling.29 Unfortunately,
Skilling’s projects failed, and the hoped-for profits did not materialize.30

When Enron finally began to disclose the magnitude of its accounting
manipulations in October 2001, the company quickly lost the confidence of
its investors, creditors and trading counterparties. Enron filed for Chapter
11 bankruptcy reorganization on 2 December 2001, shortly after last-ditch
merger negotiations with Dynegy failed.31

Universal Banks as ‘Enablers’ of Enron’s Fraud

Neal Batson, Enron’s bankruptcy examiner, determined that ‘[t]here is
sufficient evidence from which a fact-finder could conclude’ that nine uni-
versal banks ‘had actual knowledge of the wrongful conduct of [Enron’s]
officers’ and ‘gave substantial assistance to the officers by participating in
the structuring and closing of the SPE transactions’.32 Similarly, Bethany
McLean and Peter Elkind concluded that banks were ‘Enron’s enablers . . .
the best supporting actors of the Enron scandal – without whose zealous
participation Enron’s financial shenanigans would simply not have been
possible’.33 Hillary Sale also agreed that ‘[b]anks were a significant part of
what “went wrong” at Enron . . . Without the banks, the [SPE] transactions
would not have occurred’.34

Enron’s deal-focused culture and its constant need for new sources of
financing made it a favorite client of universal and investment banks. ‘By the
late 1990s, Enron had become one of the largest payers of investment
banking fees in the world’ and obtained services from more than 70 banks.35
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Andrew Fastow, Enron’s chief financial officer, created a tournament that
forced banks to compete against each other for Enron’s favor. Fastow
divided Enron’s banks into ‘Tier 1, Tier 2, and Tier 3’, and a bank could earn
‘Tier 1’ status only if it was prepared ‘to lead/structure complex, mission-
critical deals’, to ‘[u]nderwrite $1 billion in [a] short period of time’, and to
provide an ‘[a]ccount officer capable of delivering [the] institution’ so that it
would do Enron’s bidding.36 Many banks readily accepted Fastow’s terms,
even though Enron was a notoriously difficult client. As one banker said: ‘It
was hell doing business with them, but you had to because they were
so big.’37

The Enron bankruptcy examiner’s reports provide detailed descriptions
of the involvement of universal banks in Enron’s structured-finance deals.38

This chapter focuses on four types of transactions, which banks arranged
for Enron despite their clear awareness of the deception and corruption
inherent in those transactions.

First, Enron used prepaid commodity swaps (‘prepays’) to obtain dis-
guised loans. In the typical prepay, the lending bank transferred funds to a
bank-controlled SPE, and the SPE then ‘paid’ those funds to Enron in
exchange for Enron’s ‘agreement’ to deliver specified commodities. A series
of offsetting swap agreements among the bank, the SPE and Enron
effectively eliminated Enron’s agreement to deliver the commodities and
instead obligated Enron to pay a fixed sum of money plus interest to the
lending bank. Although the transaction was functionally equivalent to a
loan, Enron reported the proceeds as cash flow from operating activities
and recorded its payment obligation as a liability from ‘price risk manage-
ment activities’. Thus, prepays enabled Enron to inflate its reported cash
flow and to disguise its actual debt obligations.39 Citigroup and Chase
arranged more than $8.3 billion of prepay transactions for Enron between
1992 and 2001. Barclays, Credit Suisse, Royal Bank of Scotland (RBS) and
Toronto Dominion Bank also participated in prepay transactions.40

According to one Enron risk manager, ‘[t]he banks liked [prepays] because
Enron got addicted . . . Enron had to repay the loan[s], but the cash flow
didn’t materialize. So [the prepays] snowballed.’41

‘Minority interest transactions’ were a second type of structured-finance
device that provided disguised loans to Enron. Citigroup provided $1.75
billion of de facto loans to Enron through three ‘minority interest trans-
actions’ that were completed at the end of 1997, 1998 and 1999. Citigroup
developed the concept for these transactions and marketed the concept as a
proprietary product. In the 1999 transaction (known as Project Nahanni),
Citigroup provided a $485 million loan to Nahanni, an SPE established and
controlled by Citigroup. Citigroup also arranged for a group of investors to
buy $15 million of equity in Nahanni in order to meet the SEC’s 3 percent
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outside equity ownership requirement for avoiding consolidation of
Nahanni with either Enron or Citigroup. Nahanni used the funds it received
from Citigroup and the investors to purchase $500 million of Treasury
securities, which it then contributed as a ‘minority investment’ in Marengo,
an Enron-controlled entity. At Enron’s direction, Marengo sold the
Treasury bills on 29 December 1999, and Marengo sent the $500 million sale
proceeds to Enron.

In January 2000, Enron caused Marengo to ‘repurchase’ Nahanni’s
minority interest for $487.1 million. Nahanni used those funds to repay
Citigroup’s $485 million loan together with $2.1 million in imputed inter-
est. Thus, in practical effect, Citigroup used Project Nahanni to provide a
$485 million loan to Enron for a one-month period. However, Enron did
not report Project Nahanni as a loan. Instead, Enron reported the $500
million of Treasury bills contributed by Nahanni as a ‘minority interest’ on
its 1999 balance sheet, which it then ‘repurchased’ in 2000. In addition,
Enron reported the sale of the Treasury bills on its 1999 income statement
as $500 million of cash flow from ‘merchant investment’ activities. Like the
commodity ‘prepays’, Project Nahanni and the other ‘minority interest’
transactions inflated Enron’s reported cash flow while disguising its actual
debt.42

A third series of structured transactions enabled Enron to record
fictitious ‘sales’ of assets to Enron-controlled SPEs. During 2000 alone,
Enron relied on asset sales to SPEs to increase its reported operating cash
flow and its reported earnings by more than 35 percent.43 For example, in
Project Bacchus, Enron contributed its pulp and paper trading business to
an off-balance-sheet SPE named Fishtail, in exchange for 80 percent of
Fishtail’s equity. Enron asserted that it did not have to consolidate Fishtail
on its balance sheet, because 3 percent of Fishtail’s equity was held by
LJM2, a purportedly independent partnership that was actually controlled
by Fastow. On 20 December 2000, Enron sold its 80 percent interest in
Fishtail for $200 million to Sonoma, another SPE. Citigroup provided
Sonoma with a $194 million loan and a $6 million equity infusion, thereby
enabling Sonoma to ‘buy’ Enron’s interest in Fishtail and to avoid any
consolidation with Enron. Using a total return swap, Enron guaranteed
repayment of Citigroup’s $194 million loan, and Fastow orally commit-
ted to repurchase Citigroup’s $6 million equity investment. Enron’s bank-
ruptcy examiner concluded that: (a) Project Bacchus did not represent a
‘true sale’ of Enron’s pulp and paper trading business, because both
Fishtail and Sonoma should have been consolidated with Enron; and (b)
Project Bacchus effectively represented a $200 million loan from Citigroup
to Enron. Nevertheless, Enron reported Project Bacchus on its 2000
income statement as generating $200 million in cash flow from operations
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and $112 million in MTM earnings resulting from the ‘sale’ of its pulp and
paper trading business. In addition, Enron did not report its swap obli-
gation to repay Citigroup’s loan as debt on its balance sheet.44

Barclays, Canadian Imperial Bank of Commerce (CIBC), Credit Suisse
and RBS helped Enron to make similar fictitious ‘sales’ of assets to off-
balance-sheet SPEs. CIBC’s role was particularly significant, as it partici-
pated in 11 SPE transactions that enabled Enron to inflate its reported MTM
earnings by nearly $600 million and its reported cash flow by more than $1.7
billion, while understating its reported debt by more than $1 billion.45

The most notorious of these asset ‘sales’ was Enron’s sale of Nigerian
barges to an SPE established by Merrill Lynch at the end of 1999. Enron
needed to sell the barges to generate earnings but could not find an arms’
length buyer at the desired price. At Enron’s request, Merrill Lynch estab-
lished an SPE to purchase the barges and invested $7 million to capitalize
the SPE. Fastow gave his oral assurance that Enron would repurchase
Merrill Lynch’s equity interest within six months and would also give
Merrill Lynch a 15 percent return on its investment. Merrill Lynch’s $7
million investment (together with a $21 million loan from Enron) provided
the SPE with funds that were used to buy the Nigerian barges for $28
million. Enron reported the transaction on its 1999 income statement as
producing $12 million in MTM earnings from the ‘sale’ of the barges, even
though the transaction did not meet the requirements for a ‘true sale’ to an
unaffiliated party. Merrill Lynch also participated in another sham trans-
action requested by Enron at the end of 1999 – a pair of offsetting elec-
tricity swaps that were effectively ‘mirror images’ in their essential terms.
The matched swaps had no substance, but Enron used them to report $50
million of additional earnings on its 1999 income statement.46

A fourth series of SPE transactions provided accounting hedges for
Enron’s merchant investments in speculative, high-technology companies.
These hedging transactions had two primary purposes: (a) to lock in gains
in the MTM values of some of Enron’s merchant investments; and (b) to
protect Enron’s balance sheet against future declines in the values of such
investments. To create each of the desired hedges, Enron established an SPE
in which either LJM1 or LJM2 – purportedly independent partnerships
that were controlled by Fastow – held the required 3 percent equity inter-
est. Enron then entered into a total return swap with the SPE. Under the
swap, Enron agreed to pay an amount equal to any increase in the MTM
value of the underlying investment and the SPE agreed to pay an amount
equal to any decline in the MTM value of that investment. Thus, the SPE’s
payment obligation under the swap offset any MTM loss that Enron might
suffer on the underlying investment. However, the hedges were illusory,
because Enron capitalized the SPEs with contributions of its own stock.
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When Enron’s stock price plummeted in 2001, the SPEs could no longer
perform their payment obligations and the hedges collapsed.47

Credit Suisse and RBS provided the outside capital for LJM1 and
received handsome returns on their investments. They also participated in
transactions involving LJM1 that enabled Fastow and his associates to reap
personal benefits of more than $40 million, even though officials at both
banks recognized the impropriety of Fastow’s self-dealing.48 Based on
LJM1’s success, Fastow persuaded Enron’s board to authorize LJM2 – ‘a
big, all-purpose private equity fund’ that would enable Enron to ‘manage
its investment portfolio risk, funds flow, and financial flexibility’.49 Fastow
chose Merrill Lynch to serve as the financial advisor and private placement
agent for LJM2. Fastow insisted that Enron’s banks must make substantial
equity investments in LJM2 if they wanted to maintain ‘Tier 1’ status for
Enron’s banking business. Merrill Lynch and its partners invested more
than $20 million in LJM2, and Enron’s other banks contributed an add-
itional $80 million. The banks’ up-front investments enabled Fastow and
Merrill Lynch to recruit other institutional investors, including insurance
companies and pension funds. Fastow and Merrill Lynch ultimately raised
$400 million of equity capital for LJM2, which enabled LJM2 to become
‘the single most powerful tool for managing Enron’s earnings’.50

In addition to the foregoing SPE deals, Deutsche engineered a set of tax-
related SPE transactions for Enron. Deutsche’s structured transactions
produced tax benefits that increased Enron’s reported income by more than
$400 million during 1997–2001. Enron’s bankruptcy examiner concluded
that these transactions ‘were, for the most part, artificial transactions
lacking a bona fide business purpose other than the creation of accounting
income for Enron’.51

The Banks’ Awareness of Enron’s Fraud

Enron’s bankruptcy examiner determined that the SPE transactions dis-
guised $14 billion of debt obligations by moving those obligations off
Enron’s balance sheet.52 The banks were well aware that Enron was using
SPE transactions to mislead investors, analysts and credit ratings agencies
by inflating its reported cash flows and earnings and by hiding debt. Credit
Suisse and RBS also recognized that their involvement in LJM1 enabled
Fastow and his associates to receive improper self-dealing benefits. Despite
this knowledge, the banks viewed Enron as a highly desirable customer, and
they disregarded the financial and reputational risks created by Enron’s
manipulative transactions.

Bank officials plainly recognized the deceptive nature of the structured-
finance deals that their banks arranged for Enron. A Chase officer remarked
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that ‘Enron loves [prepay] deals as they are able to hide funded debt from
their equity analysts’.53 Similarly, Citibank’s Capital Markets Approval
Committee noted that a prepay swap requested by Enron was ‘effectively a
loan, [but] the form of the transaction would allow [Enron] to reflect it as
“liabilities from price risk management activity” on their [sic] balance sheet
and also provide a favourable [sic] impact on reported cash flow from oper-
ations’.54 Officials at Credit Suisse acknowledged that a prepay transaction
the bank was structuring for Enron had ‘accounting driven’ elements, and
one officer asked, ‘Is it OK for us to be entering into such an “obvious” loan
transaction?’55

Bank officials also knew about the deceptive impact of Enron’s other
SPE transactions. A Merrill Lynch officer noted that his firm’s ‘mirror
image’ electricity swap with Enron at the end of 1999 ‘clearly help[ed] them
make earnings for the quarter and year (which had a great value in their
stock price, not to mention personal compensation)’.56 Several banks
understood that Enron was probably violating accounting rules when it
excluded the assets and liabilities of various SPEs from Enron’s balance
sheet. As a condition of investing in those SPEs, the banks required Enron’s
officers to give oral assurances that Enron would repurchase the banks’ 3
percent equity interests. Given Enron’s assurances, the banks understood
that their equity investments were not truly ‘at risk’, a situation that
required consolidation of the SPEs onto Enron’s financial statements.57 For
example, CIBC officers described their bank’s equity investments in SPEs
as ‘trust me’ transactions, because: (a) ‘[u]nfortunately there can be no
documented means of guaranteeing the equity [investment] . . . or the sale
accounting treatment is affected’; and (b) CIBC obtained ‘the strongest
assurance (but not guarantee) from Enron senior management that we
would not incur losses. They have lived up to their word so far.’58 A Barclays
official similarly reported that he had received ‘explicit verbal support’ from
Ben Glisan, Enron’s treasurer, who stated that ‘under all circumstances’
Enron would ‘repay in full’ Barclays’ equity investment in the SPE.59

The banks also recognized that Enron was structuring deals with SPEs
to inflate earnings and hide debt. A Credit Suisse officer described the
Osprey Trust SPE transaction as ‘a vehicle enabling Enron to raise dis-
guised debt which appears as equity on Enron’s balance sheet’ while
‘serv[ing] the added purpose for Enron of being an off balance sheet
parking lot for certain assets’.60 RBS officials described Enron’s SPE trans-
actions as ‘21st Century Alchemy’.61 Citigroup’s managers referred to
Project Nahanni as ‘year-end window dressing’ and ‘essentially, an insur-
ance policy for [year-end] balancing’.62 In describing Project Bacchus, a
Citigroup officer explained that ‘Enron’s motivation in the deal now
appears to be writing up the asset in question from a basis of about
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$100MM to as high as $250MM, thereby creating earnings.’63 Another
Citigroup officer confirmed that ‘Bacchus is part of a program designed to
ensure that Enron will meet its debt/cap targets’.64

Several bank officials objected to Enron’s SPE deals because of the trans-
actions’ deceptive nature and the potential risks they created for the banks.
One Merrill Lynch officer opposed the Nigerian barge transaction because it
would ‘aid/abet Enron income statement manipulation’, and he warned that
his firm would face serious ‘reputational risk’ if a ‘credit meltdown’ occurred
at Enron.65 Similarly, a Citigroup officer questioned the ‘appropriateness’ of
Project Bacchus in view of the ‘earnings dimension to this deal’.66 Citigroup’s
head of global risk management objected to the Sundance Industrial trans-
action, whose purpose was to refinance Project Nahanni, because ‘[t]he
GAAP accounting is aggressive and a franchise risk to us if there is pub-
licity’.67 Similarly, two Credit Suisse officers expressed serious concerns
about the ‘significant reputational risk’ created by their bank’s involvement
in LJM1, given Fastow’s clear conflicts of interest and the personal benefits
Fastow expected to receive from LJM1’s dealings with Enron.68

In each case, however, the banks went forward with the deals because
they wanted to maintain their lucrative relationships with Enron. A
Merrill Lynch officer defended the Nigerian barge deal by arguing that the
deal would ‘differentiate [Merrill Lynch] from the pack and add significant
value’.69 A Citigroup officer highlighted the importance of Project
Bacchus by explaining that ‘[f]or Enron, this transaction is “mission criti-
cal” (their label not mine) for [year-end 2000] and a “must” for us’.70 After
Project Bacchus was approved, a Citigroup officer remarked, ‘Sounds like
we made a lot of exceptions to our standard policies. I am sure we have
gone out of our way to let them know that we are bending over backwards
for them . . . let’s remember to collect this iou when it really counts.’71

Credit Suisse decided to invest in LJM1 because Skilling told a Credit
Suisse officer that the LJM1/Rhythms transaction was very important to
Enron, and because Credit Suisse wanted to strengthen its relationship
with Enron and Fastow. After completing a refinancing of LJM1 that
resulted in significantly higher payments to Credit Suisse, RBS and
Fastow, a Credit Suisse banker explained that the refinancing ‘has pro-
vided a significant return to [Credit Suisse] and has further enhanced our
relationship with Andrew Fastow’. The banker’s supervisor praised her for
doing ‘an excellent job’.72

In fact, Enron’s banks had powerful financial incentives to satisfy
Enron’s demands. During 1997–2001, Enron’s top banks received the
following fees from Enron: Citigroup – $188 million; Credit Suisse – $94
million; Chase – $86 million; Deutsche – $72 million; Merrill Lynch – $63
million; RBS – $60 million; and CIBC – $30 million.73 Not surprisingly, the
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banks prized their relationships with Enron. Citigroup ranked Enron as
‘one of the highest revenue clients within Citigroup’, Chase described
Enron as ‘our single largest client’, RBS lauded Enron as one of its ‘most
remunerative clients’ and Credit Suisse viewed Enron as ‘a Firm wide . . .
priority’.74 Perhaps the most revealing comment appeared in a CIBC in-
ternal memorandum, which explained that Enron’s SPE transactions were
‘[n]ot terribly popular with [CIBC’s] risk management [group], but the
returns changed their minds!’75

The Banks’ Failure to Protect Enron Investors

In addition to their roles in Enron’s SPE transactions, universal banks
served as underwriters or private placement agents for many public
offerings and private placements of debt and equity securities by Enron and
its affiliates. Citigroup, Merrill Lynch and Credit Suisse each participated
in more than 20 public and private offerings of Enron-related securities.76

During 1998–2001, those three banks, along with Chase, CIBC, Barclays,
Lehman Brothers and Bank of America, underwrote offerings for several
billion dollars of Enron-related securities.77 A class action lawsuit alleged
that the banks failed to satisfy their duties as underwriters under Section
11 of the Securities Act of 1933 (1933 Act). The lawsuit alleged that the
banks did not exercise due diligence and, as a consequence, the offering
materials failed to disclose Enron’s business and financial problems and its
deceptive accounting.78 In addition, the lawsuit claimed that the banks
were liable for securities fraud under Section 10(b) of the Securities
Exchange Act of 1934 (1934 Act), because they knowingly or recklessly dis-
tributed misleading offering materials and participated in other fraudulent
practices (including the SPE transactions).79

The class action plaintiffs further alleged that the banks committed se-
curities fraud by causing their investment analysts to issue highly favorable
research reports about Enron despite the banks’ knowledge of Enron’s
growing problems.80 By 1999, Enron’s banks were aware of Enron’s
difficulties in generating operating revenues to match its reported MTM
earnings, and the banks also knew that Enron was executing dozens of
accounting-driven SPE transactions that generated large off-balance-sheet
liabilities. By 2001, Enron’s banks recognized that the company was heavily
leveraged, had significant liquidity problems and depended on a continu-
ous stream of new financings. During this period, several of the banks
quietly reduced their credit exposures to Enron by entering into credit
default swaps, surety agreements and other hedging transactions.81

Despite the banks’ awareness of Enron’s increasingly severe problems,
their investment analysts continued to publish favorable reports about Enron
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until shortly before Enron’s collapse. In October 2001, ‘all sixteen investment
analysts tracked by Thomson Financial/First Call rated Enron a “buy”, and
thirteen called it a “strong buy” ’, notwithstanding a 50 percent decline in
Enron’s stock price and the publication of articles in the financial press that
questioned the validity of Enron’s financial statements.82 In November 2001,
‘eleven of the thirteen analysts following Enron still recommended that the
public purchase the stock, and only one recommended selling it’, even
though Enron had disclosed a $1.2 billion writedown in its assets as well as
an SEC investigation into its accounting practices.83 The only analyst with a
‘sell’ recommendation in November 2001 was employed by Prudential
Securities, which did not engage in investment banking activities.84

Indeed, universal banks placed great pressure on their investment ana-
lysts to issue only favorable comments about Enron. Merrill Lynch and
Citigroup fired analysts who published critical reports about Enron during
the late 1990s. Enron’s senior management complained about those reports
and warned Merrill Lynch and Citigroup that their analysts were under-
mining the banks’ relationships with Enron.85 BNP Paribas allegedly forced
an analyst to resign after he (a) published a research report downgrading
Enron to ‘neutral’ in August 2001, and (b) told his clients that Enron’s
securities ‘should be sold at all costs and sold now’.86 Also in August 2001,
UBS fired a broker, Chung Wu, after he advised a number of clients –
who were also Enron employees – that Enron’s financial situation was
‘deteriorating’ and they should ‘take some money off the table’. After
receiving a strongly-worded complaint from Enron, UBS terminated Wu
and apologized to Enron. UBS also sent a message to Wu’s clients to assure
them that Enron was ‘likely heading higher than lower from here on out’.
UBS’s message included a copy of UBS’s most recent research report on
Enron, which included a ‘strong buy’ rating and said that ‘[w]e would be
aggressive buyers of Enron at current levels’. Like Merrill Lynch and
Citigroup, UBS wanted to preserve its relationship with Enron, which
included investment banking work and a lucrative appointment as admin-
istrator of Enron’s employee stock option plan.87

Credit Suisse’s research analysts faced similar conflicts of interest with
respect to Enron. Two Credit Suisse analysts warned a Chase analyst to
stay away from Enron’s stock in October 2001, at a time when Credit
Suisse’s research department maintained a ‘strong buy’ rating on Enron.
In response, Chase questioned why ‘you’re telling me one thing but [your]
clients a different story??? A little shady if you ask me . . . [A]fraid to lose
the banking business??? [A]re you an investment banker or equity research
analyst???’88 In a subsequent email message to his colleague, one of the
Credit Suisse analysts admitted that ‘[w]e were [Enron’s] number 1 sup-
porter so the threat of a damaging research note was zero. [T]hey needed
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us to publicly sell the stock almost as much as we needed them for the
fees.’89

Credit Suisse’s senior managers and investment bankers pressured
another analyst, Jill Sakol, not to publish critical reports about Enron in
2001.90 At the same time, the head of Credit Suisse’s research department
praised Sakol for communicating her negative assessment of Enron to
Credit Suisse’s bond traders, who quickly sold off the bank’s position in
debt securities issued by an Enron SPE.91 Thus, Credit Suisse, like other
universal banks, evidently saw no problem in subordinating the interests of
retail investors to the bank’s interests in generating trading profits and
earning fees from Enron.

The Banks’ Losses from the Enron Debacle

Enron proved to be a very costly client for its banks. By September 2006,
universal banks had paid more than $8 billion, and had surrendered about
$3 billion of their creditor claims against Enron, in order to settle various
claims asserted by the SEC, Enron’s investors, and Enron itself. Those
amounts will almost certainly increase as Enron’s investors and Enron itself
continue to pursue their claims against non-settling banks.

Citigroup, Chase, CIBC and Merrill Lynch paid nearly $400 million to
settle Enron-related charges filed against them by the SEC.92 Citigroup,
Chase, CIBC, Lehman Brothers and Bank of America paid $6.9 billion to
settle claims filed against them in a class action lawsuit by Enron investors.93

In September 2006, Fastow stated at his sentencing hearing that he would
provide evidence to help Enron’s investors litigate their class action claims
against non-settling banks, including Credit Suisse, Deutsche, Merrill
Lynch, Royal Bank of Canada (‘RBC’), RBS and Toronto Dominion.94 In
order to settle claims filed by Enron itself, Chase, CIBC, Merrill Lynch,
RBC, RBS and Toronto Dominion paid Enron almost $800 million and sur-
rendered creditor claims worth about $3 billion. As of September 2006,
Enron was still pursuing more than $10 billion of claims against Citigroup,
Credit Suisse, Barclays, Bank of America, Deutsche and Merrill Lynch.95

UNIVERSAL BANKS AND WORLDCOM

The Rise and Fall of WorldCom

The chronicle of WorldCom’s rapid ascent and sudden collapse resembles
Enron’s story in a number of respects. Like Enron, WorldCom grew from
humble beginnings to become a leading ‘New Economy’ firm and a favorite
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of institutional investors during the late 1990s. Like Enron’s officials,
WorldCom’s managers sought to pump up their company’s stock price by
promising to meet aggressive earnings targets set by Wall Street analysts.
Like Enron, WorldCom depended on universal banks to provide the
financing the company needed for its rapid expansion. Like Enron,
WorldCom resorted to accounting fraud when it could not produce the rev-
enues and earnings it promised to Wall Street.96 Finally, the top managers
of WorldCom – like those of Enron – were unrelenting in their drive to
achieve dominance in their industry. For a time, Wall Street analysts
and institutional investors had complete confidence in the ability of
WorldCom’s managers to achieve their ambitious goals. Bernie Ebbers and
Scott Sullivan (WorldCom’s CEO and CFO) ‘were considered one of the
best pairings in American business in the late 1990s as WorldCom’s stock
soared, often finishing each other’s sentences when talking to adoring Wall
Street analysts’.97 At the end of 2001, institutional investors owned 56.5
percent of WorldCom’s stock (just as institutional investors had owned
about 60 percent of Enron’s stock at the end of 2000).98

WorldCom and its predecessor, Long Distance Discount Services, Inc.
(‘LDDS’), sought to take advantage of opportunities created by the de-
regulation of the telecommunications (telecom) industry following the
breakup of AT&T’s telephone monopoly in 1984. LDDS began operating
in 1983 as a small provider of discount long-distance telephone services to
Mississippi customers. In 1985, LDDS hired Bernie Ebbers as its CEO.
Ebbers was a former high school basketball coach who owned a chain of
motels. He had no prior experience in the telecom business, but he had
unlimited ambition and ‘unshakeable optimism’.99

Between 1985 and 2001, LDDS (renamed WorldCom in 1995) acquired
more than 70 companies for total consideration valued at more than $100
billion. By 2001, WorldCom was the second largest long-distance telephone
company and the largest provider of Internet-based communications ser-
vices in the United States.100 The rapid growth of LDDS and WorldCom
occurred in several stages. First, LDDS and WorldCom acquired a series of
domestic and international providers of long-distance telephone services to
exploit the deregulation of the long-distance market that began in 1984.
Second, WorldCom entered the local telephone business shortly after the
Telecommunications Act of 1996 removed legal barriers that had previously
barred long-distance carriers from offering local calling services. In
December 1996, WorldCom acquired MFS Communications, thereby
securing access to local telephone networks in a number of major US and
European metropolitan markets. In addition, by acquiring UUNet, a sub-
sidiary of MFS, WorldCom gained the ability to offer Internet communica-
tions services. Third, WorldCom cemented its status as a leading competitor
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in markets for local, long-distance and international communications when
it acquired MCI Communications in 1998. Fourth, WorldCom significantly
expanded its wireless communications business by purchasing Skytel
Communications and two other wireless providers in 1999. WorldCom then
agreed to a merger with Sprint, which would have created the largest telecom
firm in the United States. However, WorldCom was forced to abandon the
Sprint transaction in July 2000, after the US Justice Department and the
European Union opposed the deal on antitrust grounds. WorldCom’s last
major acquisition occurred in September 2000, when it agreed to purchase
Intermedia, primarily for the purpose of acquiring the web hosting business
operated by Digex (a subsidiary of Intermedia).101

WorldCom invested massive amounts in an effort to create a global
network of fiber-optic cables, telephone lines and wireless facilities that
could offer a full range of telecom, video and Internet services to commer-
cial and residential customers. In addition to installing its own network of
lines, WorldCom entered into long-term leases to use the lines of other
telecom firms. Many leases required WorldCom to make fixed monthly
payments regardless of whether WorldCom or its customers actually used
the leased lines. By 2000, line costs were WorldCom’s largest expense item
and represented about half of its operating costs.102

At its peak in mid-1999, WorldCom had a market capitalization of $180
billion. For the year 2000, WorldCom reported revenues of $39 billion from
operations in 65 nations.103 WorldCom’s growth strategy depended on con-
tinuous increases in its stock price, which it used as currency to pay for
acquiring other companies. Wall Street analysts and institutional investors
supported a high stock price for WorldCom as long as its reported revenues
grew at an annual rate of 12–15 percent. Through the first quarter of 2000,
WorldCom met Wall Street’s expectations. However, WorldCom improperly
boosted its reported revenues and earnings by drawing down accounting
reserves, including reserves for estimated merger-related expenses that
WorldCom had established when it acquired other companies. Analysts and
investors had not questioned WorldCom’s establishment of large reserves to
cover merger-related costs, and WorldCom drew upon those reserves to
inflate its revenues and profits.104

The collapse of the Sprint merger in 2000 deprived WorldCom of a
major source of additional revenues and also prevented it from creating
new reserves for merger costs. Moreover, conditions in the telecom business
became intensely competitive and WorldCom’s profits fell sharply after
1999. Like WorldCom, thousands of firms had entered domestic and
foreign markets for local, long-distance, Internet and wireless communica-
tions services during the 1990s. By 2000, the telecom industry was plagued
by overinvestment, heavy debt burdens and excess capacity. Compounding
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these problems, the collapse of many ‘dot com’ firms in 2000 caused a sharp
decline in the demand for communications services.105 Because of these
adverse developments, WorldCom’s operating revenues declined after the
fourth quarter of 1999. Beginning in late 1999 and continuing through
early 2001, Sullivan (with Ebbers’ knowledge) instructed WorldCom’s
accounting staff to use at least $3.3 billion in reserves to absorb line costs
and increase WorldCom’s reported earnings, in violation of generally
accepted accounting principles (GAAP). After WorldCom exhausted its
available reserves in early 2001, Sullivan (again with Ebbers’ knowledge)
directed WorldCom’s accounting staff to capitalize $3.8 billion of
WorldCom’s line costs during 2001 and the first quarter of 2002. Sullivan’s
capitalization of line costs reduced WorldCom’s reported expenses and
boosted its reported profits, once again in clear violation of GAAP.106

According to Sullivan’s testimony during Ebbers’ criminal trial, Ebbers
repeatedly told Sullivan that ‘[w]e have to hit our numbers’ during 2000–2.
At the same time, Ebbers assured the public that WorldCom was achieving
‘very solid growth’ and ‘there were no storms on the horizon’. In February
2002, Ebbers declared during a conference call with investors and analysts
that ‘[w]e stand by our accounting’ and ‘[t]o question WorldCom’s viability
is utter nonsense’.107 Ebbers resigned as CEO at the end of April 2002. Less
than two months later, WorldCom’s internal auditors discovered Sullivan’s
illegal capitalization of line costs. On 25 June 2002, WorldCom’s board of
directors fired Sullivan and publicly announced a restatement that reduced
its previously reported earnings by $3.8 billion. As was true at Enron,
WorldCom’s disclosure of its accounting violations triggered a rapid col-
lapse of confidence among its investors and creditors. On 21 July 2002,
WorldCom filed for Chapter 11 bankruptcy reorganization.108

At the time of its bankruptcy filing, WorldCom reported assets of $107
billion and debts of $41 billion. However, about half of WorldCom’s
reported assets consisted of goodwill, representing the premium above fair
market value that WorldCom had paid in acquiring other companies.109 In
2004, WorldCom (renamed MCI) issued a final restatement that reduced its
previously-reported pretax earnings by $74.4 billion. Of that amount, MCI
allocated $10.6 billion to accounting fraud and attributed most of the
remainder to the decline in value of MCI’s goodwill.110 Less than two years
later, Verizon acquired MCI’s remaining assets for only $8.5 billion.111

The Banks’ Involvement in the WorldCom Debacle

As described in the previous section, WorldCom’s managers accomplished
their fraud primarily by manipulating accounting entries. James Fanto has
pointed out that WorldCom’s fraud was different from Enron’s deceptions,
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because WorldCom’s managers did not use ‘SPEs and structured finance,
which demand intensive investment banking involvement’.112 As a conse-
quence, universal banks did not have the same degree of direct involvement
in WorldCom’s fraud as they did with Enron’s abuses. Nevertheless, in at
least two ways, banks played a ‘significant’ role in the WorldCom disaster.113

First, they actively supported WorldCom’s aggressive and ultimately fatal
growth strategy by persuading investors to purchase WorldCom’s securities,
by providing large loans to WorldCom, and by issuing analysts’ reports
with glowing evaluations of WorldCom’s future prospects. Second, at least
three banks – Citigroup, Bank of America and Chase – participated in the
corruption of WorldCom’s management by providing Ebbers with extra-
ordinary financial benefits in order to win WorldCom’s business.

Universal banks underwrote huge public and private offerings of debt
and equity securities by WorldCom. Citigroup and its predecessors were
sole lead managers for public offerings of more than $8 billion of
WorldCom debt securities in 1997 and 1998. Citigroup and Chase jointly led
two public offerings of WorldCom bonds – the first for $5 billion in 2000,
and the second for $11.9 billion in 2001. Chase acted as sole lead manager
for a $2 billion private offering of WorldCom notes in 2000.114 Both
Citigroup and Chase were also directly involved in offerings of WorldCom
stock. Citigroup was the principal financial advisor for WorldCom’s acqui-
sitions of MFS and MCI, resulting in the issuance of more than $50 billion
of WorldCom stock to the shareholders of MFS and MCI. Chase was the
principal financial advisor for WorldCom’s acquisition of Intermedia,
resulting in the issuance of $5.8 billion of WorldCom stock to Intermedia’s
shareholders.115 Bank of America acted as lead arranger for a $10.75 billion
syndicated loan in 2000, and it was also one of five arrangers for a $2 billion
trade receivable securitization program. Bank of America also participated
in WorldCom’s public bond offerings in 1998, 2000 and 2001.116

Events in 2001 revealed the close connection between the underwriting
and lending activities of WorldCom’s banks. In March 2001, WorldCom
asked its banks for a syndicated loan for up to $10 billion in order to
refinance its existing bank debt. WorldCom told its leading banks – including
Citigroup, Chase and Bank of America – that they must each provide at least
$800 million of the new syndicated loan in order to secure roles as lead
underwriters for WorldCom’s planned $11.9 billion bond offering in May
2001. The banks agreed to provide the requested loan, even though they had
increasing doubts about WorldCom’s financial position.117 As discussed
below, some of the banks quietly reduced their lending exposures to
WorldCom but none of them disclosed their doubts to public investors.

Bank of America, Chase and Citigroup also provided extensive personal
benefits to Ebbers to solidify their positions as WorldCom’s leading
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bankers. Bank of America provided Ebbers with $200 million of personal
loans that were secured by his WorldCom stock. Ebbers used those loans
(together with more than $100 million of loans from other banks and se-
curities brokers) to purchase a large Canadian ranch, a shipyard and yacht
building business in Georgia, a trucking company, and 600 000 acres of
timberland in Alabama and Mississippi. The relationship between Bank of
America and Ebbers became problematic, however, when WorldCom’s
stock price declined sharply during 2000 and 2001. The fall in WorldCom’s
stock price triggered repeated margin calls on Ebbers by Bank of America.
WorldCom ultimately agreed to repay all of Ebbers’ loans from Bank of
America in order to avoid a massive sale of WorldCom stock by the
bank.118

In April 2001, Chase gave Ebbers a $20 million line of credit even though
Chase knew that Ebbers already had more than $300 million in outstand-
ing personal loans secured by his WorldCom stock. Investment bankers at
Chase urged their personal banking colleagues to approve the loan in order
to strengthen Chase’s relationship with Ebbers and WorldCom.119

Citigroup and its predecessors, Salomon Brothers and SSB, provided the
most extraordinary favors to Ebbers. In June 1996, at a time when Salomon
was seeking to establish an investment banking relationship with WorldCom,
Salomon allocated to Ebbers 200 000 shares of an IPO made by McLeod Inc.,
a Salomon underwriting client. Salomon’s allocation of McLeod stock to
Ebbers was more than four times larger than any other allocation made to a
retail customer. Two months after the McLeod IPO, WorldCom retained
Salomon as its financial advisor for the acquisition of MFS. From 1996
through 2002, WorldCom paid Salomon/SSB and Citigroup more than $140
million of fees, including $107 million of fees for nine major transactions.
During the same period, Salomon and Citigroup allocated stock to Ebbers in
22 IPOs or secondary offerings made by underwriting clients. Ebbers earned
trading profits of $12.8 million from those allocations (including $2.16
million from the McLeod IPO). WorldCom’s bankruptcy examiner con-
cluded that these allocations ‘were intended to and did influence Mr Ebbers
to award WorldCom investment banking business to Salomon/SSB . . .
Salomon/SSB came to be WorldCom’s preferred investment banker on both
acquisition and financings.’120

Significantly, SSB continued to provide IPO allocations to Ebbers after
Travelers acquired Salomon in 1997, even though SSB had adopted a policy
prohibiting ‘spinning’ – the allocation of IPO shares to corporate executives
with the expectation of securing investment banking mandates from their
companies. SSB’s policy specifically declared that ‘shares may not be allo-
cated to an executive of a corporate client or prospect as a quid pro quo for
receiving investment banking or other business from his or her corporate
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employer’. SSB apparently disregarded its policy because WorldCom was
such an important client. In April 2003, Citigroup consented to the entry of
an SEC order declaring that Salomon/SSB’s allocations of IPO shares to
Ebbers constituted unlawful ‘spinning’ in violation of rules of the National
Association of Securities Dealers and the New York Stock Exchange.121

Citigroup also provided huge loans to Ebbers. In 1999, Citigroup lent
$63 million to Ebbers to refinance the loan on his Canadian ranch.122

In February 2000, Travelers syndicated a $499 million loan to Joshua
Timberland, a company controlled by Ebbers.123 In October 2000, Ebbers
asked Citigroup for additional credit. After an extensive review, Citigroup’s
senior management approved an additional personal loan in light of the
‘high profile/quality of Ebbers as a Citigroup client, both individually and
as CEO of WorldCom’. Citigroup lent Ebbers $53 million, including a
refinancing of his existing loan balance of $41.7 million.124 Citigroup had
good reasons to accommodate Ebbers because: (a) Citigroup knew that
Ebbers resented Bank of America’s margin calls, and Citigroup hoped to
replace Bank of America as WorldCom’s primary provider of corporate
banking services; and (b) Citigroup was concerned that WorldCom was
developing a strong investment banking relationship with Chase. In
November 2000, Citigroup decided not to make a margin call on Ebbers
because of ‘the strength of the corporate finance relationship between SSB
and WorldCom’. Citigroup did not make any margin calls on Ebbers
until 3 May 2002, four days after he resigned as WorldCom’s CEO.125

WorldCom’s bankruptcy examiner concluded that Citigroup’s loans to
Ebbers ‘constituted another form of “spinning”, a means of obtaining
and/or keeping corporate business as a result of personal financial favors
provided to corporate executives’.126

The Bank Underwriters’ Failure to Protect WorldCom’s Investors

In February 2001, Bank of America, Chase and Deutsche each downgraded
WorldCom in their confidential internal credit ratings. The banks reduced
their internal credit ratings for WorldCom due to concerns about the
company’s rapidly increasing debt, its lack of revenue growth, competitive
pressures on its long-distance business, and its lack of a strategic plan after
abandoning the proposed merger with Sprint.127 In addition, Bank of
America and Chase reduced their lending exposures to WorldCom by enter-
ing into credit default swaps and other hedging transactions, but both banks
did so quietly in order to avoid offending WorldCom.128 Notwithstanding
their growing concerns about WorldCom, all three banks acted as under-
writers for WorldCom’s $11.9 billion public offering of bonds in May 2001.
Chase acted as a joint lead manager for the bond offering along with
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Citigroup, and both banks participated in a ‘road show’ in America and
Europe to promote the sale of the bonds. The road show script stated that
‘[w]e are excited about the WorldCom credit story and this debt offering . . .
WorldCom’s financial position gives it the strongest credit profile of any of
the largest broadband providers.’129

The offering prospectus and road show script for the 2001 bond offering
did not disclose that any of the bank underwriters had previously down-
graded WorldCom in their internal credit ratings or had reduced their
credit exposure to WorldCom through hedging transactions. The prospec-
tuses for the 2000 and 2001 bond offerings also did not contain a ‘risk
factors’ section describing the specific investment risks associated with the
bonds. In August 2002, bond purchasers filed a class action lawsuit against
the 17 bank underwriters, alleging that the underwriters failed to exercise
due diligence to ensure that the prospectus for each offering disclosed all
material facts concerning the bonds’ investment risks. The purchasers
alleged that the underwriters knew sufficient facts to put them on notice
that WorldCom’s financial statements for 1999 and 2000 were materially
misleading, particularly with respect to the treatment of line costs as capital
expenditures rather than operating expenses. The purchasers also charged
that the underwriters should have known that the bond offering prospec-
tuses omitted many other material facts, including: (a) the lack of specific
disclosure of the ‘risk factors’ associated with the bonds, including the de-
terioration of WorldCom’s long-distance business; (b) the omission of
information concerning the loans and IPO allocations Ebbers received
from bank underwriters; and (c) the absence of any information about the
underwriters’ actions in reducing their internal credit ratings and hedging
their credit exposures during early 2001.130 The federal district court ruled
in 2004 that federal law did not explicitly require the underwriters to dis-
close their internal credit ratings or hedging activities with regard to
WorldCom. However, the court held that the underwriters’ actions (which
indicated their concerns about WorldCom) and the other omissions cited
above raised legitimate issues to be resolved at trial as to whether the under-
writers failed to satisfy their duties of due diligence and reasonable care
under Sections 11 and 12(a)(2) of the 1933 Act.131

The conflicts of interest faced by the bank underwriters were further
reflected in Deutsche’s conduct shortly before WorldCom collapsed. On 12
April 2002, John Tierney, Deutsche’s head of credit derivatives strategy,
published a note stating that WorldCom was headed for bankruptcy or
an involuntary merger. Tierney also warned that ‘recovery values for a
WorldCom bankruptcy could be quite low, less than 30 percent’. Five days
later, Deutsche retracted Tierney’s note and claimed that it had been issued
by mistake.132 As discussed in the next section, the bank underwriters settled
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the claims filed against them by the bond purchasers, and Chase, Bank of
America and Deutsche paid the largest amounts with the exception of
Citigroup.

Citigroup’s Disregard for Investors’ Interests

Citigroup undoubtedly played the most significant role in encouraging
investors to buy WorldCom’s securities. The class action filed by purchasers
of WorldCom’s bonds and stock alleged that Citigroup violated its duty as
an underwriter under the 1933 Act and also committed securities fraud
under Section 10(b) of the 1934 Act. The purchasers’ allegation of secur-
ities fraud presented two major claims. First, the purchasers maintained
that Citigroup and Jack Grubman (its leading telecom analyst) established
‘an illicit quid pro quo arrangement’ with WorldCom’s senior management
and had actual knowledge about material misstatements and omissions
contained in the bond offering prospectuses. Second, the purchasers
charged that Grubman and Citigroup’s research department knowingly
issued misleading reports to investors ‘that touted WorldCom’s value and
vigorously encouraged investors’ to buy WorldCom’s securities despite
Citigroup’s knowledge that ‘the integrity and objectivity of its research
department was compromised by the department’s decision to serve the
needs of the firm’s investment bankers at the expense of providing investors
with independent analysis’.133 As discussed below, Citigroup was the first
bank underwriter to settle the purchasers’ claims, and it paid the largest
amount of any settling bank.

Grubman developed a close personal relationship with WorldCom’s
senior management and became a principal advisor to Ebbers and
WorldCom’s board. After he joined Salomon in 1994, Grubman coordinated
Salomon’s efforts to attract WorldCom as a client. As noted above, Salomon
became WorldCom’s primary investment bank after it provided an excep-
tionally generous allocation to Ebbers in the McLeod IPO and also helped
to arrange WorldCom’s acquisition of MFS (a Salomon client).134 Grubman
attended at least four WorldCom board meetings and advised WorldCom’s
directors on major transactions, including the merger with MCI in late 1997
and the attempted merger with Sprint in late 1999. Grubman also gave advice
to WorldCom’s managers as to how they should respond to press reports
about WorldCom and how they should answer anticipated questions during
conference calls with investors and analysts. WorldCom’s board minutes
described Grubman as a ‘financial advisor’ to the company, notwithstanding
his official position as an investment analyst.135

Grubman saw no conflict between his status as an investment analyst and
his role as a key business advisor to Ebbers and other CEOs of telecom
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firms. Nor did Grubman see any problem with his active role in helping
Citigroup to arrange investment banking transactions for his clients.
Grubman claimed credit for helping to generate over $600 million in invest-
ment banking revenues for Citigroup in 2000, and he charged Citigroup’s
investment banking department for his expenses in attending Ebbers’
wedding.136 In a May 2000 interview, Grubman proclaimed, ‘I’m sculpting
the industry . . . I get feedback from institutions and CEOs. It feeds on
itself. It’s a virtuous circle.’ Grubman dismissed critics who claimed that his
close ties with telecom executives compromised his objectivity. Grubman
declared, ‘What used to be a conflict is now a synergy . . . [Institutional
investors] know that I’m in the flow of what’s going on . . . Objective? The
other word for that is uninformed.’137

WorldCom’s growth strategy dovetailed perfectly with Grubman’s vision
of the telecom industry’s future. Grubman maintained that telecom firms
must build broadband networks that would transmit a full range of voice,
video and Internet services. He argued that ‘the demand for bandwidth is
basically insatiable’ because telecom services were becoming ‘part of the
Web-centric society’. Thus, in Grubman’s view, the long-term survivors in
the telecom industry would be firms that pursued an aggressive strategy ‘to
marry [bandwidth] networks and customers’.138 His prediction of an inex-
haustible demand for bandwidth was consistent with WorldCom’s repeated
claims that Internet traffic was doubling every 100 days.139 His clients and
other telecom firms rushed to build national and global fiber-optic net-
works, and the amount of installed fiber increased fivefold between 1998
and 2001.140

Grubman’s status as the ‘king of telecom’ helped Citigroup to become
the top underwriter for telecom firms. During 1996–2002, Citigroup earned
$1.2 billion in fees from telecom firms and underwrote $190 billion of their
debt and equity securities, representing a quarter of all issuances of telecom
stocks and bonds during that period.141 Citigroup rewarded Grubman by
paying him $67.5 million between 1999 and 2002.142 In May 2000, Eduardo
Mestre, Citigroup’s co-head of investment banking, commented that
Grubman ‘has had a thesis for creating value in the telecom sector that’s
been dead right: Build it and they will come . . . It wasn’t a foregone con-
clusion that the thesis would be correct.’143

Mestre’s comment soon proved to be cruelly ironic. By 2002, analysts
denounced Grubman’s vision of telecom’s future as ‘wildly hyped’.144

Instead of doubling every 100 days, Internet traffic doubled only every year.
Meanwhile, technological advances increased the data transmission
capacity of fiber-optic lines by up to 1000 times between 1995 and
2002. Consequently, the frenzied installation of broadband networks by
Grubman’s clients and their rivals produced a massive glut of transmission
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capacity. By September 2002, only about 3 percent of installed bandwidth
capacity was being used, and many of Grubman’s leading clients – includ-
ing WorldCom, Global Crossing, McLeodUSA, Metromedia Fiber
Networks, Rhythms Netconnections, Winstar and XO Communications –
had filed for bankruptcy.145

Grubman’s research reports promoted WorldCom more than any other
firm. His reports described WorldCom as ‘our favorite stock’ in August 1997
and as a ‘must-own’ stock in November 1998. He urged investors to ‘load up
the truck’ with WorldCom stock in August 1999.146 In response to the severe
decline in WorldCom’s stock price during 2000–1, Grubman argued that
WorldCom’s critics were mistaken, and he encouraged investors to take
advantage of the company’s ‘dirt cheap’ stock price.147 He maintained the
highest ‘buy’ rating on WorldCom’s stock from January 1997 through April
2002. On 4 February 2002, Grubman published a research note in which he
contended that WorldCom’s stock price ‘has been unduly punished by a mul-
titude of factors . . . [and] has more than corrected for any actual impacts
from those issues. Therefore, we believe that [WorldCom] at this point repre-
sents a very compelling value proposition for a telecom company.’148 Also in
February 2002, Grubman supported WorldCom’s projection that it would
generate positive free cash flow during the second quarter of 2002.149

Grubman did not reduce his rating on WorldCom to ‘neutral’ until
21 April 2002, eight days before Ebbers resigned as CEO. He did not down-
grade WorldCom to ‘underperform’ (sell) until 21 June 2002, a month
before WorldCom filed for bankruptcy.150 Of course, Grubman was hardly
alone in giving WorldCom strong ‘buy’ ratings during 2000–2. Many ana-
lysts (including those employed by three major Wall Street brokerage firms)
maintained such ratings on WorldCom at the end of 2001. However, other
analysts disagreed with Grubman Analysts at Wachovia Securities and
BlueStone Capital (an independent research firm) posted neutral ratings on
WorldCom beginning in March 2001. Analysts at Credit Suisse and
Morgan Stanley also issued neutral ratings before the end of 2001.151

Grubman’s consistently bullish investment ratings were matched by his
unusually aggressive target prices for WorldCom’s stock. From February
1997 through January 2002, Grubman established target prices for
WorldCom’s stock that were (with few exceptions) the highest quoted by
any analyst. During that period, virtually all of Grubman’s target prices
were at least 50 percent above WorldCom’s actual stock price, and many of
his target prices were 100 percent or more above the actual stock price.152

During an appearance before a congressional committee on 8 July
2002, Grubman testified that he did not know about any fraudulent
accounting at WorldCom until it was disclosed by the company two weeks
earlier. Grubman declared that ‘WorldCom is a company I believed in
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wholeheartedly for a long time’ and ‘[a]ll my beliefs have been honestly
held’.153 He also stated that he was ‘sorry to see investors suffer losses’
based on his faulty analysis of the telecom industry, and he denied that his
analysis was motivated by conflicts of interest.154 Similarly, in his letter of
resignation to Citigroup in August 2002, Grubman apologized for ‘failing
to predict’ the telecom industry’s collapse, but he again insisted, ‘I always
wrote what I believed and based my opinions on a long and sincerely held
investment thesis.’155

Despite his protestations of honesty and good faith, Grubman con-
sented to the SEC’s entry of an order on 28 April 2003, finding that
(a) Grubman published fraudulent research reports in 2001 on two telecom
firms (Focal Communications and Metromedia Fiber), and (b) Grubman
wanted to downgrade Focal and five other telecom providers in April 2001,
but he refrained from doing so because of pressure applied by Citigroup’s
investment bankers. In addition, the SEC charged that Grubman raised his
rating on AT&T’s stock from neutral to strong buy in November 1999, at
the urging of Citigroup’s co-CEO, Sanford (Sandy) Weill. Weill asked
Grubman take a ‘fresh look’ at AT&T in order to help Citigroup win an
underwriting mandate for AT&T’s planned offering of a wireless tracking
stock. In return, Grubman asked Weill to help persuade the 92nd Street Y’s
highly selective preschool to admit Grubman’s children. Grubman’s
upgrade of AT&T’s stock was a crucial factor in persuading AT&T to
appoint Citigroup as lead underwriter for its $10.6 billion offering of wire-
less tracking stock. Grubman’s children were admitted to the Y’s preschool
after Weill spoke to a member of the Y’s board and arranged for the
Citigroup Foundation to make a $1 million donation to the Y.156

The SEC quoted internal emails sent by Grubman to colleagues in
which: (a) he called Focal a ‘pig’; (b) he acknowledged that ‘most of our
banking clients are going to zero and you know I wanted to downgrade
them months ago but got huge pushback from banking’; and (c) he ad-
mitted that he ‘upgraded [AT&T] to get . . . Sandy to get my kids into 92nd
St Y pre-school (which is harder than Harvard)’, and he subsequently ‘went
back to my normal negative self on [AT&T]’.157 While Grubman did not
admit or deny the SEC’s allegations, he paid a $15 million penalty and con-
sented to a lifetime ban from the securities industry.158

On the same date that Grubman settled with the SEC, Citigroup paid a
$400 million penalty and consented to the entry of an SEC enforcement
order. The SEC charged that: (a) Citigroup encouraged Grubman and other
investment analysts to support Citigroup’s investment banking activities and
allowed Grubman and other analysts to issue false and misleading reports to
investors about several telecom firms; and (b) Citigroup approved unlawful
‘spinning’ of IPO allocations to Ebbers and other executives of existing or
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potential clients for the purpose of attracting additional investment banking
business.159 In May 2004, Citigroup agreed to pay $2.6 billion to settle the
WorldCom investors’ class action soon after the investors’ counsel filed a
court brief, which cited evidence indicating that ‘the “most senior officers of
Salomon” acknowledged privately that its investment bankers had pressured
its analysts to avoid negative ratings and that “providing accurate stock
ratings conflicted with Salomon’s paramount goals of securing investment
banking business” ’.160

The SEC’s complaints against Grubman and Citigroup did not allege
that Grubman issued false research reports with respect to WorldCom.
However, the SEC’s charges seriously undermined Grubman’s claims of
objectivity and honesty. Moreover, the WorldCom investors’ class action
alleged that, in early 2000, Grubman began to use a ‘cash earnings’ model
for WorldCom’s operating results that departed from his previous ‘dis-
counted cash flow’ model. The investors charged that Grubman’s new
model – which he did not use for any other telecom firm – omitted capital
expenditures, a central component of WorldCom’s fraud. A federal district
court denied motions by Citigroup and Grubman to dismiss the investors’
complaint, finding that the complaint ‘describes strong circumstantial evi-
dence that Grubman learned of at least the capital expenditure fraud’.161

The Banks’ Losses from the WorldCom Disaster

Like Enron, WorldCom proved to be an extremely costly client. Seventeen
banks that served as underwriters for WorldCom paid more than $6 billion
to settle the WorldCom investors’ class action, with the largest amounts
being paid by Citigroup ($2.6 billion), Chase ($2 billion), Bank of America
($460 million), and Deutsche ($325 million).162 The same group of banks
paid over $600 million to settle additional lawsuits filed by institutional
investors who did not participate in the class action.163 In announcing
Citigroup’s decision to settle the class action, chairman Charles Prince
denied that his bank had violated any laws and said that it had chosen to
buy an ‘insurance policy . . . against a roll of a dice in front of a jury . . .
[on] a $54 billion claim’.164 However, a prominent bank analyst concluded
that Citigroup had effectively ‘admitted guilt’ in view of the extraordinary
size of its settlement payment.165

CONCLUSIONS

The evidence presented above shows that universal banks aided and abetted
violations of corporate governance rules and federal securities laws by
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officers of Enron and WorldCom. Bank officials also repeatedly disregarded
risk management policies established by their own banks. In my view, the
Enron and WorldCom episodes indicate that GLBA’s current regulatory
framework is not adequate to control the promotional pressures, conflicts of
interest and risk-taking incentives that are generated by the commingling of
commercial and investment banking. A comprehensive reform of the super-
visory system for universal banks is urgently needed and must become a top
priority for Congress and financial regulators.
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7. Basel II: operational risk and
corporate culture
Benton E. Gup

BASEL II

The New Basel Capital Accord (hereafter called Basel II) replaces the 1988
Capital Accord (Basel I). Whereas Basel I has a simple one size fits all 8
percent capital standard for banks, Basel II is very complex; and is targeted
primarily at large complex financial organizations (LCFOs). By definition,
LCFOs are internationally active. ABN-Amro, Citigroup, and HSBC are
examples of LCFOs.

The major difference between the two capital accords is that Basel II pro-
vides for more flexibility and risk sensitivity than Basel I ‘to promote adequate
capitalization of banks and to encourage improvements in risk management’.

Basel II1 consists of three mutually reinforcing pillars: Pillar 1– minimum
capital requirements, Pillar 2 – supervisory review process, and Pillar 3 –
market discipline. As shown in Equation 7.1, Pillar 1 retains the current
definition of capital and the minimum 8 percent requirement in the numer-
ator. In the denominator, the measures for credit risk are more complex than
Basel I, market risk is the same, and operational risk is new. This chapter
focuses on operational risk.

(7.1)

The United States, will have a ‘bifurcated regulatory capital framework’,
where the rules involving advanced measures of credit risk and operational
risk will only apply to about ten LCFOs. Other banking organizations can
‘opt in’ to applying the new rules, while the remaining banks will continue
to apply the existing capital rules.2 The affected LCFO banks have assets
greater than $250 billion or foreign exposures greater than $10 billion.

Although operational risk capital requirements of Basel II will only affect
LCFOs, operational risk is of concern to all banks and financial institutions.

Total Capital (definition unchanged)
Credit risk � Market risk � Operational risk � 8% maximum

capital ratio
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This chapter shows that corporate culture has had a major impact on oper-
ational risk losses. Therefore, bankers, regulators, and investors must place
increased emphasis on selected aspects of corporate governance. The
remainder of the chapter is divided into three parts. The next part deals with
operational risk and corporate culture. The following part examines the
Routine Activities Theory. The final part is the conclusion.

OPERATIONAL RISK

Basel II defines operational risk as the risk of direct or indirect loss result-
ing from inadequate or failed internal processes, people and systems or
from external events.3 Operational risk includes, but is not limited to fraud,
accounting issues, legal issues, damage to physical assets, business prac-
tices/judgment, and so on. Table 7.1 lists the 11 largest losses at banking
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Table 7.1 Large losses from operational risk 1992–2002

No. Amount Firms Description
US$ millions

1 2390 Australia National Bank HomeSide 
Group – National Australia Lending, Inc.,
Bank (NAB) $2.2 billion;

Currency options 
fraud, $191 million

2 1330 Barings PLC Unauthorized trading
3 1110 Daiwa Bank Ltd. Unauthorized trading
4 900 J.P. Morgan Chase Enron related 

litigation
5 770 First National Bank of Internal fraud

Keystone
6 691 Allied Irish Banks Unauthorized trading
7 636 Morgan Grenfell Asset Mutual fund/

Management securities related
(Deutsche Bank)

8 611 Republic Bank of New York Securities related
9 490 Bank of America Law suit

10 440 Standard Chartered Bank Securities related
PLC

11 440 Superior Bank Accounting issues

Total 9808

Source: Firms 2–11 are from Roger W. Ferguson (2003).



organizations from operational risk during the period from 1992–2002.
The total losses amounted to $9.8 billion dollars!

Corporate Culture

In dealing with operational risk, Pillar 2 – the Supervisory Process – states
that a bank’s framework for managing operational risk ‘should cover the
bank’s appetite and tolerance for operational risk’.4 The extent to which
this is done depends largely on a bank’s corporate culture. Every organiza-
tion has a corporate culture. The Basel Committee on Banking Supervision
(February 2003, p. 1) defines operational risk culture as ‘the combined
set of individual and corporate value, attitudes, competencies and behav-
iour that determine a firm’s commitment to and style of operational risk
management’.

Marvin Bowers, former managing director of McKinsey & Company,
has a simple definition of corporate culture. It is ‘the way we do things
around here’.5 It is not what the companies say – it is what they do that
counts. Corporate culture is set by the top executives in a firm. If they don’t
insist on doing things right, they will send the wrong message to employ-
ees. The employees will pick up on the top managements’ values and that is
what they will subscribe to in their operations.6

Corporate culture played a significant role in the operational losses
shown in Table 7.1. By way of illustration, consider the losses at the
National Australia Bank (NAB), Australia’s largest bank. A report by
PricewaterhouseCoopers Investigation into Foreign Exchange Losses at the
National Bank of Australia (2004, p. 32) in connection with the US$ 191
(A$ 360) million foreign exchange loss at NAB said ‘Meetings with staff
and external third parties more directly connected with the Traders reveal
that the culture surrounding currency options provided the opportunity for
the Trader to trade, incur losses, and for them not to be detected despite
warning signs. Some of the Traders treated aggressively anyone who ques-
tioned their activities . . . It appears that CIB (Corporate and Institutional
Banking) and Markets Division management either allowed this culture to
exist or took no action to prevent it insofar as it related to the currency
options desk. Essentially this allowed the Traders to operate unchecked and
flout the rules and standards of the bank.’

David Bullen, one of the suspended Traders said ‘We were already over
the limits for a number of months and the bank knew about it . . . It was
signed off every day by the risk-management people.’7

But the culture of arrogance went beyond the Traders. The Australian
Prudential Regulatory Authority (APRA) Report into Irregular Currency
Trading at National Australia Bank (2004, p. 6) found that:
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Line Management turned a blind eye to known risk management concerns.

Operations (the back office) verification procedures contained significant gaps.

Market Risk (the middle office), while noting a number of irregularities, failed
to engage the trading desk effectively to resolve them and failed to attract the
attention of higher management.

Executive Risk Committees were particularly ineffective, missing or dismissing
risk information pertinent to the problems that emerged and failing to escalate
warnings.

The Principal Board (the Board) was not sufficiently proactive on risk issues . . .
The Board paid insufficient attention to risk issues.

Their most telling statement was: ‘Cultural issues are at the heart of these
failings.’8

The $191 million FX trading losses seem small in comparison to NAB’s
$2.2 billion loss in connection with HomeSide Lending. Headquartered in
Jacksonville Florida, HomeSide was the sixth largest servicer of mortgage
loans in the US when NAB purchased it for $1.2 billion in 1998. In 2001, it
was servicing more than $180 billion in mortgages. On 5 July and 3
September 2001, HomeSide recognized large losses of $450 million and
$1.75 billion on HomeSide. Part of the loss was due to the fact that mort-
gage service companies, such as HomeSide, pay a front-end fee (for example
0.025 percent of the value of the mortgage) for the right to service mort-
gages (Mortgage Service Rights, MSR) over the life of the loans. Many
mortgages have original maturities up to 30 years. However, because of
declining mortgage rates, there was unprecedented refinancing of mortgage
loans. The consequence of the large-scale refinancing was that HomeSide
was unable to recapture the front-end fees that it paid.

In addition, the volatile interest rate environment and incorrect interest
rate assumptions in their financial model caused HomeSide to overvalue
their MSRs and not have the correct hedging strategies. Part of their loss is
associated with Financial Accounting Standards No. 133, Accounting for
Certain Derivative Instruments and Certain Hedging Activities. FAS 133
was issued in 1998, but it did not have to be implemented until 2001. It
required that MSRs be valued at their market value rather than their
theoretical value. This means that the balance may have to reflect some
MSRs at a loss even though the contracts have years to run. In the remain-
ing years of the contracts, the market values could be positive.

Some might argue that the refinancing that adversely affected the MSRs
was market risk rather than operational risk. There can be some overlap
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between market risk and operational risk. Moreover, operational risk losses
that are related to market risk losses are treated as operational risk for pur-
poses of calculating capital requirements.9 Because internal data were not
available to distinguish between the two, the entire loss is considered oper-
ational risk in the context of this article. In either case, it was a loss that
could have been hedged more effectively.

A National Australia Bank Group press release giving the results of an
investigation into the losses found ‘no evidence of unlawful or improper
conduct by Group personnel, . . . no basis for . . . any disciplinary action
against any of the Group’s executives, directors, or auditors’.10

Nevertheless, one wonders about the influence of NAB’s corporate
culture on the interest rate assumptions and why they waited until 2001 to
implement FAS 133. Their profits probably would not have been so high if
it had been implemented earlier. And bonuses are tied to profits. More than
47 percent of NABs revenues were from outside of Australia in 2000.

On the other side of the coin, Freddie Mac, a stockholder owned corpor-
ation that was chartered by the US Congress, and it is one of the US’s largest
financial institutions with total assets of $752 billion in 2002. Freddie Mac
got into trouble for smoothing its earnings in connection with FAS 133. The
report by the Baker Botts law firm (2003) on the Freddie Mac account-
ing scandal revealed that ‘It was understood throughout the organization
that the tone of “steady Freddie” came from the its Chief Executive Officer:
Employees in F&I, Corporate Accounting and other business units were
expected to take actions that would help achieve the goal of steady, non-
volatile earnings growth. The Board was aware of this strategy.’

The CEO and other executives were fired, and the company paid a $125
million civil fine in December in a settlement with its federal regulator – the
Office of Federal Housing Enterprise Oversight (OFHEO) who charged
Freddie Mac with faulty accounting and disseminating materially false and
misleading statements. The Freddie Mac press release (10 December 2003)
said ‘the company is undertaking remedial actions relating to governance,
corporate culture, internal controls, accounting practices, disclosure and
oversight’.11

The bottom line is that NAB can be faulted for overstating earnings. And
Freddie Mac was faulted for smoothing earnings. ‘Managing’ earnings per
se is not illegal and many firms, including General Electric, have done so to
their advantage.12 Maybe the solution is that companies should reveal not
only what they are doing but also why they are doing it.

Finally, Riggs Bank NA was assessed a $25 million civil money penalty
for various violations of the Bank Secrecy Act (BSA) in connection with
the anti-money laundering (AML) program.13 A US Senate Report said
that
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The corporate culture at Riggs failed to communicate the importance of the
bank’s anti-money laundering program . . . Even more telling is the fact that
Riggs Board failed over a five year period to ensure that regulators’ directives to
improve the bank’s AML program were implemented . . . Riggs ‘willfully vio-
lated’ the requirements of the US anti-money laundering laws.14

One of the key findings of the report was that Riggs management ‘turned
a blind eye to evidence suggesting the bank was handling the proceeds of
foreign corruption’. ‘Turned a blind eye’ is exactly the same term used to
describe NAB’s management.

In review, corporate culture played key roles in the operational risk prob-
lems and losses associated with NAB, Freddie Mac, Riggs, and at other
banks that are discussed below. However, it should be noted issues such as
smoothing earnings and failing to prevent transactions that allowed money
laundering are not unique to the previously mentioned institutions. Fannie
Mae was criticized for its accounting practices and Citibank’s branch in
Tokyo in connection with money laundering and other charges.15 The
Office of Federal Housing Enterprise Oversight (OFHEO) Report of
Findings (2004, i) about Fannie Mae stated that their accounting problems

have emerged from an environment that made these problems possible.
Characteristics of this culture include:

● management’s desire to portray Fannie Mae as a consistent generator of
stable growing earnings;

● a dysfunctional and ineffective process for developing accounting policies;
● an operating environment that tolerated weak or non-existent internal

controls;
● key person dependencies and poor segregation of duties;
● incomplete and ineffective reviews by the Office of Auditing;
● an inordinate concentration of responsibility vested with the Chief

Financial Officer; and
● an executive compensation structure that rewarded management for

meeting goals tied to earnings per share, a metric subject to manipulation
by management.

These characteristics also could be listed below as red flags.

Red Flags

Red flags represent warning signs. In this section, we present six indicators
that may give clues about potential operational risk problems.

Ineffective internal controls
As previously noted, corporate culture ‘is the way we do things around here’.
That definition also applies to internal controls – ‘the checks and balances
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against undesired actions and are essential for banks to operate in a safe and
sound manner’.16 To some extent this is accomplished by having rules that
must be followed and documentation to show that they were followed.
However, having rules and documentation is necessary, but not sufficient to
provide internal controls. The Executive Summary of the Pricewater-
houseCoopers Investigation into Foreign Exchange Losses at the National
Bank of Australia (2004, p. 4) said:

The National’s culture – there was excessive focus on process, documentation and
procedure manuals rather than on understanding the substance of issues, taking
responsibility and resolving matters. In addition, there was arrogance in dealing
with warning signs (i.e. APRA letters, market comments, etc.). Our investigation
revealed that management had a tendency to ‘pass on’, rather than assume
responsibility. Similarly, issues were not escalated to the Board and its commit-
tees and bad news was suppressed.

The point here is that effective internal controls go beyond having rules
and documentation.

Lax internal controls are a major problem. A US General Accounting
Office (1991) study of 39 failed banks found that ‘internal control weak-
nesses continue to be a significant cause of bank failures and that the
regulatory early warning system to identify troubled banks is seriously
flawed’. Section 112 of the Federal Deposit Insurance Corporation
Improvement Act (FDICIA) of 1991 required management to have annual
reports on the quality of their internal controls, and for outside auditors to
attest to that quality. Federal Reserve Governor Susan Bies (22 June 2004)
said that Section 112 of FDICIA ‘became routine, delegated to lower levels
of management, and no longer relevant to the way businesses were run.
That is when the breakdown in internal controls began to occur’. Riggs
Bank is an example of such a breakdown in controls. A US Senate report
said that Riggs was ‘employing a dysfunctional system that failed to safe-
guard the bank against money laundering and foreign corruption’.17

Section 404 of the Sarbanes-Oxley Act of 2002 requires publicly traded
companies to adopt and evaluate their internal controls. The internal con-
trols must provide reasonable assurance regarding the achievement of their
objectives in operations, financial reporting, and compliance with laws and
regulations.18

The most cost-effective way to deal with operational risk is to prevent it
from happening. Effective internal controls are a step in that direction. The
Basel Committee on Banking Supervision (1998) provided a ‘Framework
for internal control systems in banking organizations’. However, the success
or failure of the internal controls depends on corporate culture. Jensen
(1993, p. 852) said that ‘By nature, organizations abhor control systems, and
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ineffective governance is a major part of the problem with internal control
mechanisms. They seldom respond in the absence of a crisis.’

Size and complexity
Large size organizations in general and highly complex ones in particular
offer more opportunities for the types of operational risks and losses
described in this article. This is best described in Warren Buffett’s (2003)
letter to the shareholders of Berkshire Hathaway Inc., explaining the losses
associated with General Re, a property/casualty insurance company. Buffet
said that their insurance operations must: (a) underwrite with unwavering
discipline; (b) reserve conservatively; and (c) avoid exposures that would
allow a supposedly ‘impossible’ incident to threaten the company’s solvency.

When I agreed in 1998 to merge Berkshire with General Re, I thought that
company stuck to the three rules I’ve enumerated . . . I was dead wrong. General
Re’s culture and practices had changed and unbeknownst to management – and to
me – the company was grossly mispricing its current business. In addition, General
Re had accumulated an aggregation of risks that would have been fatal had, say,
terrorists detonated several large-scale nuclear bombs in an attack on the US.19

General Re lost $173 million, and part of that loss was due to derivatives
that came from General Re Securities. Buffett goes on to say that ‘the re-
insurance business and derivatives business are similar: Like Hell, both are
easy to enter and almost impossible to exit . . . Once you write a contract –
which may require large payments decades later – you are usually stuck
with it . . . Another commonality of reinsurance and derivatives is that
both generate reported earnings that are often wildly overstated. That’s true
because today’s earnings are in a significant way based on estimates whose
inaccuracy may not be exposed for many years.’ Finally he said that ‘deriv-
atives are financial weapons of mass destruction, carrying the dangers that
while now latent, are potentially lethal’. When Buffett/Berkshire Hathaway
bought General Re, he did not understand the complexity of derivatives or
that their valuation involves a lot of judgment that may be flawed.

Similarly, many of the other examples cited in this chapter involve
complex transactions or processes that were not understood or properly
controlled by top management.

Although this chapter focuses primarily on operational risk at LCFOs, it
should be noted that operational risk is also present in small banks.
Oakwood Deposit Bank Company is a case in point. Oakwood had $72.3
million in assets when it failed in February 2002. Barry Snyder (2002),
Inspector General of the Federal Reserve System, said ‘The Oakwood
Deposit Bank Company (Oakwood) failed because a massive and pervasive
fraud was perpetrated by a trusted senior executive who exploited a weak
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corporate governance environment and inadequate control structure.’ The
Report on the Failure of Oakwood (2002) reported the following lessons
from that failure, which also may apply to some LCFOs.

● A weak board of directors,
● Dominant senior executive,
● Inadequate separation of duties,
● A weak or non-existent internal and external audit program, and
● A history of internal control deficiencies.

Risk tolerance
Banking is the management of risk. The risks include, but are not limited
to credit risk, interest rate risk, foreign exchange and country risks, and
operational risk. Each bank has its own tolerance for risk. Objective meas-
ures of risk that can be found in bank financial statements and reports
include, but are not limited to provisions for loan losses, net charge-offs to
loans, and Value at Risk (VaR). Both objective and subjective measures of
risk can be considered collectively to determine a bank’s tolerance for risk.

Figure 7.1 shows the relationship between various degrees of risk toler-
ance and how strictly internal controls are followed. A low tolerance for
risk and strict adherence to internal controls result in relatively low oper-
ational and other risk. As the tolerance for risk increases, and the enforce-
ment of internal controls lessens, the opportunities for operational risk and
other risks increase. High risk tolerance and lax internal controls are the
danger zone. The figure can be used as an early warning indicator to help
prevent future losses due to operational risk.

Arrogant culture
Conversations with bank regulators and accountants about several banks
that sustained large losses due to frauds used the term ‘arrogance’ to
describe the failed corporate cultures. The dictionary defines arrogance as
being overly convinced of one’s self importance or superiority. Such an atti-
tude allows the offenders to cut corners in order to enhance their wealth in
the form of bonuses and or higher stock values.

Financial incentives
Financial incentives are the principal reason behind the large financial losses
shown in Table 7.1 at NAB, Daiwa Bank, Barings, Keystone, Allied Irish
Bank, and perhaps the remaining banks. For example, currency, bond and
derivatives traders receive their salary plus a bonus. The more they trade at a
profit, the more they make. Toshihide Iguchi at Daiwa Bank, Nicholas Leeson
at Barings Bank, and David Rusnak at Allfirst, all mid-level employees, were
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successful at trading for awhile, and then the markets turned. Not wanting to
lose their bonuses, they committed trades and frauds that resulted in large
losses.

Financial incentives are not limited to mid-level traders. Consider the
case of the First National Bank of Keystone, West Virginia. Keystone West
Virginia was a coal mining town with a population of 600 and a high unem-
ployment rate when J. Knox McConnell bought the First National Bank of
Keystone in 1977. It had assets of about $20 million. But when the Office
of the Comptroller of the Currency closed the bank in 1999, it had $1.1
billion in assets recorded on its books, but investigators were unable to
account for $515 million of them. The bank sold the assets, but didn’t take
them off of the books. The bank ‘Regulators later wondered whether the
complex risky loan investment program had been set up primarily as a
“front” so that certain bank executives could disguise irregular payments
to themselves and businesses that they owned.’20 McConnell died a rich
man in 1997 before the scandal was made public.

Geographic distance
The final aspect of operational risk at the banks listed in Table 7.1, is the
geographic distance between the headquarters of the banks, and where
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their losses occurred. Daiwa is headquartered in Japan, but the trading
was done in the US. Barings was headquartered in England, but the
trading was done in Singapore. Allied Irish is headquartered in Ireland,
but the trading was done in the US. Geography also played a role in the
trading losses at NAB that occurred in Melbourne, when the other treas-
ury operations were in Sydney Australia. In addition, the NAB traders
allegedly worked with a colleague in London to hide their positions.21

Recall that HomeSide was located in the US. Obviously, the lax internal
controls, a high tolerance for risk, and financial incentives all contributed
to the losses.

All of the red flags mentioned previously can also be found in losses in
National Irish Bank Limited.22 In 1987, a subsidiary of National Australia
Bank known as National Australia Bank Europe limited acquired what is
now known as National Irish Bank Limited and National Irish Bank
Financial Services Limited. Simply stated, the Irish bank facilitated tax
evasion by their customers by opening fictitious accounts, improperly
charged fees and interest, and other charges. Tax evasion was the ‘culture
of the period’, and the bank managers were ‘target driven . . . for fee
income and deposits . . . but limited support by way of systems or training
to enable the achievement of these targets’.23 The estimated cost of funds
returned to customers and the tax authority is €30 million or more.

Culture of Corruption

Corruption and bribery are the norm in many countries. Transparency
International is a global anti-corruption organization that publishes a
Corruptions Perceptions Index (CPI), a Bribe Payers Index (BPI) as well as
other indexes and surveys.24 The maximum index score is 10 indicating the
least corruption or bribery. The low scores indicate greater corruption and
bribery. The CPI score for 91 countries in 2001 ranged from a high of 9.9
to a low of 0.4. Table 7.2 lists the countries with the five lowest scores of 2
or less suggesting that they have the most corruption. At the other end of
the spectrum, Finland had the highest score (9.9). The scores for Australia
and the US were 7.8 and 7.6 respectively.

The BPI was for 15 countries in 2002. The data in Table 7.2 lists the coun-
tries with the five lowest scores. Russia had the lowest score, indicating the
most bribery. At the other end of the spectrum, Australia had the highest
score (8.5), indicating that it was the least susceptible to bribery. The United
States had a score of 5.3.

Consider the following incident from Russia. The July 2004 banking
crisis in Russia began with Sodbiznesbank having its license revoked in con-
nection with money laundering connected to a murder investigation.
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Accepting money from who-knows-where and from who-knows-whom was
Sodbiznesbank’s core business . . . Moreover, the bank, which more than any-
thing resembled a launderette, had succeeded in attracting depositors. Just as ter-
rorists need hostages, so the bank needed depositors to serve as human shields.
When the bank’s license was revoked, its unfortunate depositors began to panic.25

The panic spread to other banks.
The operational risk problem here is how do internationally active banks,

in say the US, deal with foreign customers in countries that have a culture
of corruption? How do they deal with banks they acquire or with corre-
spondent banks in such countries? Do they follow US laws and rules, or
local customs? Riggs Bank provides one answer to those questions. Riggs
Bank lacked ‘oversight, internal controls26 and procedures to ensure com-
pliance with the Bank Secrecy Act’. It ‘allowed or, at times, actively facili-
tated suspicious financial activity’ in connection with money laundering
involving Equatorial Guinea, Saudi Arabia, and Augusto Pinochet, former
president of Chile.27 As previously noted, Riggs was fined $25 million.

Two Senate hearings, one on correspondent banking and the other on
private banking shed additional light on these issues.28 The findings in
these hearings are that drug traffickers and other criminals using foreign

Basel II 145

Table 7.2 Countries with the lowest corruption and bribery indexes
(CPI, BPI) (Low indexes suggest high corruption and
bribery)

Country CPI

Azerbaijan 2.0
Bolivia 2.0
Cameroon 2.0
Kenya 2.0
Indonesia 1.9
Uganda 1.9
Nigeria 1.0
Bangladesh 0.4

Country BPI

Italy 4.1
South Korea 3.9
Taiwan 3.8
People’s Republic of China 3.5
Russia 3.2

Source: Transparency International (2001, 2002), www.transparency.org



banks’ correspondent accounts with US banks to have access to US bank
accounts. In addition, private banking has also served as a conduit for dirty
money. Once again corporate culture and internal controls played a role in
these issues.

Finally, some banks are inherently corrupt. The Bank of Commerce and
Credit International (BCCI) is a prime example. It is also known as the
Bank of Crooks and Criminals International. It was described by Senator
Hank Brown as ‘one of the smartest, deadliest, criminal organizations yet
assembled. From the outside, it appeared to be full of successful bankers
with impressive ties to some of the nation’s most powerful leaders.’29 BCCI
was organized in Abu Dhabi in the early 1970s. It had global operations in
more than 30 countries, and more than 1 million depositors. In the United
States, BCCI had equity interests directly or through others in National
Bank of Georgia, Independence Bank in California, Central Trust in
Florida, First America Bankshares, and a commodities futures firm,
Capcom Financial Services. BCCI was one of the principal banks used by
General Manuel Noriega to launder drug money in the US. BCCI was also
involved in a wide range of other crimes. The corruption was facilitated by
its organizational structure of multiple layers of entities that were tied
together through holding companies, affiliate firms, subsidiaries, and
nominee relationships. In other words, it was an LCFO. BCCI was closed on
5 July 1991, but the legal proceedings on this case continued through to 2003.

THE ROUTINE ACTIVITIES THEORY

Cohen and Felson (1979) developed the ‘Routine Activities Theory’, that is
widely used in criminology to explain certain types of crimes, such as theft.
The theory has three main elements: a motivated offender, a suitable target,
and absence of a suitable guardian. In other words, the theory deals with
the means, motive, and opportunity to commit crimes.

This theory can be used to explain some of the operational risk losses
listed in Table 7.1. For example, Nicholas Leeson, at Barings Bank, had the
means to commit fraud because he was a director and chief trader of
Barings Futures Singapore. He understood trading and the back office
processes surrounding the trades. Leeson was a motivated offender because
he saw the opportunity for personal financial gain. And the lack of effective
internal controls (one of the guardian’s tools), and the fact that he had
some control over Barings’ back office in Singapore, gave him the oppor-
tunity to speculate on the direction of Japanese stock prices and try to hide
his losses. As a result of his fraudulent trading, Barings lost $1.3 billion,
and it failed. Leeson went to jail.30
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Similarly, the losses at NAB, Daiwa, Keystone, Allied Irish and maybe
several of the others listed in Table 7.1 can be viewed in the context of
means, motive, and opportunity. The losses were attributable to insiders
(means) who had strong financial incentives (motive), and the lack of a
‘guardian’ provided the opportunity. The guardian is a strong board of
directors that makes effective use of internal controls and other means to
deter corporate wrongdoing.

CONCLUSIONS

Basel II is a complex set of rules and guidelines that places increased empha-
sis on the risk management of LCFOs. It is a step in the right direction.
However, Basel II rules and processes can be effective only if they are imple-
mented in the proper corporate culture. This chapter demonstrated that cor-
porate culture has a major effect on operational risk. Corporate culture is
a top-down concept. It starts at the top of the organization and it flows
down to the employees. Two studies, one by Committee on Sponsoring
Organizations (COSO, 1999) and the other by Uzun et al. (2004), showed that
the composition of the board of directors and the oversight committee are
correlated with corporate fraud. A higher proportion of outside independent
directors was associated with less likelihood of corporate wrongdoing.

Some of the operational risk losses listed in Table 7.1 involving frauds
and other crimes might have been prevented if ‘the guardian’ – a strong
board of directors and effective internal controls – were present. Effective
internal controls are part of a strong corporate culture. Stated otherwise,
poor corporate governance facilitated the losses. Therefore corporate
governance must place increased emphasis on corporate culture to reduce
such losses in the future. The composition of the board of directors is
another factor that influences corporate culture, internal controls, and
fraud. Finally, Federal Reserve Governor Susan Bies (22 June 2004) said
that ‘Those institutions leading the way recognize that the culture of
governance, ethics, and controls cannot be switched on and off. They build
a culture of accountability and ethics to make governance a part of every
strategic plan and daily operation. These organizations are also beginning
to focus more attention on operational risk issues.’

NOTES

1. Bank for International Settlements, Press Release, 26 June 2004.
2. FDIC, PR 70–2004, 26 June 2004. For additional details on Basel II, see Gup (2004).
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3. For detailed information on operational risk, see Basel Committee on Banking
Supervision, January 2001. Also see, Basel Committee on Banking Supervision, February
2003.

4. Basel Committee on Banking Supervision, June 2004, paragraph 737.
5. Deal and Kennedy (1982), page 4.
6. An extensive examination of corporate culture is beyond the scope of this article. For

additional information about corporate culture, see Ashkanasy et al. (2000) and Want
(2003).

7. Oldfield, 2004, p. 1.
8. Emphasis added.
9. Basel Committee on Banking Supervision (June 2004), paragraph 673.

10. ‘National Board Releases HomeSide Review Outcomes’, 21 January 2002.
11. Emphasis added.
12. For a discussion of GE’s earnings, see Birger (2000).
13. Comptroller of the Currency, New Release 2004-34 (2004).
14. US Senate (15 July 2004), pp. 71 and 7. Emphasis added.
15. Morse and Pacelle (20 September 2004).
16. US General Accounting Office (1991), 5. For additional discussion of internal controls,

see Gup (1995).
17. US Senate, ‘Money laundering . . .’ (15 July 2004), p. 66.
18. For additional information on internal controls, see The Institute of Internal Auditors

(http://www.theiia.org/iia/index.cfm) and various position papers by the Committee on
Sponsoring Organizations (COSO) on that subject.

19. Emphasis added.
20. ‘First National Bank of Keystone,’ ERisk.com Case Study, June 2002, 1.
21. Crow (2004).
22. For complete details, see Report on Investigations into the Affairs of National Irish Bank

and National Irish Bank Financial Services Limited, 2004.
23. Ibid., Summary and Inspectors’ Observations, p. ii.
24. For further information, see www.transparency.org
25. Latynina (7 July 2004).
26. Federal Reserve Press Release, 14 May 2004. Emphasis added.
27. US Senate, ‘Money Laundering . . .,’ (15 July 2004), p. 2.
28. US Senate, ‘Private Banking . . .’ (9, 10 November 1999); US Senate, ‘Role of US corres-

pondent banking . . .’ (1, 2, 6, March 2001).
29. Gup (1995), 31.
30. For additional information on Barings failure, see Gup (1998), 50–1.
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8. A cross-country analysis of bank
performance: the role of external
governance
James R. Barth, Mark J. Bertus, Valentina
Hartarska, Hai Jason Jiang and Triphon
Phumiwasana

INTRODUCTION

Perhaps the most striking feature of the financial landscape of the past two
decades is the number and severity of banking crises across the globe. While
many of these crises occurred in association with currency crises, many did
not, being rather the result of, for example, excessive growth in bank credit.
Regardless of the causes, over the past decade or so – and particularly in
the wake of the East Asian and Russian banking crises of the late 1990s –
a strong consensus has emerged among policymakers and industry
observers that, fundamentally, both the existing management practices of
bankers and bank regulatory and supervisory practices were insufficient to
promote well-functioning banking systems.

It is by now commonly understood that healthy banking systems require
a more insightful approach to regulation and supervision, and that infor-
mation and discipline from market participants can complement and
support sound regulatory and supervisory practices. Such an approach is
in the process of being implemented under the New Basel Capital Accord
(‘Basel II’). In addition, supervisors around the world are switching from
traditional financial ratio analysis and ‘counting the cash’ to ‘risk-based’
supervision, a process that requires supervisory authorities to develop both
tools and insights that allow them to more accurately assess banks’ risk
profiles and risk management measures. Beyond this, it is widely recognized
that government ownership of banks is generally at odds with efficient, as
well as safe and sound, banking.

A major change in focus that has emerged over the recent past is a new
emphasis on market discipline. Some policy prescriptions emphasize the
importance of augmenting and complementing improved regulation and
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supervision with greater reliance on market forces. The Basel II process has
brought considerable attention to bear on the issue of market discipline in
banking; indeed, ‘Pillar 3’ of Basel II is devoted to this dimension of safety
and soundness.

A rapidly growing body of research has focused on both measures internal
to the firm (or, in the case of banking, ‘the bank’) – ‘corporate governance’
– and other measures likely to enhance the ability of the market to work in
a manner that promotes safe and sound banking practices. The current
chapter examines the issue of ‘external governance’ – that is, measures that
complement good internal corporate governance by improving the infor-
mation available to external market participants – features that improve bank
information accuracy, transparency and accountability. In particular, using
a large and new cross-country database, we develop measures of the efficacy
of accounting standards, the strength of external auditing, financial state-
ment transparency, and the efficacy of external ratings and credit moni-
toring activities. These measures address the issue of the quality of the
information available to allow market forces to work, such as the extent to
which those parties disclosing information to the public are held accountable
for its accuracy. We add these country-specific variables to bank-specific
data, and use them to augment standard explanatory variables in extant
empirical models of bank performance. In general, we find that, looking
across several thousand banks in dozens of countries, these measures of
external governance matter across several dimensions of bank performance.

The chapter is organized as follows. The next section undertakes a review
of representative studies of external governance in banking. The third
section describes our large unique cross-country database in detail, noting
both that few before us have modeled all four of our dimensions of external
governance, and that a large segment of our country-specific data is new.
The fourth section explains our model, while the fifth section discusses the
empirical results. The final section concludes.

REVIEW OF SELECTED LITERATURE ON
EXTERNAL GOVERNANCE IN BANKING

Overview

A widely accepted definition of corporate governance is provided by
Shleifer and Vishny (1997), who define corporate governance as the ways in
which investors ensure themselves that they will receive maximum return on
their investments.1 Key mechanisms of an effective governance framework
include ownership (including institutional and managerial ownership),
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structure of the board of directors (size and composition), CEO and direc-
tors’ remuneration, auditing, information disclosure, and the market for
corporate control (Keasey and Wright, 1997).

These governance mechanisms are sometimes grouped into ‘internal’
and ‘external’ mechanisms.2 There are different perspectives in the litera-
ture regarding ‘internal’ and ‘external’ governance. Some researchers refer
to ‘internal’ governance in the context of the owners or the board of direc-
tors and their ability to control managers, while others define it as the col-
lection of incentives designed to improve decision making and monitoring.
‘External governance’ is referred to as the control exercised by stakeholders
and markets, or as the accountability mechanisms that operate to enforce
internal governance (Halme, 2000). We define the external governance
framework as the collection of rules, external to the banking firm, which
complement good internal corporate governance because they expose man-
agement to disciplining forces external to the bank and regulatory author-
ities. In particular, the focus of this chapter is on the disciplining impact of
accounting standards, the strength of external auditing, financial statement
transparency, and the efficacy of external ratings and credit monitoring
activities, all of which improve the quality or quantity of information avail-
able to the market.3

The issue of good governance for banks is particularly important, as
Caprio and Levine (2002) and Macey and O’Hara (2003) argue. Banks and
other financial intermediaries themselves exert governance impacts on
other firms, both as creditors of those firms and, in many countries, as
shareholders. Indeed, as Caprio and Levine (2002) point out, in many
countries, especially developing ones, where banks dominate as financial
intermediaries, banks are among the most important sources of external
governance for firms. To the extent banks are well-managed, the allocation
of capital will be more efficient than otherwise. Indeed, Bushman and
Smith (2003) make an explicit connection between corporate governance of
financial intermediaries and the finance-and-economic-growth literature.
Furthermore, Beck et al. (2003) find that bank supervisory policies that
force banks to disclose accurate information and enhance private monitor-
ing tend to ease the financing obstacles faced by firms.

Despite the importance of this issue, ‘very little attention has been paid to
the corporate governance of banks’.4 However, in the wake of recent well-
publicized governance scandals at multinational firms headquartered in the
United States and elsewhere, there has been a renewed interest in research on
corporate governance, and this interest seems in part to have stimulated new
interest in research on corporate governance for banking.5 Conceptually,
Macey and O’Hara (2003) argue that given the special nature of banking, it
is worthwhile to consider as ‘stakeholders’ constituents beyond shareholders.
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Because banks’ liabilities, especially to depositors, play such a crucial role in
the economy, Macey and O’Hara argue that ‘bank directors should owe
fiduciary duties to fixed claimants as well as to equity claimants’.6 In a com-
plementary vein, Caprio and Levine (2002) explain that there are four
sources of governance for banks: shareholders, debtholders, the competitive
discipline of output markets, and governments.7

One purpose of both market discipline mechanisms and government
regulation is to ameliorate information asymmetries between various stake-
holders and improve bank performance. Yet, government involvement in
the form of deposit insurance and lender of last resort support may inter-
act negatively with the disciplining role of the external governance frame-
work. For instance, deposit insurance serves to protect depositors, but it
also decreases their motivation to monitor banks. In such a situation,
shareholders and managers may attempt to undertake excessively risky
activities. As another example, whether private investors in uninsured bank
debt impose market discipline on bank managers may depend on whether
they consider their investments at risk. In the presence of a ‘too big to fail’
policy, they may not consider their investment at risk and thus inadequately
monitor banks (Morgan and Stiroh, 2000). It is for these reasons that
whether market discipline actually improves bank performance or not is
ultimately an empirical question.

Sub-components of External Governance

Accounting standards
An important dimension of external governance is the degree of trans-
parency that exists for the operations of a firm. One key to the provision of
accurate information is the use of accurate accounting standards. In this
respect, it is worthwhile noting that when examining the impact of account-
ing standards at the firm level, Leutz and Verrecchia (2000) find that German
firms voluntarily adopting either International Accounting Standards (IAS)
or US Generally Accepted Accounting Practices (GAAP) have lower infor-
mation asymmetry as reflected by bid-ask spreads and higher stock liquidity
than those that employ the German reporting standard.

Currently, a major obstacle to the application of a single, well-recognized
set of accounting standards is that there are several major alternatives
employed across the globe (as well as a number of local, country-specific
accounting standards that are difficult or impossible for stakeholders and
potential investors to ‘translate’ into terms similar to one of the major
global standards). Table 8.1 shows that there is variation in standards, with
the majority of countries having adopted IAS. There are 20 countries that
employ neither IAS nor GAAP.
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Table 8.1 Bank Accounting Standards: An International Comparison

Countries Applying Countries Applying Countries Countries
International US Generally Applying Applying
Accounting Accepted Accounting Both Neither
Standards (IAS) Standards (GAAP)

Austria United States Australia Argentina
Azerbaijan Bosnia and Belgium
Benin Herzegovina Chile
Burkina Faso Brazil Denmark
Bulgaria Costa Rica Germany
Bahrain El Salvador Finland
Bolivia Japan Greece
Botswana Korea India
Canada Nigeria Israel
Côte d’Ivoire Panama Italy
Croatia Philippines Luxembourg
Cyprus Thailand Morocco
Czech Republic Ukraine Macedonia
Egypt Netherlands
Estonia Portugal
Hong Kong, China Russia
Hungary Slovenia
Jordan Spain
Kuwait United Kingdom
Lebanon Venezuela
Lithuania
Latvia
Macau, China
Mali
Malta
Mauritius
Pakistan
Peru
Romania
Saudi Arabia
Senegal
Slovakia
South Africa
Sri Lanka
Trinidad and Tobago
Tunisia
Turkey
Uruguay
Zimbabwe

Source: World Bank Regulation and Supervision Survey (2004).



Strength of external audits
The objective of external financial reporting is to reduce information asym-
metries between the different stakeholders of a company (Healy and Palepu,
2001). Audited financial statements are important for countries where firms
rely more on equity finance than on debt for funding. The corporate govern-
ance role of audits in markets or industries where firms rely more on
debt may be less important, as debtholders generally have greater access to
financial information than individual shareholders. Similarly, when firm
ownership is concentrated, shareholders with substantial stakes could
provide sufficient monitoring so that the benefits of external audits may be
less pronounced. Yet, high concentration may be a reason for mandatory
audits because large owners may collude with management and engage in
excessively risky activities rather than provide effective monitoring. Perhaps
because most countries have mandatory audits this issue does not appear to
have received much attention. Nonetheless it is an issue worth pursuing, par-
ticularly since Izan (1980) finds that many banks were not pleased when
mandatory audits were imposed on them.

Financial statement transparency
The ability of shareholders to effectively monitor managers depends cru-
cially on the completeness and accuracy of the information they receive.
Accurate accounting standards and the degree of transparency help deter-
mine the extent to which securities markets are able to monitor and influence
bank performance. Llewellyn and Mayes (2003) argue that relevant and
accurate information about the status of banks is a necessary condition for
an efficient operation of market discipline as reflected in Pillar 3 of Basel II.8

A few empirical studies have examined the impact of bank disclosure and
transparency on bank performance. For example, Barth et al. (2004a, 2006)
find that policies that require accurate information disclosure, empower
private sector control of banks, and foster incentives for private agents to
assert corporate control, work best to promote bank development, per-
formance and stability. Jordan et al. (1999) find that improving bank dis-
closure during a banking crisis is not destabilizing, but instead provides
conditions for market discipline to work more effectively. In addition,
Tadesse (2003) finds cross-country evidence that more comprehensive,
informative and timely bank disclosure can mitigate the likelihood of a sys-
tematic banking crisis. Further, Baumann and Nier (2003) find that banks
that disclose more information tend to have higher capital ratios, and hence
more protection against unexpected loss.

Some authors focus on the effect that the availability and type of deposit
insurance scheme in place has on disclosure policies’ impact on bank
performance. Cordella and Yeyati (1998), for example, note that the ability

156 Corporate governance in banking



of investors to control banks’ risk-taking depends on a portion of deposits
not being insured so that depositors are motivated to monitor bank risk.
They show that the disciplining effect of disclosure would be limited only
to risk which the bank is able to control. When risk is exogenous to the
bank, disclosure of bank portfolio information increases the probability of
bank failure. These authors conclude that ‘government “insurance” against
the occurrence of negative exogenous shocks (for example, through the pro-
vision of emergency credit) would allow the [banking] system to benefit
from information disclosure while avoiding its pitfalls’.9 DeYoung et al.
(2001) argue that the opacity of bank assets is exactly what warrants greater
disclosure and publicizing of supervisory information, because it may help
investors to form more accurate assessments of bank values.

External ratings and credit monitoring
Credit rating agencies, such as Moody’s and Standard and Poor’s, rate
certificates of deposit, debentures and commercial paper. Credit rating
agencies also rate banks. For some types of activities, regulators actually
require banks to be evaluated by credit rating agencies. For example, in the
United States, banks must have an external rating in order to issue letters
of credit (DeYoung et al., 2001). In addition, Basel II requires that regu-
lators use ratings in assessing banks’ strength.

Empirical studies have shown that, at least in the United States, the use of
ratings should accompany regulatory interventions.10 Morgan (2002) finds
that regulators are able to shift some disciplining responsibilities to the
market, although he finds that there are patterns of disagreement among
rating agencies in their evaluation of various individual banks’ bonds. These
disagreements increased after the announced demise of the ‘too-big-to-fail’
policy in the United States in 1986. Morgan observes that banks are inherently
opaque and regulatory involvement is therefore warranted. Nonetheless, he
concludes that ratings are useful not only because they contribute to market
discipline but also because they help regulators identify problem banks.

Morgan and Stiroh (2000) find that in spite of the opaqueness of banks, in
general, rating agencies are able to evaluate bank debt correctly. These authors
study whether the relationship between bond spreads (over Treasuries) and
risk (as estimated by rating agencies) is the same for bank and non-bank firms.
They find a nearly identical relationship between spreads and ratings for
banks and non-bank firms. The authors therefore conclude that the market
disciplines banks as harshly as it disciplines non-bank firms. In addition,
Morgan and Stiroh find that bond spreads reflect the risk of bank portfolios,
indicating that investors look beyond public measures of risk exposure. For
example, if banks shift to riskier activities, such as trading or credit card
lending, they should expect to pay higher spreads. The information content in
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bond spreads is found to be attenuated for larger banks, perhaps indicating
that the market is less able correctly to value larger banks, or that Government
intervention is still expected in problem situations if the bank is big enough,
even in the presence of explicit statements to the contrary.

While evidence suggests that bank supervisors and rating agencies
produce information that is useful to each other, it also suggests that there is
a level of specialization by investors in terms of the type of information they
collect. Berger et al. (2000) focus on both the timeliness and accuracy of
supervisory versus market data. They find that supervisory evaluations and
bond ratings are more concerned with bankruptcy risk. Thus, credit-rating
agencies tend to focus on future problem loans consistent with their em-
phasis on risk. In contrast, equity investors focus more on future earnings,
consistent with shareholders’ focus on wealth creation.

Overall, Berger et al. (2000) find that supervisors are less accurate than
private investors in predicting changes in bank performance. Although evi-
dence on an informational advantage of bank supervisors over the bond
market is found by DeYoung et al. (2001), they report that equity studies
find that investors promptly incorporate relevant rating information into
bank stock prices.

Credit-rating agencies, however, have faced heavy criticism in recent
years, especially for missing the crises at firms like Enron, WorldCom and
Parmalat (Economist, 2005). The main shortcomings in these cases were the
absence of outside scrutiny and lack of competition among credit rating
agencies, especially those rating large global companies, with most relying
mainly on Moody’s and Standard & Poor’s. Payment for the credit rating
service by rated companies and not by investors coupled with a potential
conflict of interest between credit rating agencies and their consulting busi-
ness has raised concerns among many.

Cross-country empirical studies addressing these issues are relatively rare.
In the case of European banks, Sironi (2003) finds that investors impose
market discipline, albeit to a lesser extent on banks with external sub-
sidiaries, and that public sector banks benefit from a significant government
subsidy (through implicit guarantees), though these subsidies become
weaker over time. The policy conclusion is that requiring banks to issue sub-
ordinated notes and debentures would likely enhance market discipline.

DeYoung et al. (2001), moreover, argue that mandatory subordinated
debt can serve as a disciplining device, not because it controls risk-taking
directly but because it is able to generate helpful market signals about a
bank that could be used by the regulator to respond to troubles in a timely
manner. This happens because debtholders cannot affect the bank imme-
diately even if increased default risk has driven debt prices sharply down.
Supervisors, in contrast, have a direct effect on bank behavior because they
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can legally restrict activities of financially weak banks. Thus, mandatory
subordinated debt would be an effective tool only if the market signals
about a bank’s condition augments the supervisory information and
induces supervisory authorities to take appropriate corrective action.

Relying on cross-country data to study whether subordinated debt
imposes market discipline is important because some researchers are
dubious about its benefits. For example, Saunders (2001) argues that it is
better to use equity prices and drop subordinated debt proposals, especially
if bond markets are not very liquid. As he states:

[W]hy is it easier to get smaller and medium sized banks to issue subordinated
debt rather than require more [closely-held] banks to have their equity listed and
traded? Is it to protect such shareholders from claims dilution? Surely, such a
choice to prefer bonds rather than more equity suggests an implicit value judg-
ment and wealth transfer that society at large may not approve of, and may even
have an unwitting flavor of a new type of stockholder ‘protection’ agenda that
may come back to haunt regulators in the future.11

CROSS-COUNTRY DATA

The primary focus of our inquiry is on the effect of external governance on
bank performance. To measure the impact of the external governance
framework we rely on a recent survey conducted by the World Bank.12 It
covers 152 countries and provides data for end-2001 and 2002. The focus of
the survey is on bank regulations and supervisory practices. Using the survey
data, we extend the work of Caprio and Levine (2002) in constructing an
External Governance Index (EGI). The EGI consists of four basic com-
ponents: (a) the type of accounting standard employed (ACC); (b) the
strength of external audits (SEA); (c) the transparency of financial state-
ments (FST); and (d) the use of external ratings and reliance on credit moni-
toring (ERC). SEA captures the mandated procedures for ensuring the use
and quality of independent auditors, and the ways in which regulatory
authorities interact with auditors. FST captures the level of mandated infor-
mation disclosure to the public. ERC measures the mandatory use of credit
rating agencies and subordinated debt. ACC is a dummy that takes the value
of one if banks in a country use IAS, US GAAP, or both. The external
governance index is the summation of these sub-components. As an alterna-
tive, the external governance index is also calculated as the summation of the
sub-components weighted by each component’s maximum score (EGIEW).
The specific way in which the index is constructed is explained in Table 8.2.

Table 8.3 shows variations in the aggregate and individual components
of external governance across our sample of 72 countries, with higher
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Table 8.3 External governance indicators for selected countries

Country EGI EGIEW SEA FST ERC ACC

Argentina 14 2.44 6 5 3 0
Australia 14 3.21 5 6 2 1
Austria 13 2.92 7 4 1 1
Azerbaijan 13 3.02 6 4 2 1
Bahrain 13 2.96 5 6 1 1
Belgium 13 2.08 7 5 1 0
Benin 14 3.08 7 5 1 1
Bolivia 13 3.13 5 4 3 1
Bosnia and Herzegovina 14 3.08 7 5 1 1
Botswana 12 2.75 7 3 1 1
Brazil 14 3.19 6 5 2 1
Bulgaria 14 3.08 7 5 1 1
Burkina Faso 14 3.08 7 5 1 1
Canada 16 3.50 7 6 2 1
Chile 13 2.19 6 5 2 0
Costa Rica 13 2.94 6 5 1 1
Côte d’Ivoire 14 3.08 7 5 1 1
Croatia 14 3.08 7 5 1 1
Cyprus 13 2.96 5 6 1 1
Czech Republic 13 2.96 5 6 1 1
Denmark 14 2.33 7 5 2 0
Egypt 16 3.50 7 6 2 1
El Salvador 15 3.42 7 4 3 1
Estonia 15 3.25 7 6 1 1
Finland 14 2.36 6 6 2 0
Germany 12 2.02 6 4 2 0
Greece 13 2.08 7 5 1 0
Hong Kong, China 15 3.36 6 6 2 1
Hungary 15 3.33 7 5 2 1
India 11 1.77 6 4 1 0
Israel 12 1.96 5 6 1 0
Italy 12 2.05 5 5 2 0
Japan 13 3.05 5 5 2 1
Jordan 14 3.08 7 5 1 1
Korea 16 3.61 6 6 3 1
Kuwait 16 3.61 6 6 3 1
Latvia 15 3.25 7 6 1 1
Lebanon 14 3.08 7 5 1 1
Lithuania 11 2.63 5 4 1 1
Luxembourg 14 2.25 7 6 1 0
Macau, China 12 2.80 5 5 1 1



values indicating better external governance. While it is difficult to draw a
single broad conclusion about the relationship between the application of
external governance measures and country income level, several broad pat-
terns emerge. ERC and FST are highest for high-income countries, lowest
for low-income countries, and in between for middle-income countries.
ACC and SEA are lowest for high-income countries and highest for low-
income countries. Consistent with these observations, recent research by
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Table 8.3 (continued)

Country EGI EGIEW SEA FST ERC ACC

Macedonia 12 2.02 6 4 2 0
Mali 14 3.08 7 5 1 1
Malta 15 3.36 6 6 2 1
Mauritius 14 3.19 6 5 2 1
Morocco 13 2.11 6 6 1 0
Netherlands 15 2.58 7 5 3 0
Nigeria 13 2.94 6 5 1 1
Pakistan 15 3.33 7 5 2 1
Panama 12 2.80 5 5 1 1
Peru 15 3.33 7 5 2 1
Philippines 11 2.68 3 6 1 1
Portugal 12 1.92 7 4 1 0
Romania 12 2.88 5 4 2 1
Russia 11 1.80 5 5 1 0
Saudi Arabia 15 3.25 7 6 1 1
Senegal 14 3.08 7 5 1 1
Slovakia 13 2.92 7 4 1 1
Slovenia 14 2.25 7 6 1 0
South Africa 15 3.25 7 6 1 1
Spain 12 2.05 5 5 2 0
Sri Lanka 13 2.96 5 6 1 1
Thailand 13 3.02 6 4 2 1
Trinidad and Tobago 14 3.11 6 6 1 1
Tunisia 13 3.00 7 3 2 1
Turkey 15 3.25 7 6 1 1
Ukraine 12 2.80 5 5 1 1
United Kingdom 13 2.21 5 6 2 0
United States 14 3.19 6 5 2 1
Uruguay 14 3.30 5 5 3 1
Venezuela 13 2.17 7 4 2 0
Zimbabwe 14 3.19 6 5 2 1

Source: World Bank’s Bank Regulation and Supervision Survey (2004).



Caprio and Honohan (2003) examines the widely held notion that low-
income countries do not in general have the prerequisite conditions for
effective market discipline, and find that there is little evidence to support
that preconception. Although EGI (EGIEW) is higher on average for the
high-income countries than the low-income countries, the correlation
between the aggregate external governance measure and per capita GDP is
positive but not significant. Of the four sub-components of EGI, only two
are significantly correlated with per capita GDP. FST is positive and mar-
ginally significant, while ACC is negative and significant. The latter corre-
lation is solely due to the fact that IAS is negatively correlated with per
capita GDP, whereas there is no significant correlation for GAAP.

In addition to the information obtained from the World Bank survey, we
relied upon BankScope for individual bank data. Our purpose was to assess
the extent to which the external governance index and the individual com-
ponents affect bank performance. In keeping with this objective, we col-
lected data for different measures of bank performance and a standard set
of bank-specific explanatory variables. We matched the bank-specific data
with our new country-specific variables taking account of cross-country
differences in the external governance environment in which banks operate,
and with country-specific variables taking account of differences in regula-
tory and supervisory regimes across countries. This yielded a data set of
1994 banks in 72 countries. Descriptive information on the number and
assets of banks by country are reported in Table 8.4.

EMPIRICAL MODEL

The empirical model for our analysis is drawn mainly from Demirgüç-Kunt
and Huizinga (1999, 2001), Barth et al. (2003), and Demirgüç-Kunt et al.
(2004). In these and other similar banking studies, both country-level and
bank-level data are employed for a sample of countries to examine the
effect of various variables on bank performance. The specific model esti-
mated is as follows:

where Pij is a performance variable for bank i in country j; Bij are bank-
specific variables; Mj are macroeconomic country-specific variables; Ij
are banking industry-specific variables; and Gj is the external governance
country-specific variable. Definitions of all variables and sources for
them are provided in Table 8.2, while descriptive statistics are provided in
Table 8.5.

Pij � constant � 	�Bij � 
�Mj � ��Ij � ��Gj � �ij

A cross-country analysis of bank performance 165



166 Corporate governance in banking

Table 8.4 Number and assets of banks by country

Country Bank Bank Bank Bank assets Number
assets assets assets Standard of
Mean Minimum Maximum Deviation banks
($US ($US ($US ($US

Millions) Millions) Millions) Millions)

Argentina 2586 26 15 384 4068 35
Australia 29 628 707 190 406 52 011 21
Austria 6704 24 152 587 25 199 40
Azerbaijan 110 7 455 194 5
Bahrain 12 682 3040 27 312 11 329 4
Belgium 39 338 261 380 052 92 862 23
Benin 198 83 326 122 3
Bolivia 357 25 771 261 11
Bosnia and 
Herzegovina 84 32 270 78 8

Botswana 326 52 741 332 4
Brazil 3457 13 70 045 9741 93
Bulgaria 212 31 766 207 13
Burkina Faso 112 59 209 73 6
Canada 37 125 53 223 504 68 879 29
Chile 3404 67 12 369 3955 20
Costa Rica 297 68 429 199 3
Côte d’Ivoire 265 28 719 254 7
Croatia 879 33 6228 1490 23
Cyprus 2792 36 12 781 4316 10
Czech Republic 4417 172 16 190 6305 12
Denmark 3013 45 79 460 11 734 49
Egypt 5395 288 21 448 6728 12
El Salvador 1095 161 2624 978 7
Estonia 2049 351 4510 2182 3
Finland 38 724 396 155 505 65 930 5
Germany 21 666 40 870 956 104 633 135
Greece 19 153 1238 51 964 16 372 8
Hong Kong,
China 16 466 15 235 381 44 669 32

Hungary 2552 111 10 308 3014 11
India 3059 125 11 336 2915 36
Israel 13 436 70 56 577 19 296 14
Italy 17 437 55 301 467 47 837 87
Japan 49 081 1508 881 144 124 919 126
Jordan 5061 324 22 106 8490 10
Korea 44 966 11 479 116 370 30 915 10
Kuwait 6767 3938 15 313 4295 6
Latvia 357 28 1381 416 12
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Table 8.4 (continued)

Country Bank Bank Bank Bank assets Number
assets assets assets Standard of
Mean Minimum Maximum Deviation banks
($US ($US ($US ($US

Millions) Millions) Millions) Millions)

Lebanon 1399 114 6928 1772 27
Lithuania 576 69 1857 741 5
Luxembourg 5924 52 47 514 10 208 82
Macau, China 1105 143 2758 871 7
Macedonia 176 29 474 201 6
Mali 102 61 133 37 3
Malta 1606 341 4174 1791 6
Mauritius 1153 1143 1164 15 2
Morocco 4226 1764 7936 1973 9
Netherlands 34 276 24 460 888 102 350 20
Nigeria 314 28 2519 515 50
Pakistan 1587 80 7116 2284 15
Panama 1219 374 3811 1346 6
Peru 1627 27 6379 2058 11
Philippines 2150 133 9190 2653 21
Portugal 14 190 204 59 717 21 344 9
Romania 887 20 5362 1494 13
Russia 498 8 4178 947 44
Saudi Arabia 6392 1600 11 145 4773 3
Senegal 216 62 454 138 7
Slovakia 1208 139 4697 1544 12
Slovenia 1353 137 7471 1932 13
South Africa 5803 27 29 090 10 184 20
Spain 12 577 11 333 002 52 010 70
Sri Lanka 803 56 2629 830 8
Thailand 13 718 2409 30 485 9679 9
Trinidad and 
Tobago 2004 934 3979 1404 5

Tunisia 841 143 1939 831 4
Turkey 7581 351 38 150 12 307 10
Ukraine 237 26 976 301 22
United Kingdom 40 230 44 555 535 102 956 70
United States 14 860 31 578 210 51 607 367
Uruguay 40 230 44 555 535 102 956 70
Venezuela 777 9 3783 1100 27
Zimbabwe 686 272 1877 523 8

Note: Bank assets are averaged between 2000 and 2002.



Empirical banking models typically use such measures of performance
as return on assets or return on equity, net interest margin to total assets,
and operating costs to operating revenue. This chapter uses three alter-
native measures of performance that are commonly employed in banking
studies. Before tax profit to total assets (PTA) is the first dependent variable
used to measure bank performance. According to Demirgüç-Kunt and
Huizinga (1999), this is a more appropriate variable than return on equity
in a cross-country analysis because banks in developing countries typically
rely more on implicit government subsidies and thus less equity, which dis-
torts the return on equity. Before tax operating profit to total assets (OPTA)
is the second measure of performance. It excludes extraordinary or non-
recurring income from overall income. This measure is a narrower measure
of profitability and focuses more on profits generated from the ongoing
core operations of banks. Overhead cost to operating revenue (COST) is
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Table 8.5 Descriptive statistics for variables

Mean Median Standard Number of
Deviation observations

TA ($US Millions) 15 066 1357 60 945 1994
PTA (%) 1.44 1.19 2.58 1994
OPTA (%) 1.42 1.18 2.56 1994
COST (%) 64.91 62.51 25.15 1987
DEPTA (ratio) 0.726 0.784 0.196 1994
NIR (ratio) 0.228 0.200 0.186 1994
SPTA (ratio) 0.012 0.005 0.035 1994
ETA (ratio) 0.117 0.086 0.104 1994
LTA (ratio) 0.516 0.540 0.218 1994
TXR (ratio) 0.305 0.289 1.771 1994
MPOWER (%) 10.06 0.29 100.06 1994
GDPP ($US 10.16 4.21 12.53 72

Thousands)
GRO (%) 2.96 3.10 2.60 72
INF (%) 6.67 3.42 11.68 72
NEDIS 0.36 0.00 0.48 72
BCASSET (%) 66.30 67.15 20.80 72
SEA 6.17 6.00 0.90 72
FST 5.10 5.00 0.79 72
ERC 1.56 1.00 0.67 72
ACC 0.72 1.00 0.45 72
EGI 13.54 14.00 1.26 72
EGIEW 2.84 3.01 0.49 72



the third measure of bank performance, which is a measure of bank cost
efficiency with a focus on the efficiency of the entire banking organization
rather than just on the traditional core banking activities.

Table 8.6 contains simple correlations among all the variables, as well as
the associated levels of statistical significance. All three measures of bank
performance – PTA, OPTA, and COST – are significantly correlated with
one another. However, the correlations, with the unsurprising exception of
the correlation between PTA and OPTA, are not particularly high and thus
support our approach to consider each variable as alternative ways to
measure bank performance. All four sub-components of the external
governance index are significantly correlated with the EGI and EGIEW.
The simple correlations further reveal that both measures of external
governance are positive and significantly correlated with bank profitability
and significantly negatively correlated with costs. The correlations reveal
that with no explicit deposit insurance scheme both the equity-to-asset
ratio and EGIEW are higher.

Several bank-specific variables (Bij) are included in the analysis. The log
of total assets (LOGTA) is included as a measure of bank size, and squared
terms are included to allow for nonlinearity in the relation of size to the
various performance measures. Since bank performance is measured in
terms of return on assets, the impact of leverage is measured by equity-to-
assets lagged one period (ETA�1). This variable is lagged by one period to
correct for the contemporaneous impact of unpaid dividends on bank
equity (Demirgüç-Kunt and Huizinga, 1999). Loans-to-assets (LTA) and
the standard deviation of profits before taxes-to-assets (SPTA) are included
in the analysis as measures of bank risk.13 Taxes paid relative to pre-tax
profits (TXR) controls for the impact of tax rates on bank performance.
Since the presence of ‘too-big-to-fail’ regulatory policies weakens the
incentives of investors to monitor and impose market discipline (Morgan
and Stiroh, 2000), we include the variable MPOWER, calculated as the
bank’s assets-to-total banking system assets. Also, since banks are more
important providers of external finance in developing countries than in
developed countries, regulators in the former may be more likely to resort
to ‘too-big-to-fail’ policies and thereby lessen market discipline, MPOWER
is interacted with GDP per capita. This controls for the impact of a bank’s
market power in countries with different levels of economic development.

The macroeconomic variables (Mj) are gross domestic product per capita
(GDPP), real gross domestic product growth (GRO), the inflation rate
(INF), and a measure of the extent of intermediation in an economy
(M2GDP). While the first variable is included to control for the country
specific institutional environment imbedded in the level of economic devel-
opment, growth and inflation are included to capture cyclical effects. The
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degree of intermediation in an economy controls for the importance of
financial institutions as a source of credit. These variables are typically
employed in cross-country bank studies.

Two banking industry variables (Ij) are included as control variables. A
dummy variable is included equaling one if a country has no explicit
deposit insurance scheme (NEDIS) and 0 otherwise. Also, a three bank
asset concentration variable (BCASSET) is included.

RESULTS

Tables 8.7, 8.8 and 8.9 present our empirical results. There is one table
for each of the three measures of bank performance – before tax-profit,
before tax operating profit, and overhead costs. There are, moreover, two
regressions in each table, one for each of the two alternative measures of
external governance – EGI and EGIEW.

We note first that the effects of the bank-specific variables are in general
consistent with findings of other banking studies. Larger banks are more
profitable and have lower costs, consistent with the notion of scale
efficiency also found by Demirgüç-Kunt et al. (2004). Similar results are
apparent for the impact of bank capitalization on the performance meas-
ures. Better capitalized banks are more profitable and have lower cost, sug-
gesting that these banks pay less for deposits because of lower default risks
and/or greater market power. Non-interest revenue to total revenue (NIR)
has a significantly positive effect on both bank profitability and cost. LTA
is used here as a measure of core banking activities, and enters positively in
the PTA and OPTA regressions, indicating that banks focusing more on
traditional core activities have both higher profits. This variable is also
significant and enters with negative sign in the COST regressions, which is
expected since overhead costs are not likely to be affected by the loans to
assets ratio. The tax variable, TXR, enters the before tax profit regression
with the expected sign, and is significant. The market power variable
(MPOWER) is significantly positive in the profit regressions, while
significantly negative in the COST regressions.

The impacts of the macroeconomic variables on the three measures of
bank performance indicate that the higher inflation the higher bank
profitability. The level of economic development (as measured by per capita
GDP) and economic growth both generally have a positive impact on
profitability and a negative impact on cost. The findings regarding these
control variables are generally consistent with those reported by others.

Recent studies at both the micro and macro level demonstrate the
importance of controlling the deposit insurance and banking industry
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Table 8.7 Dependent variable: before tax profit to total assets

PTA (1) (2)

C �12.0865*** �9.8510***
(3.04) (2.98)

LOG(TA) 1.0372*** 1.1006***
(0.00) (0.00)

LOG(TA)^2 �0.0347*** �0.0371***
(0.01) (0.01)

DEPTA �1.1954** �1.2580***
(0.02) (0.01)

NIR 1.5295* 1.4219
(0.90) (0.88)

SPTA �0.0556 �0.0520
(0.01) (0.01)

ETA 7.3494*** 7.3563***
(1.70) (1.70)

LTA 1.0426*** 0.7613**
(0.00) (0.02)

TXR �0.0384* �0.0428**
(0.02) (0.02)

MPOWER 0.0007** 0.0007**
(0.03) (0.03)

GDPP 0.0029 0.0109***
(0.00) (0.00)

GRO 0.1530*** 0.1456***
(0.00) (0.00)

INF 0.0739*** 0.0750***
(0.01) (0.01)

NEDIS 0.2222 0.2070
(0.29) (0.31)

BCASSET �0.0107*** �0.0057**
(0.00) (0.00)

EGI 0.3639***
(0.06)

EGIEW 0.7467***
(0.12)

Adjusted R2 0.18 0.18
F-Statistic 30.58 30.65
Prob(F-Statistic) (0.00) (0.00)
Number of observations 1994 1994
Number of countries 72 72

Notes: ***, ** and * denote significant level at 1, 5 and 10 percent respectively. White
heteroskedasticity-consistent standard errors are in parentheses.
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Table 8.8 Dependent variable: before tax operating profit to total asset

OPTA (3) (4)

C �11.1931*** �8.8934***
(3.06) (3.02)

LOG(TA) 0.8494*** 0.9143***
(0.01) (0.01)

LOG(TA)^2 �0.0284*** �0.0309***
(0.01) (0.01)

DEPTA �1.0821** �1.1346**
(0.03) (0.02)

NIR 1.6418** 1.5383*
(0.84) (0.82)

SPTA �0.0293 �0.0255
(0.01) (0.01)

ETA 7.0375*** 7.0485***
(1.61) (1.60)

LTA 1.1872*** 0.8772***
(0.00) (0.01)

TXR 0.0192 0.0142
(0.02) (0.02)

MPOWER 0.0006** 0.0006**
(0.04) (0.04)

GDPP 0.0013 0.0099**
(0.00) (0.00)

GRO 0.1593*** 0.1521***
(0.00) (0.00)

INF 0.0747*** 0.0762***
(0.01) (0.01)

NEDIS 0.2286 0.2031
(0.26) (0.30)

BCASSET �0.0122*** �0.0068***
(0.00) (0.00)

EGI 0.3896***
(0.06)

EGIEW 0.8396***
(0.11)

Adjusted R2 0.19 0.19
F-Statistic 31.26 31.84
Prob(F-Statistic) (0.00) (0.00)
Number of observations 1994 1994
Number of countries 72 72

Notes: ***, ** and * denote significant level at 1, 5 and 10 percent respectively. White
heteroskedasticity-consistent standard errors are in parentheses.
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Table 8.9 Dependent variable: overhead cost to operating revenue

COST (5) (6)

C 181.8854*** 163.9591***
(22.81) (22.11)

LOG(TA) �8.9213*** �9.4620***
(0.00) (0.00)

LOG(TA)^2 0.2459*** 0.2652***
(0.10) (0.10)

DEPTA 1.3012 2.2128
(0.74) (0.57)

NIR 15.0851*** 16.2204***
(4.50) (4.45)

SPTA 0.3613 0.3395
(0.00) (0.00)

ETA �33.5824*** �33.4476***
(10.82) (10.89)

LTA �10.8387*** �9.2539***
(0.00) (0.00)

TXR 0.3581 0.3767
(0.37) (0.37)

MPOWER �0.0052** �0.0052**
(0.04) (0.03)

GDPP �0.1245*** �0.1734***
(0.05) (0.05)

GRO �1.1867*** �1.1112***
(0.00) (0.00)

INF �0.2191*** �0.2173***
(0.09) (0.09)

NEDIS �5.7677*** �5.9879***
(0.00) (0.00)

BCASSET 0.0727** 0.0380
(0.03) (0.03)

EGI �2.4217***
(0.60)

EGIEW �3.6003***
(1.06)

Adjusted R2 0.07 0.07
F-Statistic 11.24 10.55
Prob(F-Statistic) (0.00) (0.00)
Number of observations 1987 1987
Number of countries 72 72

Notes: ***, ** and * denote significant level at 1, 5 and 10 percent respectively. White
heteroskedasticity-consistent standard errors are in parentheses.



concentration when examining performance.14 Banks in countries without
an explicit deposit insurance scheme are on average not significantly more
profitable but are more efficient in terms of lower costs. The concentration
variable (BCASSET) is significantly and negatively correlated with
profitability and positively correlated with cost.

Turning to the main focus of our study, we find overall that the external
governance framework does indeed affect bank performance, even after
controlling for the impact of an array of bank- and country-specific
factors. Indeed, the external governance index (EGI or EGIEW) is positive
and significant in the PTA and OPTA regressions, and negative and
significant in the COST regressions.

The magnitude of the effects of external governance also matters. For
example, holding everything else constant, a bank operating in Israel (EGI
of 12) would be expected to improve its before tax profit to total assets ratio
by 0.73 (2*0.3639) percentage points if the external governance environ-
ment were the same as in the United States (EGI of 14).15 The improvement
in before tax operating profit to total assets is nearly the same. As regards
cost, the improvements would be a negative 4.83 (2*2.417) percentage
points.16

CONCLUSIONS

A key policy prescription emerging from global banking problems over the
past two decades was that banking system safety and soundness rests on
more than the traditional measures of prudential supervision, capital
requirements, and deposit insurance schemes (and, indeed, even these tra-
ditional measures have been extensively rethought). In addition, policy
makers have called for improved ‘internal’ corporate governance, and
greater reliance on market-oriented ‘external’ governance measures. Such
measures, it is advocated, should include the adoption of widely-accepted
accounting standards, external audits and ratings, and enhanced trans-
parency of financial statements.

There is great ‘common sense’ appeal to the adoption of such measures,
and indeed, the New Basel Capital Accord puts great emphasis on them.
Nevertheless, there has been relatively little empirical testing of the nature
and impact of these newer, less traditional measures directed toward
banking safety and soundness. This is particularly true with respect to the
concept of external governance. The purpose of the chapter is to add to the
relatively small amount of literature addressing this gap.

Using a new database, we suggest ways to measure four key components
of external governance. These include accounting standards, the strength
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of external audits, the degree of transparency of banks’ financial state-
ments, and the use of external ratings and related credit monitoring mech-
anisms. We incorporate an index of external governance combining these
components into equations modeling various measures of bank perform-
ance, including profitability and bank efficiency. We find substantial
evidence that the index has positive and statistically significant effects on
bank profitability, and negative and statistically significant impacts on
bank efficiency. Our findings suggest that subsequent research investigating
cross-country differences in bank performance should directly take account
of external governance factors. In addition, and more importantly, we
provide empirical evidence supporting Pillar 3 of Basel II. In light of the
fact that many policy decisions have been made, or are in the process of
being made, based on these lessons about new ways to enhance banking
safety and soundness, especially via strengthening market discipline, one
might expect such empirical support to provide a measure of comfort
within the banking and regulatory communities.

NOTES

1. An alternative definition of corporate governance is offered by Tirole (2001, p. 4),
who defines corporate governance as ‘the design of institutions that induce or force man-
agement to internalize the welfare of stakeholders.’ Zingales (1998) defines corporate
governance as ‘the complex set of constraints that shape the ex-post bargaining over
quasi-rents generated by the firm.’

2. The agency (or ‘finance’) approach focuses on internal governance mechanisms where
the behavior of managers who have incentives to deviate from shareholder value-
maximization is efficiently restrained by the board of directors representing the share-
holders. This approach also recognizes the role of the external governance mechanisms,
whereby the external markets for capital, for managers, and for corporate control help
in providing market discipline and enforcing internal arrangements.

3. See Bliss (2003) for a thoughtful discussion of a definition and components of market
discipline.

4. Macey and O’Hara (2003, p. 91). See also Caprio and Levine (2002), Adams and
Mehran (2003) and Arun and Turner (2003). Note also that in some countries the issue
of corporate governance of banks and other financial institutions has recently captured
renewed attention from policy makers and regulatory authorities. For example, in the
United States, the Sarbanes-Oxley Act of 2002 deals extensively with legal requirements
aimed at enhancing the quality of corporate governance in non-financial and financial
firms. See Office of the Comptroller of the Currency (2003) for a federal regulatory per-
spective on corporate governance practices for banks.

5. See Shleifer and Vishny (1997) for a comprehensive and thoughtful survey of research
on corporate governance. Macey and O’Hara (2003) discuss the emerging literature on
corporate governance for banks.

6. Macey and O’Hara (2003, p. 102). Adams and Mehran (2003, p. 124) add at least one
more constituent. They argue that ‘the number of parties with a stake in [a financial]
institution’s activity complicates the governance of financial institutions. In addition to
investors, depositors and regulators have a direct interest in bank performance.’

7. Caprio and Levine (2002, p. 19).
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8. Pillar 3 of the Basel II emphasizes the important of transparency and market discipline,
and complements the other two pillars (minimum capital requirements and the super-
visory review process). Pillar 3 provides for a set of disclosure requirements aimed at
facilitating the exercise of market discipline. Moshirian and Szego (2003) note the
importance of transparency, among other factors, in moving financial markets and insti-
tutions from a government-led system to a market-led system.

9. Cordella and Yeyati (1998: 126).
10. Early US studies did not find relationships between subordinated notes and debentures

spreads and bank risk, which suggests that investors were not able to correctly identify
bank risk levels. This result is often attributed to the implicit government guarantees that
investors perceived prior to 1990 (Sironi, 2003).

11. Saunders (2001, p. 194).
12. See Barth et al. (2006), and http://www.worldbank.org/research/interest/2003_bank_

survey/2003_bank_regulation_database.htm.
13. In a study of performance for a sample of European banks, for example, Molyneux et al.

(1992) include a capital-asset ratio and a loan-assets ratio to account for bank specific
risk. In a similar vein, Samolyk (1994: 7) states that ‘differences in loan/asset ratios and
bank capitalization are important factors in assessing the relative profitability and risk
of banks’. The inclusion of SPTA is a reflection of overall bank risk.

14. For an example at the micro level, see Gropper and Hudson (2003); at the macro level,
see Barth et al. (2004 and 2006) and the references cited therein.

15. The calculation is based on Equation 1 in Table 8.7.
16. These calculations are based on Equations 5 in Table 8.9.
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9. A survey of corporate governance in
banking: characteristics of the top
100 world banks
Rowan Trayler

Banking worldwide is a high profile industry and plays an important role
not only in a country’s economy but the world’s as well. Operations of the
world’s largest banks span many countries and play a key role in society.
The banking industry has a special function in ensuring the stability and
integrity of the worldwide financial system. If one of the world’s largest
banks were to fail the fear of the consequences is of great concern to bank
regulators and governments worldwide. Banks are different to non-
financial corporations due to their public purpose and the position of trust
that they hold in the community.

Corporate governance and the role of the directors in banking has never
been more important, not only has there been a large number of changes
to corporate governance regulations but bank management has to address
the issues in the implementation of the Bank for International Settlements
(BIS) Basel II capital adequacy accord. This survey of the world’s top 100
banks is to determine if there are similarities or differences in their cor-
porate governance characteristics as measured by performance and risk.

In 2002 the Sarbanes-Oxley Act (SOX) came into force as a reaction to
the high profile corporate failures of Enron, WorldCom, Parmalat and
others. These failures also highlighted executive compensation arrange-
ments that many investors questioned as being excessive. Various countries
around the world introduced similar corporate governance legislation to
SOX and stock exchanges tightened their listing rules in terms of corporate
governance. The changes are having a far-reaching effect even in countries
that have not introduced similar requirements.

Today, banks are large complex organizations with operations not
only across countries but are offering a number of financial services other
than just commercial banking, Citibank is a good example with oper-
ations in stock broking, insurance, funds management, to name a few. The
board of directors of these banks require people who are well equipped
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to understand the complex nature of the organization, the countries they
operate in and be able to provide the independent oversight required as
directors.

PERSPECTIVES AND RECENT RESEARCH

Recent research shows that good firm performance is linked to good cor-
porate governance. However LeBlanc and Gillies (2003) suggest the evidence
is not as strong as many report, this is also supported by Chidambaran et al.
(2006) who find no significant performance differences between firms with
good or bad governance changes. Gompers et al. (2003) developed a govern-
ance index based on 24 firm specific characteristics around shareholder
rights and found that high governance index firms had higher firm value and
profits. Brown and Caylor (2004) develop a governance index based on 51
governance factors. They also find higher governance scores drive return on
equity and profit margins whilst Core et al. (2006) contend that weak govern-
ance did not cause problems with stock returns.

FTSE Research and Institutional Shareholder Services (ISS) produced a
joint research report in 2005 about their Corporate Governance Index
(CGI) where they rated 2200 companies from 24 countries. In their report
they identify five governance areas: ownership, compensation, audit, board
and equity structure, on which they based their index calculations. In study-
ing the board structure they were most interested in the composition and
processes of the board as well as the structure and independence of key
standing committees. In the audit area they focused on the processes and
composition of the committees.

CGI rankings are rated from five (highest) to one (lowest). The top three
countries in the CGI rankings were the United Kingdom (4.75), Canada
(4.71) and Ireland (4.25). The Scandinavian countries had the lowest index
values at slightly above one. In the report they ranked 18 industries and the
banking industry ranked fifth last with an index value of 2.65. The report
highlights that there is a large variation of corporate governance factors
across countries and industries.

Grunert et al. (2005) found that credit rating agencies take into account
governance issues. This is forcing firms in countries that have not intro-
duced similar legislation to SOX to adopt improved governance measures
if they want to borrow in international markets. Roberts (2004) agrees
saying firms are being forced to conform to international governance
requirements to avoid bad ratings. This market pressure has resulted in
banks in Southeast Asia and Japan adopting worldwide governance stan-
dards. Shinsei Bank in Japan is a good example of the changes these banks
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are undertaking. Shinsei has changed its board from 5 to 17 members with
a range of backgrounds and countries.

Questions have been raised on the effectiveness of the new corporate
governance measures. Leblanc and Gillies (2003) question the notion that
an independent director is a better director contending that regulators
have lost sight of the role of the board which is ‘independent oversight of
management and corporate stewardship’ (p. 3). They believe the idea of in-
dependent oversight is driving regulators who are insisting on independent
directors as in Australia, Canada, the US and the United Kingdom.
Westphal (2002) contends that past research has found little evidence to
suggest that independence leads to a better run company. Lawler and
Finegold (2006) on the other hand suggest that external directors bring
diversity and experience and are a benefit for the governance of a firm.

There have been a number of studies on specific governance attributes.
Anderson et al. (2004) found that board independence, size and a fully in-
dependent audit committee had positive benefits when it came to creditors
and loans. Bebchuk et al. (2005) examine the way directors are elected and
this has an influence on firm value, staggering the election of directors
reduced value. Brown and Caylor (2004) ascertain it is the characteristics
surrounding board committees and their independence that had an import-
ant bearing on performance and Dahya and McConnell (2005) looked at
boards with more independent directors and established they made better
decisions as reflected in share price changes. Mak and Kusnadi (2002) dis-
covered smaller boards have a positive relationship with firm value.

Studies prior to SOX by Jensen (1993), Mehran (1995), Yermack (1996),
Klien (1998), and Vafeas (1999) on board characteristics, found com-
position, number of board meetings, committees, structure/size of the
board, number of outside directors, plus the compensation of the external
directors important. In our study many of the above variables are now
required under SOX or equivalent legislation and therefore these factors
are no longer able to differentiate performance as before. It should be noted
Leblanc and Gillies (2003) suggest there has been little learned about what
is effective corporate governance. They believe it is board process in the
decision making that is important and little research has been done in this
area.

METHODOLOGY

In this study we examine the corporate governance characteristics of the
world’s top 100 banks. The term bank in this study is used generically to
refer to the entire operations of the reporting entity as disclosed in their
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consolidated annual report, not just their banking operations. The ranking
of the top 100 banks was obtained from Forbes.com 2005 listing of the
world’s top 2000 companies. Appendix A contains a list of the banks,
country of origin and the value of total assets. Reviewing the Federal
Reserve’s December 2005 report of foreign banks operating in the United
States, 62 percent of non-US banks in the survey have operations in the
United States at a branch or subsidiary level and this requires a number of
the non-US banks to comply with the Sarbanes-Oxley Act as well as their
own home country regulations. The requirement for foreign companies to
comply with SOX came into force for financial year statements filed after
15 April 2005. This helps to explain why a large number of the non-US
banks included sections in their annual report on how they were moving to
be compliant with SOX although there is little evidence that what they are
doing is anything more than the minimum possible.

The information used here on corporate governance and financial figures
was extracted from each bank’s annual report and proxy statement for 2004
obtained from the bank’s web-site. In compiling the data it was found that
the information reported by banks in their annual reports differed leading
to some problems in obtaining information. For example the disclosure of
external director compensation, number of board meetings, or years of
service for each director was sometimes not reported.

The information obtained on the governance characteristics of the board
of directors consisted of: the number of board members, the number of
internal directors, independence of the chairperson, the number of board
meetings per year, the average number of years a director served on the
board and the compensation paid to external directors. For the activities of
the board, information gathered included existence of an audit committee,
compensation committee, risk committee, and the independence of the
audit and compensation committee. The annual report was reviewed to see
if there were sections detailing the board’s view on corporate governance
and risk setting for the bank.

In the second part of the study the governance characteristics are con-
verted into an index where regression tests are carried out to establish if
there is significance in the differences in performance, risk measures and
governance characteristics. Table 9.1 sets out the governance characteris-
tics and the index score allocated to each variable. A value of one indicates
that the bank complied with the requirement and zero that they did not.
For example the governance characteristic that the board has an audit com-
mittee was given an index value of one. If the bank did not have an audit
committee or information was not provided the index value is zero. As a
result of reporting differences between countries it was difficult to obtain
the number of board meetings per year, compensation of external board
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members and number of years of board service. Therefore in the first
regression test these variables have an index value of one if this informa-
tion was provided or zero if not.

Consolidated balance sheet information gathered was aimed at deter-
mining the level of loans to assets and basic risk. Information included
total assets, loans and advances to customers, shareholders’ funds, profit
for the year and as a measure of risk; BIS capital percentage, equity to
assets (equity capital ratio) and provision for loan losses to loans. The per-
formance measures used in the analysis was return on assets and return on
equity.

Analysis of the data was conducted in two parts. The first part was to
establish an average for all of the 100 banks in the survey. This was to enable
comparison analysis between banks, countries and regions. The second
part of the study was directed towards a series of regression tests to evalu-
ate if there were significant relationships between the governance variables
to performance and risk. Before performing the regression analysis a study
of correlations between the corporate governance variables was carried
out. Appendix B sets out all the governance variables and the initial corre-
lation matrix.

Appendix B shows a high degree of correlation between some of the
governance variables, for example, board risk statement and the existence
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Table 9.1 Board Characteristics – allocation of governance index values

Actual values Regression values

Number of directors Number of directors from annual report
Number of internal directors Percentage of internal directors to all

directors from annual report

Index numbers only Index value of 1 Index value of 0

Chairman of the board Independent Non-Independent
Number of board meetings Information provided No information
Average years on the board Information provided No information
Compensation external directors Information provided No information
Corporate governance statement Statement provided No statement
Risk statement Statement provided No statement
Board audit committee Committee established No committee
Audit committee composition All independent Not all independent
Board compensation committee Committee established No committee
Board compensation committee All independent Not all independent
Board risk committee Committee established No committee



of a board risk committee. The evaluation of the correlations was system-
atically run through several stages to evaluate each high correlation to
establish which variable should be removed for the regression tests. Once a
variable was removed the process was repeated to logically remove highly
correlated variables. In the first review there was a high correlation with the
average years a director had served on the board, the number of board
meetings plus the compensation of external directors. The removal of the
two variables average years on the board and number of board meetings
was made on the basis that banks that reported these items usually reported
all three. As each variable was assigned a value of one or zero and the
majority of banks had all three there was high correlation amongst the
variables.

The second review revealed a high correlation between the audit com-
mittee and the compensation committee. Ninety-three percent of banks
reported they had an audit committee and 89 percent had a compensation
committee. With almost all banks having an audit committee it was
believed that this characteristic did not contribute to the analysis and thus
the audit committee was deleted. The third review of correlations showed
high correlation between all external directors on both the audit commit-
tee and compensation committee. Most banks that reported these commit-
tees tended to comply with the SOX requirement for the audit committee
but not always for the compensation committee. The removal of the audit
committee comprised of all internal members was considered less likely to
influence the regression tests.

The fourth review showed a high correlation with compensation of ex-
ternal directors and the compensation committee consisting of all external
directors. The data on director compensation was poor and an index
number was assigned for this variable with one for providing the infor-
mation and zero if they did not. The majority of banks that reported the
compensation of external directors also had external members on their
compensation committee and the compensation of directors was seen as
not adding to the analysis and therefore deleted.

The final review revealed a high correlation with the compensation
committee consisting of all external members and the board risk com-
mittee. It was more unlikely that a bank had a compensation committee
with all outside directors rather than a risk committee. When this
variable was retained and the risk committee removed there was still a
high level of correlation in the variables. Therefore the variable compen-
sation committee consisting of all external members was removed and
the risk committee retained. This resulted in six governance variables
listed in Table 9.2 with their coefficients for the regression analysis in
part two.
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RESULTS OF THE STUDY – COMPARISON TO THE
AVERAGE BANK

This section reports the overall summary results of the survey. The world’s
top 100 banks come from 28 countries. Refer to Appendix A for the list of
banks. The US dominates with 26 banks and the next largest countries are
Japan and the United Kingdom with eight each. Twelve countries had just
one bank, Appendix C contains a list of the countries represented in the
survey and the number of banks. In compiling the data from the banks’
annual reports it was observed that there are a number of differences in
how the top banks are governed from director numbers, committee struc-
tures, number of internal directors and independence of the chairperson.
Table 9.3, Panel A provides a summary of the average bank plus maximum
and minimum values for each item across the sample. Table 9.3, Panel B
shows percentage compliance with board governance characteristics. The
average bank in the survey will have 14 directors and 25 percent will be
internal. Banks on average hold ten board meetings a year and the direc-
tors have served almost eight years on the board. The average bank will
have a board statement on corporate governance, an audit, compensation,
and risk committees.

Ninety-nine percent of the banks reported a positive return on assets, the
average return on assets is 0.96 percent and return on shareholder funds is
14.68 percent. The external directors’ remuneration was not reported by
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Table 9.2 Final correlations of governance variables

Number Percentage Independent Compensation Governance Risk
of of internal chairman committee all statement statement

directors directors external
directors

No. of
directors 1

No. of
internal
directors �0.2557 1

Independent
chairman 0.1315 �0.2357 1

Risk commit. �0.0749 0.0071 �0.0737 1
Corporate
governance
statement 0.1980 �0.0326 �0.1275 0.1887 1

Risk stat. 0.0833 0.1234 0.0513 0.2860 0.1689 1



33 percent of the banks. In relation to US banks the calculation of external
director remuneration was an estimate based on their proxy statements and
the previous years’ board and committee activities.

The definition of the banking industry is broad and the ‘banks’ in the
study are large complex financial organizations (LCFO) with the reporting
entity involved in many different financial activities. An interesting statistic
from the information is the traditional role of banking ‘loans and advances
to customers’ have reduced in significance of balance sheet proportions.
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Table 9.3 The ‘average’ bank

Panel A: Figures for the average bank plus maximum and minimum values 
across the survey

Average Entire sample
bank

Highest Lowest

Board characteristics
Number of directors 14.6 29 5
Number of internal directors 3.7 17 0
Number of board meetings 10.2 33 4
Average years on the board 7.7 22.4 1.1

Balance sheet statistics
Return on assets (%) 0.96 3.01 �0.23
Return on equity (%) 14.68 32.39 �8.43
Bank total assets US billion $281.9 1481.1 20.76
Percentage loans to assets 56.73 96.1 4.9
Percentage provisions for

loan losses to loans 1.97 9.13 0.3
Percentage equity to assets 6.6 17.8 2.3
Percentage BIS risk capital 

to risk assets 12.6 36.0 9.5

Panel B: Percentage of banks complying with

Governance characteristics (%)

Independent chairman of the board 38
Board statement on corporate governance 99
Board statement on risk direction for bank 72
Board audit committee 94
Audit committee all independent directors 67
Board compensation committee 89
Compensation committee all independent directors 58
Board risk committee 77



The average value of loans and advances to customers is 56 percent of total
assets. The reason for this lower figure could be due to mergers and acqui-
sitions over recent years where commercial banks have merged to become
financial service firms.

All the organizations in the survey have been identified as being in the
banking industry by Forbes. However some banks are really financial
service firms. For example State Street of the US has only 5 percent of
assets as loans. Other banks with very small percentage of loans to assets
are Mellon Financial 18 percent, Natexis Banques Populaire and BNP
Paribus with 29 percent each. In contrast Washington Mutual of the US
made specific mention that it did not consider itself a bank but rather a
holding company that owned a bank. Interestingly Washington’s percent-
age of loans to assets at 67 percent is higher than the survey average of 56
percent.

In compiling the data from the annual reports the majority of the
World’s top 100 banks are LCFOs with operations spanning several coun-
tries and they offer a broad range of financial services. For these banks to
be successful and be in this listing it is reasonable to assume that they must
have good corporate governance procedures.

The review of countries and the regions of Europe and Southeast
Asia to the average bank revealed some variation in board composition
and committee structure. Nonetheless their overall performance and
balance sheet composition was not significantly different from the
average bank. Overall Australian, Canadian and Southeast Asian banks
are very similar. The Japanese and French banks have some of the most
notable differences. Table 9.4 lists the summary for countries where there
were five or more banks and the regions of Europe and Southeast Asia.
Each of the major differences in governance characteristics are discussed
below.

Board of Directors

Many studies have indicated that board size is seen as being important in
good corporate governance. The average bank board has 14.6 directors
with 3.7 (25 percent) being internal members. Not all banks reported
remuneration for their non-executive directors therefore there was no
meaningful data to analyse. The governance code in the United Kingdom
suggests independent directors should not serve for more than ten years
and the chairperson of the board should be external. This study revealed
the average number of years’ service that directors have served on a bank
board is approximately seven and half. The US banks typically had the
longest serving directors with an average of ten years. In assembling the
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data it was observed the longest-serving external board member had been
on one bank’s board for 47 years. Only 38 percent of the banks have an
independent chairperson and it was noted that none of the US or Japanese
banks had this characteristic.

The Japanese banks were clearly different in their board structure. The
Japanese bank board was small with an average of nine directors and
the majority internal. They did not provide detailed information on
board committees and membership. The smallest board was found in
Japan with five directors and they are all internal. Citibank, the world’s
largest bank in 2005, had 20 directors, with five internal including the
chairperson.

The Italian banks had the highest number of board members averaging
19.6 and the French had 50 percent internal directors the second highest in
the study. In the case of the French banks many of the internal directors
are staff elected representatives.

The US banks had the lowest number of board meetings per year at 8.7
compared to the average of 10.2. The Italian banks had almost one-and-a-
half times more board meetings than all other banks at 16.2 meetings in
the year. Monte Dei Paschi bank of Italy had 33 meetings in the year, the
most of any bank. Several banks reported only four board meetings in the
year but this did not seem to cause significant deviation from the average
bank performance.

Board Committee Structures

All banks reported on their corporate governance practices however only
72 percent reported a board policy on risk setting and 77 percent of banks
have a risk committee. In an industry where risk management is very impor-
tant and forms part of the new Basel II capital adequacy requirements this
seems a low compliance rate. Eighty-nine percent of banks had a compen-
sation committee and the composition of this committee varied with 56
percent having all external directors. All banks other than the Japanese
banks had an audit committee but only 67 percent of the banks had all
independent members. The Japanese banks have an audit board instead of
an audit committee.

The French banks had the lowest compliance with audit and compensa-
tion committees having all external board members. One possible explana-
tion for this is that the French banks have a large number of elected staff
representatives on their boards and these elected staff members are treated
as being equivalent to external directors. Italian banks and the banks in
Southeast Asia had low compliance with board risk committees, only 30
percent having a risk committee.
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Equity to Assets and Capital Adequacy

All banks reported healthy Bank for International Settlements capital ad-
equacy ratios to risk assets, the average for the 100 banks is 12.58 percent
compared to a minimum requirement of eight. In contrast the average per-
centage of equity to assets was merely 6.6 percent almost half the BIS
figure. It should be noted that the BIS ratio compares risk assets taking into
account the counterparty’s credit risk and many banks have substantial
non-bank lending activities including insurance and in some G10 countries
insurance assets do not count in the calculation. In addition non-equity
items can be included in the capital component in calculating the ratio such
as long term subordinated debt.

The ‘banks’ in this study are large complex financial organizations and
the calculation of the balance sheet equity to total asset ratio for some
banks appears low. In reviewing the banks’ equity to assets levels it poses a
question regarding how banks with low levels of equity will adjust to the
new capital adequacy rules required under Basel II. The BIS consultative
document Overview of the new Basel Accord, released in January 2001
indicated that the new accord would apply not just to the banking group.
They said the new accord would apply on a ‘consolidated basis only at the
highest level’ (p. 11). Many of the banks indicated in their annual report
that they were moving to adopt the new Basel II capital risk framework.

Some examples of banks that have low equity to assets levels are
Commerzbank of Germany with 2 percent equity to assets and a BIS
capital ratio of 12.6 percent. Their loans to assets figure is 32 percent.
Commerzbank reported risk assets of $189.4 billion compared to total
assets of $575.9 billion (32.9 percent risk assets to actual assets). Erste
Bank of Austria has 2.4 percent equity to assets, a BIS ratio of 10.2 percent
plus loans to assets of 52 percent. Erste bank’s risk assets to total assets
ratio is 46.8 percent. Crédit Agricole of France has equity to assets of 3.1
percent and a BIS ratio of 11.7 percent. Crédit Agricole’s loans to assets are
62.4 percent and the percentage of risk assets to total assets are 52.5
percent. The above banks are just three of the 22 in the study with equity
to assets levels below 4 percent. Current BIS capital rules require banks to
have a minimum of 4 percent Tier 1 capital, however this 4 percent is cal-
culated on risk assets not total assets and some G10 countries have an
exemption for insurance activities.

The French banking industry has the lowest level of equity to assets with
an average of 3.2 percent compared to the average bank’s level of 6.6
percent. The French banks did report a healthy 11.2 percent BIS capital.
French banks have relatively lower levels of loans to assets and hence lower
risk assets plus larger insurance operations which could account for the
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difference. The banks in the US had the highest equity to assets level at 9.2
percent and an average 12.4 percent BIS capital.

Loans to Assets and Provision for Loan Losses

The average bank’s loan to assets is 56.7 percent and the provision for loan
losses to loans is 1.97 percent. The French banks have very low loans to
assets of 38.6 percent, however they have a higher provision for loan losses
to loans of 2.8 percent. The French banks were the second largest group of
banks in terms of total assets. The French banks have average assets of
$US652.1 billion. The top seven US banks are the biggest banks with an
average of $725 billion. Australian banks had the highest loans to assets
percentage at 74.3 but the lowest provision for loan losses at 1 percent.

Return on Assets and Equity

The average banks return on assets is 0.96 percent and return on equity 14.7
percent. The Japanese and French banks had the lowest return on assets at
0.3 percent and 0.4 percent respectively. The French banks have lower levels
of equity than the other banks and a larger reliance on debt therefore
higher leverage. The Japanese banks are improving their performance after
the well publicized problems of past loan losses. The return on equity was
also low for the Japanese banks at 8.3 percent.

The French banks have a low return on equity of 11.3 percent compared
to the average of 14.7 percent despite their higher gearing levels. The
average return on equity for all European banks was high at 21 percent. The
top bank in terms of return on equity is OTP Bank of Hungary at 32
percent. Akbank of Turkey had a return on assets of 2.9 percent, however
their return on equity was close to average at 16 percent. The Standard
Bank Group of South Africa earned 26 percent on equity and was the
second highest to OTP with a healthy return on assets of 2.6 percent.

In looking at the board structure of OTP Bank it has a small board of
six directors with 33 percent being internal and they did not report how
many meetings they have a year. Also OTP bank did not report on board
committees, corporate governance or risk statements. Akbank has a small
board with nine directors and 55 percent are internal. Akbank did have
statements on risk and corporate governance and a board committee for
risk but not an audit or compensation committee and the board met 12
times a year. Standard Bank on the other hand has 19 directors with 19
percent internal. Standard Bank’s directors had been on the board for an
average of 7 years and they meet six times a year. These differences in
governance characteristics have not impacted on their performance.
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RESULTS OF THE REGRESSION ANALYSIS

As described in the methodology section the key governance variables for
the regression analysis are based around the characteristics of the board
of directors namely, number of directors, percentage of inside directors,
independent chairperson, and statements from the board on corporate
governance, risk, and the existence of a risk committee. These were used to
evaluate return on assets, return on equity, BIS capital adequacy, equity to
assets, and provision for loan losses to loans. Table 9.5 provides the results
of the regression analysis for each of the governance variables and per-
formance characteristics for the 98 banks that provided information on the
number of board members and identified who were internal.
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Table 9.5 Regression results for six governance variables and 98
observations

Regression results of governance variables to bank performance and risk
measures.

Return Return BIS Equity Provision
on on capital to for loan

assets equity ratio assets losses

Number of �0.0003 �0.0020 �0.1495 �0.0005 0.0417
directors (0.02522)* (0.15776) (0.08502) (0.43466) (0.22411)

Percentage �0.0001 �0.0005 �0.0094 �0.0007 0.0117
of internal (0.00001)** (0.12225) (0.61071) (0.000005)** (0.10893)
directors

Independent �0.0035 0.0033 �0.5799 �0.0260 0.2993
chairman (0.00075)** (0.78940) (0.44882) (0.00001)** (0.92306)

Risk �0.0001 0.0091 �0.8661 �0.0062 �1.0506
committee (0.91424) (0.53858) (0.34065) (0.35916) (0.00433)**

Board �0.0211 �0.1750 3.1973 �0.0327 �0.7755
governance (0.00004)** (0.00483)** (0.39325) (0.23903) (0.60168)
statement

Board risk �0.0002 0.0085 �0.1719 �0.0085 0.0922
statement (0.82863) (0.54568) (0.84201) (0.18663) (0.78778)

Regression R2 0.3637 0.1379 0.0521 0.3308 0.1365
Significance 0.0000001** 0.0321* 0.5477 0.000001** 0.03387*
of F Statistic

Notes: The figures in parentheses are the P-values from the regression test and the figures
above the bracketed figure is the coefficient.
** Indicates significance at the 1 percent confidence level
* Indicates significance at the 5 percent confidence level



The multiple regression analysis for return on assets and equity to assets
had the most significant results at the 1 percent level. In both cases the
significant governance characteristics at the 1 percent level was percentage
of internal directors to directors and independent chairperson both with
negative coefficients. Indicating that a smaller number of internal directors
are favorable and an internal chairperson would improve bank perform-
ance and increase equity to asset levels. However the conclusion could be
slightly biased in that all US banks have internal chairpersons and the
highest levels of equity to assets. This results in a higher return on assets
than other banks that have higher leverage. In interpreting the result of
more external directors are important, it is argued that external directors
bring a new perspective to the organization that improves performance.

The evaluation of the BIS capital adequacy was not statistically sig-
nificant. The return on equity and provision for loan losses were only
significant at the 5 percent confidence level. In the analysis of the return on
equity the significant governance variable was a board statement on cor-
porate governance which does not seem to be logical given that 99 percent
of the banks had this statement. This could indicate that there is another
variable that has not been identified in the study or from prior research that
is important.

The significant governance variable in determining the provision for loan
losses to loans was the existence of a risk committee which had a negative
coefficient. This would seem to be at odds with the notion of loan loss pro-
visioning. The interpretation could be that with a risk committee more
detailed analysis is put into reviewing the loss provisions or the bank has
better credit modeling ability and it could be possible that the provision for
losses is a more accurate reflection of the potential losses compared to
banks without such committees.

A second regression analysis was performed that included the numbers
reported for board meetings in a year and the average years of service on the
board rather than in the first regression analysis which included simply the
index value of one or zero for these items. Changing these variables reduced
the number of banks in the analysis to 68 and removed all the Brazilian,
German and Italian banks from the analysis as well as reducing the numbers
of Japanese and French banks. The inclusion of the variables as numbers
increased the number of governance variables without correlation problems.
Table 9.6 shows the results of this analysis. At the 1 percent significance level
the performance measure return on assets was highly significant and meas-
ures of BIS capital adequacy, equity to assets, and provision for loan losses
were all significant at the 1 percent level. Return on equity was significant at
the 5 percent confidence level. The overall results of the regression improved
with higher R2 values and improved significance levels.
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Changing the governance characteristics of average years of board
service and number of board meetings per year from index values to
actual values did not prove to be significant factors in their own right for
the second regression analysis. The governance variable compensation
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Table 9.6 Regression results eight governance variables 68 observations

Regression results for reported numbers of directors, percentage of internal
directors to directors, average years of board service and number of meetings,
compensation committee, compensation committee all independent board
members, board statement on risk regressed to bank performance and risk
measures.

Return Return BIS Equity Provision
on on capital to for loan

assets equity ratio assets losses

Number of �0.0085 �0.0821 0.0096 0.0005 0.0511
directors (0.50645) (0.60928) (0.88788) (0.50213) (0.22286)

Percentage of �0.0104 0.0436 �0.0144 �0.0008 �0.0151
internal (0.00657)** (0.34933) (0.46721) (0.00016)** (0.21343)
directors

Independent �0.3418 1.8710 �0.9540 �0.0285 �0.0851
chairman (0.00101)** (0.13658) (0.07613) (0.0000)** (0.79251)

Average years �0.0098 �0.2745 0.0698 0.0005 0.0105
on the board (0.55763) (0.19249) (0.43487) (0.59441) (0.84702)

Number of �0.0164 �0.1461 �0.0162 0.0002 0.0451
board (0.21159) (0.37457) (0.81666) (0.80057) (0.29167)
meetings
per year

Compensation �2.0393 �2.7705 �20.6174 �0.1177 �3.6195
committee (0.00000)** (0.43199) (0.00000)** (0.00000)** (0.00019)**

Compensation 0.3367 5.1252 �0.5342 0.0028 �0.6315
committee all (0.00706)** (0.00126)** (0.41085) (0.66819) (0.11367)
independent
directors

Board risk 0.0381 1.0675 0.2140 �0.0103 �0.0862
statement (0.71097) (0.40888) (0.69709) (0.07151) (0.79689)

Regression R2 0.5942 0.2053 0.8055 0.7023 0.3378
Significance 0.000000** 0.02981* 0.00000** 0.00000** 0.0013**
of F Statistic

Notes: The figures in parentheses are the P-value from the regression test and the figures
above the bracketed figure is the coefficient.
** Indicates significance at the 1 percent confidence level
* Indicates significance at the 5 percent confidence level



committee was significant at the 1 percent level for all measures except
return on equity. Interestingly the coefficient is negative for all re-
gressions. In analyzing the result for return on assets does this mean that
banks with compensation committees pay higher rewards to their senior
executives?

To answer this question a review of the banks’ annual reports in relation
to the operation of the compensation committee was conducted and it
was noted that these committees select a peer or aspirant group to
compare their executives’ salaries to. A large number of bank compensa-
tion committees stated that they wanted their executives to be remuner-
ated at or near the top of the peer group. If each bank takes this approach
it seems that salaries will always be increasing as the peer group remuner-
ation levels are always increasing. Another factor is most banks list some
of the world’s top 20 banks in their peer group. The compensation com-
mittee reported that the setting of executive salaries had a flow on effect
for the rest of the bank staff. Given the significance of this characteristic
it would seem that compensation committees are increasing wage costs
and reducing profits. Banks without such committees are possibly not
taking as active a role in comparing remuneration arrangements for
senior staff.

Gordon (2006) agrees with this finding. He reports:

in setting executive pay, compensation committees typically relied on the com-
pensation consultant that also provided firm-wide compensation and human
resources guidance. This consultant is hired by management and earns the
largest part of its fee from the firm-wide assignment. Such a conflicted con-
sultant is unlikely to make recommendations or offer viewpoints that senior
management would find distressing. (p. 28)

The other governance variable that is significant at the 1 percent level is
the percentage of internal directors with a negative coefficient. This vari-
able was also significant in the first regression test and indicates lower levels
of internal directors are important and seems logical as the independent
board members bring an external perspective to the bank.

A third regression analysis was run on the number of board members
only and this did not prove to be significant at the 1 percent level. It was
noted that the sign for the coefficient was negative for all performance and
risk measures indicating that small boards are better as found in past
research. Brown and Caylor (2004) have suggested the optimal board size
is between six and 15, however in this study we have not tried to evaluate
the optimal size of the board.

Several other regression tests were evaluated including one on the total
governance index value but this failed to produce a meaningful result. A
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regression test using the numbers for board of directors, percentage of
internal directors, number of years on the board, independent chairperson
and number of board meetings per year failed to change the results of the
first regressions tests and are shown in Table 9.7.
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Table 9.7 Regression results for eight governance variables and
68 observations

Regression results for reported numbers of directors, percentage of
internal directors to directors, average years of board service and number
of meetings in the governance variables to bank performance and risk 
measures.

Return Return BIS Equity Provision
on on capital to for loan

assets equity ratio assets losses

Number of �0.0208 �0.0218 �0.1714 �0.0006 0.0104
directors (0.2248) (0.89609) (0.22058) (0.53156) (0.82422)

Percentage of �0.0118 �0.0146 0.0255 �0.0008 �0.0017
internal (0.00742)** (0.72950) (0.46833) (0.00244)** (0.88740)
directors

Independent �0.3195 2.7810 �1.3488 �0.0319 �0.2570
chairman (0.01640)* (0.03346)* (0.20929) (0.00008)** (0.47548)

Average years �0.0066 �0.1034 �0.0201 �0.0002 �0.0247
on the board (0.67025) (0.63031) (0.91022) (0.89275) (0.68141)

Number 0.0078 �0.1507 0.2666 0.0016 0.0991
of board (0.64435) (0.36911) (0.05885) (0.09953) (0.03766)*
meetings
per year

Regression R2 0.2139 0.0887 0.1119 0.3467 0.0781
Significance of 0.00927** 0.3163 0.1846 0.00005** 0.3962

F Statistic

Regression results of number of directors to performance 
and risk measures
Regression R2 0.0469 0.0263 0.0266 0.0015 0.0102
Significance of 0.03216 0.1105 0.1089 0.7098 0.3248

F Statistic
Coefficient �0.00027 �0.00216 �0.1275 �0.00027 0.0329

Notes: The figures in parentheses are the P-value from the regression test and the figures
above the bracketed figure is the coefficient.
** indicates significance at the 1 percent confidence level
* indicates significance at the 5 percent confidence level



CONCLUSIONS

There have been a number of studies into corporate governance character-
istics and firm performance. It has been observed that there is variation
between researchers as to what variables are important. This study of the
world’s top 100 banks demonstrates that there are differences in corporate
governance. However, it does not seem to make a significant difference in
performance as measured by return on assets.

The comparison study of the various countries showed that the Japanese
banks tend to have a small number of directors, which according to some
researchers is a positive attribute but our study failed to find this charac-
teristic significant. However the Japanese banks had the lowest return on
assets and equity. In our tests it was found that the percentage of internal
directors was significant at the 1 percent confidence level. The lower the per-
centage of internal directors the better the return on assets and this is one
of the major differences of the Japanese banks compared to the average
bank as they have approximately 40 percent internal directors. This also
explained the differences in the French and Italian banks’ low return on
assets.

The large percentage of internal directors assisted in the explanation of
low equity to asset levels for the Japanese, French and banks in the United
Kingdom. There was no governance variable that satisfactorily explained
the return on equity and BIS capital.

Overall the effect of the new governance legislation seems to be that
banks have added a number of committees to meet the requirements of
legislation such as SOX but all this has done is remove these variables as
predictors of performance that previous researchers had found important.
This study examined 13 governance characteristics and found the in-
dependence of the board may become the most important characteristic
in determining bank performance. The results of the study did not suggest
that the chairperson of the board has to be independent as some legisla-
tion calls for.

In summary the key findings are that banks that have fewer internal
directors may perform better than banks that have higher percentage of
internal directors. The move by boards to establish audit and compensation
committees are no longer a differentiator in performance.

This study highlighted some areas for further investigation, for example,
large banks with low equity to total asset levels. The new Basel II capital
adequacy rules may cause some banks to review their operations as ‘banks’
and split their operation into commercial banks and financial service firms
due to the requirements of operational risk and other risk measures of the
new accord.
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APPENDIX 9C: COUNTRIES REPRESENTED AND
NUMBER OF BANKS

Australia 5 Austria 1
Belgium 1 Brazil 3
Canada 6 Denmark 1
France 5 Germany 2
Greece 1 Hong Kong/China 1
Hungary 1 India 1
Ireland 2 Italy 7
Japan 8 Malaysia 1
Netherlands 1 Norway 1
Portugal 1 Russia 1
Singapore 3 South Africa 2
South Korea 2 Spain 4
Sweden 4 Turkey 2
United Kingdom 8 United States 26



10. Corporate governance: the case of
Australian banks
Mohamed Ariff and Mohammad Z. Hoque

INTRODUCTION TO CORPORATE GOVERNANCE
OF BANKS

This chapter attempts to provide a summary report on the status of cor-
porate governance in the banking sector of Australia. A historical fact
often vaunted in Australia is that no depositor has lost his deposit in a
bank run for over 100 years. Although there were bank failures depositors
were paid off despite there being no deposit insurance! Nevertheless, since
governance is a much broader issue than that of depositor protection, bank
governance has emerged even in Australia as a key public issue with
significant movements in the industry on self-regulation and, at the regu-
latory level, this interest has spawned significant regulatory changes.

It is still pertinent, in our opinion, to continue to examine the connection
between good corporate governance and the performance of banks. It is
argued that a superior governance structure, accepting that it is adhered to
fastidiously at each bank, would provide the best financial services to the
clients within a well-governed banking system. To achieve this there is a
need for an environment that encourages banks to compete for customers
in a competitive banking environment. There are sufficient institutional
structures in Australia providing an impetus for promoting competition.
Given the recent spectacular failures of governance, such as that of a
foreign exchange loss in a leading bank, NAB, and the bankruptcy of an
insurance firm, both in 2005, a scrutiny of corporate governance practices
is timely to ensure that poor management practices are not due to the
failure of good governance structures in the banking system.

Apart from the recent public demand for good governance, there are also
theoretical reasons for examining the link between good governance and
superior bank performance (see Shleifer and Vishny, 1997; Jensen and
Meckling, 1976). Shleifer and Vishny state that corporate governance deals
with ‘ways in which suppliers of finance to corporations assure themselves
of getting a return on their investment’ (p. 737). In the case of banking,
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suppliers of funds are the providers of the tier-1 and tier-2 capital as well.
For the banks that provide loans, their ability to get the loans back from
outside parties matters. To the extent that the long term survival of a bank
depends on earning a decent return on investment to the fund providers,
investors would expect to know whether good governance practices in place
in a bank are in fact yielding superior performance. Jensen and Meckling
(1976) pointed out the need to reduce the agency problem via a number of
governance structures and management practices to induce the manage-
ment of the banks to work in the interest of the bank’s fund providers.
Hence, the research question for the banking sector is to demonstrate a
verifiable link between good governance and superior performance in the
banking sector. This is the main aim of this chapter.

Some studies have shown that it is possible to examine the efficiency of a
banking entity by applying efficiency tests: for example, applying the DEA-
Malmquist or Cost minimization models and so on. The issue in such a
study would be to see whether efficiency is in fact related to a superior
governance structure. This has yet to be studied in the Australian context.
Scale and scope economies are generally found in entities that have supe-
rior skills in combining input resources effectively to produce the outputs
as financial services products. A priori reasoning would suggest that the
ability of bank managers to combine input resources effectively to produce
the best financial products would be consistent with the argument that such
managers are more likely to be working in an environment with good cor-
porate governance practices. Hence, superior economic efficiency of
financial services production is likely to be correlated with good corporate
governance practices and structures in place.

Banking institutions have special significance in an economy and their
bad management would have far-reaching consequences for that economy
as a whole. Banks play a primary role in intermediation of savings invest-
ment as well as servicing the economic agents with an efficient payment
system mechanism. Failure of banks due to poor governance structures
would mean that the impact on the economy would be very damaging and
destabilizing. The systemic risk from bank failures needs to be avoided, and
hence the study of bank governance takes first priority in an economy.
Besides that, banking is also a licensed activity. As such, the set of regula-
tions covering banking is particularly meant to be adhered to very strictly
by banks as supervised by the prudential authorities of a country.

Therefore, a study of corporate governance of banking is itself a legit-
imate area of inquiry for the reasons discussed here. Two key research issues
are examined regarding the linkage of governance with: (a) the per-
formance of banks; and (b) the consequent valuation impact of governance
of a bank.
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The rest of the chapter is organized as follows. In the ensuing section, the
structure of corporate governance in Australia is described. In the third
section there is a discussion of the pertinent literature, which is very short
and increasing, on specific research issues. The fourth section has a brief dis-
cussion on issues pertinent to the Australian banking system arising from
corporate governance. The fifth section contains a description of some of
the measures we have chosen to describe and represent corporate govern-
ance variables and performance variables. The final section concludes.

STRUCTURE OF CORPORATE GOVERNANCE IN
AUSTRALIA

Corporate governance is difficult to define broadly because this field of
inquiry requires a definition that is limited to the researchers and practi-
tioners in the broad area of commerce. Since the organizational structure in
a bank-like entity to enhance corporate governance specifically is in the
broader area of organization literature, it is perhaps legitimate to borrow
a definition from that literature. Davis (2005: p. 143) states that the study
of the ‘structures, processes, and institutions within and around organisa-
tions that allocate power and resource control among the participants’ is
corporate governance. This definition could easily be applied to banks, in
which case it enables us to delineate the structures in place in Australia for
corporate governance of banks. In a broad sense, the search for structures
is related to the building of institutions relevant for good governance:
see Black (1992) where the author advocates building an institutional voice
for good governance. The OECD (1997) has some interesting description
of corporate governance in OECD countries: see www.oecd.org/daf/fin/
netcrop.htm. We now proceed to identify the concepts/variables of interest.

Board Control

At the societal level, the first specific governance law was the Banks
(Shareholdings) Act of 1972: this was aimed at limiting the power of ma-
jority shareholders and freeing the Board to have full power.1 This law
limited the concentration of power of individual shareholders of the bank.
By limiting one individual’s ownership of bank shares to 10 percent, the law
limited the power and resource control of large investors. This law had the
far-reaching impact of freeing the Board of a typical bank from domin-
ation by large individual shareholders (or the nominees in the case of cor-
porations) with majority shareholders wielding power and destroying good
governance practices. Several neighbouring countries followed this positive
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move, and adopted a slightly varied 15 percent ceiling for individual share-
holders. This law coupled with the prudential authority regulation on pro-
hibiting related party lending led to significant improvement in enhancing
the power of the Board and also that of the executive in fostering good cor-
porate governance. This happened about 35 years ago. It is noteworthy,
because the adoption of these two regulations by neighboring countries
aimed to strengthen Board control of banks.

Uniform and Focused Supervision

The second set of policy changes were aimed at improving the overseeing of
banking activities as well as improving competition in the industry. From
the outset in 1941 to the present, a series of reforms (often resulting in new
laws) were introduced to bring all bank-like institutions under the super-
vision of prudential authorities. The prudential supervision of some state-
licensed banks fell within the state, outside the federal powers, which
fostered bad banking practices, and in two cases bank fraud. From a bank
(Commonwealth Bank) acting as the supervisor of all federally-licensed
banks in 1941, Australia improved the governance of banks by bringing all
banks under the supervision of the Reserve Bank of Australia (1959 Reserve
Bank Act) and the Australian Prudential Regulatory Authority, APRA, for
supervision of financial institutions in 1998. These two steps enabled all
banks to be supervised by a central authority thus contributing to the
improved prudential governance under uniform rules by an independent
authority. Separation of banking supervision from the Reserve Bank to the
APRA enabled attention to be focused more on the issues particular to the
banking (and insurance) industry: a lesson from the reforms in the UK just
few years earlier. Concomitant with these major changes were the attention
given to establishing greater competition among the banks. In 2000, with the
release of APRA’s Ten Harmonized Prudential Standards, banking opera-
tions increasingly became uniform as well as thus leading to the regulator
permitting greater market-based self regulations within that framework.

Competition

The adoption of the ‘six pillars’ policy was abandoned in favour of the ‘four
pillars’ policy in 1998 so that mergers of banks other than outside the core
four banks were encouraged to create scale economies and full-range
banking businesses. Even prior to that, the regulators permitted, first, the
creation of new banks and later invited foreign banks to enter the market
in the late 1980s. There were spurts of policy changes: once in 1984, next in
1994, and then in 2002 to encourage the entry of foreign institutions into

Corporate governance: the case of Australia 213



the finance industry. As a result, the banking sector has begun to move
more and more towards competitive structures, thus underpinning the
importance of the market forces moving the banks to adopt good govern-
ance to enable them to retain their customers, who are increasingly freer at
lower transaction cost to exit from one bank to another, particularly in the
mortgage and loans markets. The active promotion of competition has
been also been fostered by the Australian Consumer and Competition
Council, ACCC, which encouraged fair-trading practices as well as ensur-
ing a greater degree of de-concentration of market power. Investor protec-
tion that has been the hallmark of the Anglo-Saxon laws that promotes
a competing market place for banking products along with strong laws
to protect investors has been further enhanced with the establishment
of a single statutory body, the Australian Securities and Investment
Corporation, ASIC (successor to the Australian Securities Commission
formed in 1991). All securities related matters handled by banks are now
managed under the investor protection laws of ASIC.

Corporate Governance Codes

The 1993 release of the Code of Banking Practices by the Australian
Bankers’ Association is an early statement that contained reference to good
practice, aimed at improving good corporate practices for the benefits of the
customers. In 2003 the Australian Stock Exchange, ASX, released the ASX
Corporate Governance Statement that was aimed at enabling a clear set of
principles to be focused for compliance by public companies: see the ten prin-
cipal aims of the code in the Appendix (see www.asx.com.au). The Code was
formulated by a standing Corporate Governance Council within the ASX.
The public listed banks have adopted these standards, and have also
enhanced their application in some cases (see www.westpac.com.au). On the
part of the Government, it passed a set of laws in 2002 referred to as CLERP-
9 (Corporate Law Economic Reform Program). This addressed some of the
governance issues much as, but not to the same extent as, the Sarbanes-Oxley
Act of 2002 in the US, legislated in the face of the major corporate failures
of huge corporations (Enron and Worldcom in the US; Onetel, HIH
Insurance, Quintex and Ansett in Australia; many in other countries; Bank
of Commerce and Industry, and Maxwell Corp in the UK). Together, these
efforts have placed banks on notice to improve their corporate governance
practices under a set of very detailed codes. Finally, the annual reports of
companies are required to contain a report of corporate governance issues
for the reporting year to be signed by the CEO. Thus, as from 2004, there
has been a sea change in the mindset of the top management in managing
corporate governance for the good of the company’s profit line as well as to
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enhance the securing of the profit line by adherence in practice of these good
governance standards.

Basel Guidelines

The provisions that came in by the way of Basel guidelines relate to risk-
management in banks. There is a strong practical reason for interpreting
bank reports to be adjusted for the different riskiness of the assets reported
by a bank for public information. In a sense, good corporate governance dic-
tates that the bank management must practice good governance in knowing
the risk-adjusted size of their reported assets. Hence, any adoption of Basel
recommendations should also be looked at as part of corporate governance,
not simply as good reporting practice.

Core principles for effective banking supervision that underpin the Basel
capital accord were provided in 1997. These principles are related to the
Board’s obligations to shareholders; the qualifications, expertise, responsi-
bilities and duties of the Board members, top and middle level manage-
ment; the composition of the Board; relationships with bank shareholders
and management and the customers; public reports and disclosures; and
cooperation with regulators and supervisory authorities. However, the
Basel Committee issued initial guidance for corporate governance in 1999.
The Committee provided a number of measures for enhancing governance
in the banks. These measures include

● setting corporate objectives and defining clear lines of responsibility
and accountability;

● meeting the obligations of accountability to shareholders and taking
into account the interests of stakeholders;

● protecting the interests of depositors;
● raising awareness of risks throughout the individual and group struc-

ture of the banks;
● ensuring that independent directors are included in the bank board;
● operating with structures that do not impair transparency or increase

risks;
● providing services to the customers without increasing risks;
● expanding audit scope in situations where transparency of structures

is lacking;
● effectively using the work of internal and external auditors and other

control functions;
● adopting compensation policies and practices that are consistent

with the bank’s ethical values, strategy and objectives; and
● conducting governance activities in a transparent manner.
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However, the Committee reviews these policies from time to time and re-
visions in the policies relating to corporate governance issues were expected
in late 2006 (George, 2005).

Table 10.1 summarizes the structural development on corporate govern-
ance discussed to this point. While concerted effort to improve corporate
governance appears to be the specific structures put in place in 2002 and
beyond, it is incorrect to conclude that there was an absence of concerns
of corporate governance in pre-2002 years. As the contents of the table
reveals, there has been a concerted effort to improve the governance en-
vironment of banks over half a century of laws, regulations, uniform codes
and oversight organizations. Thus, the kind of banking governance an
observer would find in Australia in contrast to the ones in the neighbour-
ing economies is one that has been improving over the time. The structures
put in place have helped vastly in making the financial system resilient in
times of stresses during financial and political crises.

SURVEY OF THE LITERATURE

There is a modest literature on governance in general, and a smaller subset
of studies on corporate governance. This brief review is limited to the
seminal works in this area drawing attention thereafter to the limited
Australian literature. That proper corporate governance institutional frame-
work is important has been prompting, for over 100 years, the passing of
laws of good governance in modern societies. Our citations are limited to
just two: Carlton et al. (1998) and Klein (1998). There are also other studies
on broader governance issues: see Hart (1995). More relevant to the subject
of this discussion are corporate governance issue papers. These may be
broadly divided as follows: Board composition studies; Board and CEO
remuneration studies; Board independence studies; ownership and per-
formance studies; and finally, a set of Australian studies.

The literature abounds with studies dealing with board composition,
diversity, and so on, since the annual reports of firms contain easily
accessible information. Board-related variables are also good measures of
governance. For example, the higher the proportion of independent
members, the more likely it is to have good governance from the diversity
of ideas and points of view: Hermalin and Weisbach (1988) and
Rosenstein and Wyatt (1990). The latter showed a relationship between
board independence and financial performance of firms. The board
meeting frequency is shown to be related to governance (Vafeas, 1999).
Hawkins (1997) suggesting that strong boards are important for corpor-
ate performance. Board independence and small board size have been
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Table 10.1 Development of corporate governance structures, Australia

Issue Law or Regulations Remarks
or Codes

Licensing and 1941: Commonwealth Banks were supervised by the government-
Supervision Bank as bank owned bank, the Commonwealth Bank 
of Banks supervisor of Australia

1945: The Banking Act Consolidated the pre-war legislations
1960: Reserve Bank Act Centralized supervision of banks,

increasingly under one body
1998: Australian Monetary management and banking
Prudential Regulatory supervision of banks. Established APRA
Authority (APRA) to take over from RBA all banking 

supervision

Competition Australian Competition Generally prevented concentration, and
consumer and Consumer Council improved bank consumer protection, thus
protection (ACCC) laws good governance. Entry of more foreign

banks in 1985
Entry of new bank-like The government relaxed the entry barriers,
corporations permitted more competition, freed central

control and returned banks to respond to
market conditions

Big Banks is better In 1998 dropped the preservation of top 
six banks by switching to a policy of
‘Four Pillars’ which did not encourage 
the mergers of the top four banks

Board 1970: Banks By limiting the ownership of individuals
Control (Shareholdings) Act to 10 percent (15 percent since 1998) of

the bank shares, greater power to improve
governance by the Board of directors

Corporate 1989: Banking This provided an additional access to public
Governance Ombudsman outside the law as managed by ACCC

1993: Code of Banking This provided for improved governance in
Practices by RBA the operations of the banks

2002: CLERP-9 Broad provisions by Australian parliament
in the light of the impact of
Sarbanes-OxleyAct after significant
public company failures

2004: ASX Governance Council established by the 
Governance Code ASX formulated ten basic provisions for

improving governance of public companies

Investor Very strong laws have While banks were free to engage in profit-
Protection been present making, laws aimed at protecting investors

historically have been around for some time
1998: Australian More focused agency to improve investor
Securities and protection as well as supervise financial
Investment Commission product market makers



found to be correlated with good governance and higher performance: see
Deli and Gillan (2000).

CEO and board compensation are subjects of inquiry as means of reduc-
ing agency problems (Jensen and Meckling, 1976) thus improving corpor-
ate performance. Presumably then, there is a positive relationship between
higher compensation and good governance behavior of management and
the board thus leading to superior performance. While finance literature
applauds this as a reason to support a large number of studies on com-
pensation schemes, the evidence for increased share price performance is at
best close to 0 or 1 percent abnormal returns in most studies. Other litera-
ture suggests that there is no relationship of this kind: see Gregg et al.
(1993).

The Australian literature on governance has grown over the years.
Australian financial market de-regulation, which also improved the govern-
ance institutions, has been shown to be positive in reducing bank risk and
improving bank performance: see Harper and Scheit (1992) and Davis
(1995). The latter also investigated reforms in the banking sector in the
context of agency problems. These reforms were far-reaching for the period
from 1984 to 1992. Roy et al. (1994) showed interlocking board and board
size is related to improved performance. Another paper revealed the impact
of CEO turnover on share prices: Suchard et al. (2001). Finally Dunlop’s
(1998) study is a reference for corporate governance as seen from the per-
spective of Australian environment.

There is also a growing literature relating to few other countries. Korea’s
governance problem, as big as it is, is beginning to be studied. Prior to the
1997 financial crisis, Joh (2003) showed that Korean firms’ profitability is
related to corporate governance. A later study (Choe and Lee, 2003) is a
description of bank governance reforms in that country. Kaplan’s (1994)
study comparing top management rewards in Japan and the US shows the
unique nature of Japan’s corporate governance. Morck and Nakamura
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Table 10.1 (continued)

Issue Law or Regulations Remarks
or Codes

Basel 1999: Guidance for Focused on board composition, structure,
Committee corporate governance distribution of accountability and

was issued responsibility to stakeholders, depositors,
shareholders and risk measures

Sources: Australian Bankers Association reports and web site (www.bankers.asn.au and
www.bis.org).



(1999) is about corporate control and bank performance in Japan. Finally,
there is a study by Conyon and Peck (1998) about the link between board
size and corporate performance but this is about all firms, not just banks.

This brief review of the literature shows that there is a variety of research
concerns and that research specific to corporate performance of banks is at
best just starting in most parts of the world. The consensus from a review
of the literature may be summarized as follows. Governance institutional
development precedes any adoption by banks (or for that matter any firms)
of good corporate governance schemes. The legal framework needs to be
passed and on that a set of institutions are then set up to fulfill the need to
efficiently manage corporate governance. In those regards, Australia has
developed the framework and also put in place efficient institutions to
manage the governance of corporations, including banks. Serious literature
is now emerging that attempts to show how de-regulation of the financial
sector, the board composition, the independence of the boards, and, to a
lesser extent, compensation schemes to top management, are positively cor-
related with good performance of banks in Australia.

SPECIFIC CORPORATE GOVERNANCE ISSUES OF
BANKS IN AUSTRALIA

Corporate governance issues have received wider attention at firm, indus-
try and regulatory levels in Australia. Australian banks have been imple-
menting a number of governance measures in compliance with regulators’
requirements (such as APPRA’s) to improve their operational and market
efficiency as well as to protect stakeholders’ and shareholders’ interests.
Until October 2005, three-quarters of the largest 25 regulated Australian
depository institutions were found to be compliant with the full range of
governance requirements set by the APRA. It does not mean that govern-
ance issues are not alive in these organizations. Top Australian banks are
involved in fund management through subsidiaries and the governance
mechanism and trading activities of these organizations are still not
sufficiently transparent to the investors. Dow and Gordon (1997) found
that investors were unaware of the expertise of the fund managers and there
was no effective governance mechanism in place to address this concern of
investors. As financial transactions are increasingly becoming global,
board-employee relations and responsibility in respect of global trans-
actions have been changing. The present internal governance mechanism
may not be efficient to adequately respond to the emerging risk. This was
evident from National Australia Bank’s loss of $180 million in foreign
exchange transaction in October 2003 due to illegal punting of the bank’s
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money on speculative trading of the Australian dollar by its four high
officials (Melbourne-based Luke Duffy, head of foreign exchange options;
David Bullen, chief dealer; Vince Vicarra, and London-based dealer
Gianni Gray). These four bankers were convicted by the Australian court
in 2006 for illegal foreign exchange trading and for hiding the losses behind
faked profits supposedly generated in trades between themselves which was
uncovered by the APRA and Australian Federal Police. This vividly shows
that bank’s governance mechanism was not as efficient as it should be in
respect of foreign exchange risk management.

One of the objectives of corporate governance is to make management
accountable to the board of directors guarding the interests of the share-
holders. John and Senbet (1998) reported that the directors pursued the
interests of management and also of themselves more than those of the
shareholders. This is supported by the fact that none of the directors of an
Australian bank has ever been removed by the shareholders in the annual
general meeting on the ground that the member or the board failed to look
after their interests. This is not the case in several countries with more active
shareholder lobby.

The failure of the bank’s board to adequately represent the shareholders
is due to the fact that about 90 percent of the Australian bank board
members are independent directors (see Figure 10.4). The independent
directors are largely part-timers and have other work commitments, which
constrain them from devoting adequate time for understanding and ana-
lyzing the already voluminous information they receive often at short
notices before the meeting. Moreover, there are interlocking directorship
issues and goal congruency problems among the directors. Given that there
are severe time constraints and lack of technical knowledge among the
directors who may suffer from goal congruency problems, decisions are
more likely to be based on group dynamics rather than analysis and boards
may fail to perform as per shareholders’ expectation.

The inappropriateness in the distribution of duties and responsibilities
among the directors on the basis of their competency (knowledge and
experience) may further constrain a board’s performance. There are inade-
quate regulatory measures in Australia to address this problem. Another
question is: to what extent are boards explicit about which decisions they
should take and which aspects should be left to the management? For
example, prior consultations with the board members should constitute a
part of the process for determining the agenda of the meeting in lieu of
senior executives and/or CEO setting the agenda of the meeting.

The issue of executive compensation is a vexing problem for Australian
bank boards. It is alleged that boards reward top managers and CEOs very
richly. But bank board’s deny such allegations since executive compensation
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is determined by each bank’s remuneration committee. Such committees
consider the efforts made by the top executives as determining the level of
rewards. However, a problem arises in respect of determining the ‘right
amount of compensation’. Since there is information asymmetry about
performance, it is difficult to determine how right is the right amount. There
is no governance mechanism in place to determine right compensations for
bank executives in Australia or for that matter, anywhere.

Another issue is the effect of regulatory and supervisory measures on the
incentives for private sector growth. Too much or too complex regulatory
measures may reduce incentives for going for high risk activities for high
return. Banks may try to weaken governance requirements by going for
financial engineering. For example, banks may opt for growth of warrants-
holders or preferred stockholders who have no voting rights compared
to shareholders who have voting rights. To what extent shareholders’ involve-
ment in banks’ decision-making processes will be tolerated by the man-
agement is to be determined by the regulators. These pertinent issues of
governance should be resolved by the regulators for the sake of good govern-
ance and of protecting the interest of the shareholders and stakeholders.

INDICATORS OF CORPORATE GOVERNANCE AND
FINANCIAL PERFORMANCE

Corporate Governance Variables

This section focuses on the impact of corporate governance on the financial
performance of Australian banks. For this purpose, data spanning seven
years over 1999 to 2005 have been gathered for the 11 public listed banks in
the Australian Stock Exchange. We examine how key governance variables
such as the size of total assets and risk-weighted assets, board size, number
of independent directors, number of board meetings, number of committee
meetings have had influences on the Australian banks’ financial perform-
ance which is represented by return on equity (ROE). Though this analysis
is conducted variable by variable, and not by considering these variables
simultaneously, it provides a reasonable feel for the direction of the govern-
ance variables. Our findings are presented in Figures 10.1–10.5 and our
analysis of the data.

Return on Equity (ROE) measures the return to a bank’s shareholders.
Return on Assets (ROA) measures the operating efficiency of a bank. ROA
and ROE are not necessarily influenced by the size or the total assets of a
bank. National Australia Bank (NAB) ranks as the largest bank in Australia
during the period 1999–2005, with average total assets over the period of
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A$261 billion. Figure 10.1 shows that it was also the most profitable and
efficient bank in Australia during this period, with 1.35 percent average ROA
and 19.15 percent average ROE. However, Commonwealth Bank of Australia
(CBA) ranks next with average assets of A$247 billion. Its average ROE of at
13.14 percent was nearly identical to that of much smaller banks, including
St George (SGB, with A$60 billion in assets) and Sun-Metway (SMB, with
$35 billion). ANZ Banking Corporation (ANZ), the third largest bank
(A$205 billion in assets) has the highest profitability with an average ROE of
17.06 percent: its efficiency as measured by its average ROA of 1.08 percent
was lower than that of Sun-Metway with 1.25 percent. Similarly Westpac
Banking Corporation, the fourth largest bank (A$200 billion in assets),
achieved the same ROE of 15 percent as the Bank of Western Australia (with
assets of A$8.4 billion). The lowest ROE was recorded for Bank of Bendigo
with 0.55 percent ROA and 9.02 percent ROE. With the same average assets
(A$8 billion), Adelaide Bank achieved a 13.18 percent ROE.

The relationship between risk and return is well known, so one would
expect to see a relationship between the level of risk and the financial per-
formance of Australian banks. The percentage of risk weighted assets (RWA)
to total assets (TA) provides one indication of risk, where the lower the ratio,
the lower the risk. However, the relationship between risk and returns shows
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Figure 10.1 Average ROE and ROA of Australian banks: 1999–2005
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no conclusive results in this regard as is evident in the next chart. Figure 10.2
shows that with total assets of A$247 billion and RWA of A$204 billion (83
percent), the CBA generated an annual average ROE of 13.14 percent,
whereas a 17.05 percent ROE was earned by ANZ with 62 percent of risk-
weighted assets to total assets. Much the same ROE was achieved by the
Adelaide Bank with 42.5 percent RWA, SGB with 62 percent RWA and SMB
with 84.28 percent RWA. Might it be that RWA not a good proxy for risk!

Intuitively, one might expect that the size, expertise and experience of a
bank’s board may contribute to its performance. However, it is apparent
from Figure 10.3 that Australian banks’ financial performance is not
influenced by the size of the bank’s board.

Between 1999 and 2005, the size of the board for Adelaide Bank,
Bendigo Bank, Macquarie Bank, St George Bank and Sun-Metway Bank
were identical, with each board having nine directors, but the ROE for each
was very different. For example, the average ROE for Bendigo Bank was 9.0
percent against 14.68 percent for Macquarie Bank, and 13.18 percent for
Adelaide Bank. Between 1991 and 2005, the NAB earned an ROE of 19.15
percent with a ten-member board while CBA achieved a relatively lower
ROE (13.14 percent) with a board run by 12 directors. Similar findings for
Australian banks were reported by Nguyen (2006) that emphasizes that this
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Figure 10.2 Total asset and risk-weighted assets of Australian banks
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governance variable representing merely the size of the board (overworked
board hypothesis) is not a valid one as far as performance is concerned.

It may be assumed that the higher the proportion of independent direc-
tors, the greater is the independence of a board and hence the better is a
bank’s financial performance. It appears from Figure 10.4 that board in-
dependence has no influence on a bank’s return on equity. About 89 percent
of the board members in Adelaide Bank, ANZ Bank, Bank of Queensland,
Westpac, Bendigo Bank and St George’s Bank were independent directors.
But the average ROE for the period was 13.8 percent, 17.06 percent, 11.64
percent, 9.02 percent and 13.27 percent respectively. On the other hand,
over the same period Macquarie Bank earned 15 percent on its equity when
only 52 percent of its board members were independent directors. This
shows that banks’ financial performance is not dependent on the number
of independent directors or degree of board independence. Similar results
were reported by Chang and Leng (2004); Hermalin and Weisbach (2003)
and Adams and Mehran (2005) in other countries.

Similarly, there appears to be no relationship between ROE and the
degree or intensity of board’s engagement as reflected by the number of
board meetings (BM) and board committee meetings (CM) per year.
Intuitively, it might be expected that a higher ROE may result from more
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Figure 10.3 Average board size and ROE of Australian banks: 1999–2005
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board and committee meetings. But the statistics in Figure 10.5 show that
Adelaide Bank held 23 committee meetings per year, on average, but the
average annual ROE was 12.5 percent, against a 19 percent ROE for
National Australia Bank which held 16 committee meeting per annum.
Again, although Bendigo Bank held the highest number of board meetings
(15), its ROE was the lowest (8.5 percent) for Australian banks over the test
period. These results show that neither board independence nor committee
meetings influenced the financial performance of Australian banks. Our
conclusions in this section are subject tentative; results using a more reli-
able testing procedure are presented in the next section.

Good Governance Practices Lead to Higher Valuations

In this subsection, we discuss the results of an analysis of corporate govern-
ance structure variables as to whether these variables are correlated with
share price trends, the CEO and board of directors’ remuneration and board
size. The results reported here were obtained with data collected for all 11
listed banks in Australia. Data collected are defined later in this section, in
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Figure 10.4 Executive and independent (non-executive) directors in
Australian banks
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discussing the models. There are several models suggested in the literature
that relates: (a) share price performance; (b) the remuneration of the CEO;
and (c) the directors’ remuneration to a number of corporate governance as
well as a number of fundamental variables. Of these, we selected four
models. We estimated the coefficients in the first three models jointly using
three-stage least squares regression: see Core et al. (1999).2 The results of the
fourth regression are given in the last column of Table 10.4.

The first equation relates the annual average share prices of all the banks
to a set of corporate governance variables shown as sum of Cm (board size,
turnover of board, size, interlocking, board meetings, stockholding of
directors, and directors’ pay) and a set of fundamental variables such as
dividends per share, net profit after tax, log of assets, the proportion of top-
20 shareholdings and CEO pay:

(10.1)

Another relationship suggested in the literature connects directors’ pay to
a set of independent factors: lagged directors’ pay; changes in share prices;
share market capitalization growth G and control for the overall market

� 	4TOP20it � 	5CEOit � uit

Pit � 	0 � 	m�Cm � 	1DPSit � 	2NPATit � 	3Ait

226 Corporate governance in banking

Figure 10.5 Average board and committee meetings: 1999–2005
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effect; proportion of outside directors’ shareholding O; the average age of
the directors, AGE; and the volatility of the share prices of the bank V.

(10.2)

The third model is about CEO remuneration as determined by a set of
corporate governance variables (the same Cm) and a set of variables defined
above with one additional variable namely, the CEO age entered as age and
as square of age. Squaring the age enables the essential of experience to rep-
resent skill content of age of experience: see Equation 10.3.

(10.3)

These three equations are solved jointly using the three-stage least squares
procedure.

The final model is about a relationship between board size and a set of
independent variables for size (log of assets A; the age of the bank Y).

(10.4)

A three-stage least squares is applied to estimate the first three models, since
there are common variables in the first three equations. ‘Is the share price
trend significantly related to the corporate governance variables (Cm) after
controlling for the effect of independent factors?’ is the main question relat-
ing to the first three models. In model (10.4) we test whether there is a rela-
tionship between board size and a number of corporate variables. We expect
to find the corporate governance variables to be significant as is evident in
some studies: it could also be that it may not be relevant. The results are shown
in Table 10.2. Next we do the same investigation for the CEO remuneration
and the results are also shown. The final set of results is not about corporate
governance but about the determinants of board size. It is suggested in the
literature that board size must vary with asset size, the age of the bank (the
older banks are generally bigger), and the proportion of outside directors’
stockholding. The results may now be interpreted from the statistics.

The corporate governance variables are several, and we look at the main
ones first. They are: board size, interlocking membership, meetings, directors’
stockholding, committees, and directors’ pay and CEO pay. A quick look at
the statistics in the last row reveals that all four models appear to provide a
very strong explanation for the dependent variables. First the share price

Sit � �1 � �AAit � �yYit � �oOit � �it

� �aCA � �aaCA2 � �VVit � �it

CEOit � �1 � �m�Cm � �dpCEOit�1 � �p�Pit � �AAit � �GGit

DPit � �1 � �dpDPit�1 � �p�Pit � �GGit � �oOit � �aAGEit � �vVit � �it

Corporate governance: the case of Australia 227



228 Corporate governance in banking

Table 10.2 Stock prices, remuneration and board size versus corporate
governance factors

Share price Directors’ pay CEO pay Board size

Constant 8.73 �2.72 �1863.77 1.55
(5.52)*** (�0.89) (�1.46) (3.19)***

Board size �1.56 – �1.31 –
(�2.95)*** (�0.03)

DPS 0.24 – – –
(2.46)**

Interlocking 0.71 – �60.44 –
(2.16)** (�0.87)

Turnover 0.61 – – –
(1.97)**

Meetings 0.51 – – –
(0.53)

Directors’ share �0.13 – – –
(�0.06)

Committees �0.11 – – –
(�4.41)***

Directors’ pay 0.21 – – –
(3.49)***

CEO pay �0.01 – – –
(�0.79)

Bank size �0.01 – 0.78 0.07 
(�0.03) (0.11) (4.87)***

NPAT 0.19 – – –
(2.50)**

Top 20 �0.01 – – –
(�2.61)***

Board �6.25 4.94 – �0.68 
composition (�5.23)*** (1.80)* (�1.60)

Income growth – �0.34 23.05 –
(�0.93) (0.96)

Bank age – – – 0.06 
(2.21)**

Stock price – 0.34 28.07 –
change (1.86)* (2.08)**

Directors’ (CEOs’) – 0.61 0.17 –
pay 1 lag (4.23)*** (1.57)

Board age – �0.02 (�0.76) – –
CEO age – – 86.50 –

(1.81)*
Volatility – 0.46 (2.43)** 52.17 –

(3.06)***



trend over the period is strongly correlated with all the corporate governance
factors except notably CEO and bank size. Board size (see Column 4) is neg-
atively correlated with share price trend suggesting that smaller boards are
more effective (recall that the univariate analysis in the previous subsection
failed to reveal this relationship); interlocking membership of directors is
also positive and significant; the turnover of the directors is significant
meaning that the greater the turnover of directors, the greater is the freedom
of the board to practice good governance as there is no entrenchment of
directors. Committee meetings are negatively correlated (more effectiveness
is when a smaller number of meetings are reported), also with share perfor-
mance as is directors’ pay. The control variables such as the DPS (some
authors use it as a governance variable as well) are significant. Next we show
the remuneration determinants.

The board composition, stock price change, CEO pay and stock price
volatility are highly correlated with the directors’ remuneration. The CEO
pay is associated with the age of CEO, the stock price change over time and
the volatility of share prices. That suggests that CEO pay is more a func-
tion of the risk of the firm (firms with high volatility in share prices), the
stock performance and the particular expertise or experience the CEO
brings to the board and the top management.

These results reveal – with moderate to high adjusted R-squares – a sub-
stantial power of these models to explain the corporate governance factors
in the Australian banking environment. The fact that the results are pro-
nounced is due to the inclusion of the public listed banks, which tend to prac-
tice better corporate governance especially since the improved prudential
regime came into effect about 11 years ago along with more competition
spurring the banks to be efficient and customer-friendly: relaxing entry bar-
riers improved further the potential for competition. Thus, the 35 years of
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Table 10.2 (continued)

Share price Directors’ pay CEO pay Board size

CEO age squared – – �0.77 –
(�1.69)*

R-squared/Adjusted 0.71 0.26 0.60 0.36
R-squared 0.66 0.20 0.55 0.33

Notes: Symbols *, **, and *** indicate statistical significance at the 99 percent, 95 percent
and 90 percent confidence levels, respectively. The t-statistics are entered in parentheses.

Source: Doucouliagos and Hoque (2005), reproduced with the permission of the Editor of
the Journal of Business and Policy Research.



consistent attention to the banking sector development to improve its act
appears to be paying off, especially when one looks at the other statistics on
ROE. The banks have performed well with high ROE of above 10 percent per
year in the tested period and one rare bank got closer to the 20 percent mark.

CONCLUSIONS

This chapter studied corporate governance framework, practices and also
the relation between corporate governance variables and bank performance
in Australia. We described the genesis of reforms over a 35-year period, as
having been aimed at improving competition, enhancing prudential super-
vision; in the last 18 years, reforms were directed at enhancing governance
structures of the banking entities. The results from our analyses show that
the banking system has become more focused on good performance, and, it
appears also, the reforms of the sector as well as attention to governance
issues have led to good financial performance by the Australian banks.
There is a statistically significant relationship between some selected govern-
ance variables and the financial performance of the Australian banks.
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NOTES

1. The law was later amended to cover all financial entities, when this limit was increased to
15 percent. Two studies (see Dempsetz and Lehn, 1985; Dempsetz and Villalonga, 2001)
verified the link between ownership and performance. In the case of banks, a serious
problem that diminishes good governance arises from concentrated share ownership and
related party lending, both of which, when reduced, leads to good governance.

2. There is an endogeneity problem in the separate equations. To correct for the errors from
endogeneity, the researchers applied exogenous variables with one lag.

REFERENCES

Adams, R. B. and H. Mehran (2005), ‘Corporate performance, board structure and
its determinants in the banking industry’, Paper presented at the EFA 2005
Moscow Meeting, 8 August.

230 Corporate governance in banking



Black, B. S. (1992), ‘Institutional investors and corporate governance: the case for
institutional voice’, Journal of Applied Corporate Finance, 5(3), 19–32.

Carleton, W., J. Nelson and M. Weisbach (1998), ‘The influence of institutions
on corporate governance through private negotiations: evidence from TIAA-
CREF’, Journal of Finance, 53, 1335–62.

Chang, A., and A. Leng (2004), ‘The impact of corporate governance practices on
firm’s financial performance: evidence from Malaysian companies’, ASEAN
Economic Bulletin, 21(2), 308–18.

Choe, H. and B. Lee (2003), ‘Korean bank governance reform after the Asian
financial crisis’, Pacific-Basin Finance Journal, 11, 483–508.

Conyon, M. J. and S. I. Peck (1998), ‘Board size and corporate performance: evi-
dence from European countries’, The European Journal of Finance, 4, 291–304.

Core, J. E., R. W. Holthausen and D. F. Larcker (1999), ‘Corporate governance,
chief executive officer compensation, and firm performance’, Journal of Financial
Economics, 51, 371–406.

Davis, G. F. (1995), ‘Bank deregulation, supervision and agency problems’
Australian Economic Review, 3, 17–28.

Davis, G. F. (2005), ‘New directions in corporate governance’, Annual Review of
Sociology, 31(1), 143–62.

Deli, D. and S. Gillan (2000), ‘On the demand for independent and active audit
committees’, Journal of Corporate Finance, 6(4), 427–45.

Demsetz, H. and K. Lehn (1985), ‘The structure of corporate ownership: causes
and consequences’, Journal of Political Economy, 93(6), 1155–77.

Demsetz, H. and B. Villalonga (2001), ‘Ownership structure and corporate
performance’, Journal of Corporate Finance 7, 209–33.

Doucouliagos, H. and M. Z. Hoque (2005), ‘Corporate governance and Australian
bank stock prices’, Journal of Business and Policy Research, 1(1), 33–51.

Dow, J. and G. Gordon (1997), ‘Noise trading, delegated portfolio management and
economic welfare’, Journal of Political Economy, 105(5), 1024–50.

Dunlop, I. (1998), ‘Corporate governance in context’, ASX Perspective, 3, 23–7.
George, J. (2005), ‘Corporate governance for banking organisations – the super-

visors’ respective’, ABA/ABAC/PECC Symposium on Promoting good corporate
governance and transparency, 15 October, Melbourne.

Gregg, P., S. Machin and S. Szymanski (1993), ‘The disappearing relationship
between directors’ pay and corporate performance’, British Journal of Industrial
Relations, 31, 1–10.

Harper, I. and T. Scheit (1992), ‘The effects of financial market deregulation on
bank risk and profitability’, Australian Economic Papers, 31(59), 260–71.

Hart, O. (1995), ‘Corporate governance: some theory and implications’, The
Economic Journal, 105, 678–89.

Hawkins, J. (1997), ‘Why investors push for strong corporate boards’, The
McKinsey Quarterly, 3, 144–8.

Hermalin, B. and M. S. Weisbach (1988), ‘The determinants of board composition’,
Rand Journal of Economics, 19(4), 589–606.

Hermalin, B. E. and M. S. Weisbach (2003), ‘Board of directors as an endogenously
determined institution: a survey of the economic literature’, Federal Reserve
Bank of New York Economic Policy Review, 9(1), 7–26.

Joh, S. W. (2003), ‘Corporate governance and firm profitability: evidence
from Korea before the economic crisis’, Journal of Financial Economics, 68,
287–322.

Corporate governance: the case of Australia 231



Jensen, M. C. and W. H. Meckling (1976), ‘Theory of the firm: managerial behavior,
agency cost and ownership structure’, Journal of Financial Economics, 3(4),
305–60.

John, K. and L. Senbet (1998), ‘Corporate governance and board effectiveness’,
Journal of Banking and Finance, 22, 371–403.

Kaplan, S. (1994), ‘Top executive rewards and firm performance: a comparison of
Japan and the United States’, Journal of Political Economy, 102, 510–46.

Klein, A. (1998), ‘Firm performance and board committee structure’, Journal of
Law and Economics, 41(1), 275–303.

La Porta, R., F. Lopez de Silanes, A. Shleifer and R. W. Vishney (1988), ‘Law and
finance’, The Journal of Political Economy, 106(6), 1113–55.

Morck, R. and M. Nakamura (1999), ‘Banks and corporate control in Japan’, The
Journal of Finance, 54(1), 319–39.

Nguyen, B. C. (2006), ‘The corporate governance of banks in Malaysia and
Australia’, master’s degree thesis, Department of Accounting and Finance,
Monash University.

Organisation for Economic Co-operation and Development (1997), Development
Cooperation Review, Paris: OECD.

Rosenstein, S. and J. G. Wyatt (1990), ‘Outside directors, board independence and
shareholder wealth’, Journal of Financial Economics, 26, 175–92.

Roy, M. R., M. A. Fox and R. T. Hamilton (1994), ‘Board size and potential cor-
porate and director interlocks in Australasia 1984–1993’, Australian Journal of
Management, 19(2), 201–32.

Shleifer, A. and R. W. Vishney (1987), ‘A survey of corporate governance’, The
Journal of Finance, 52(2), 737–83.

Suchard, J. A., M. Singh and R. Barr (2001), ‘The market effects of CEO turnover
in Australian firms’, Pacific-Basin Finance Journal, 9, 1–27.

Vafeas, N. (1999), ‘Board meeting frequency and firm performance’, Journal of
Financial Economics, 53, 113–42.

232 Corporate governance in banking



Corporate governance: the case of Australia 233

APPENDIX 10A: ASX CORPORATE GOVERNANCE
COUNCIL BEST PRACTICE
RECOMMENDATIONS

Principle 1: Lay solid foundations for management and oversight
Principle 2: Structure the board to add value
Principle 3: Promote ethical and responsible decision-making
Principle 4: Safeguard integrity in financial reporting
Principle 5: Make timely and balanced disclosure
Principle 6: Respect the rights of shareholders
Principle 7: Recognize and manage risk
Principle 8: Encourage enhanced performance
Principle 9: Remunerate fairly and responsibly
Principle 10: Recognize the legitimate interests of stakeholders

Note: A more detailed document is available in www.asx.com.au. In that document, each
of these principles is expanded, and the structures needed to achieve the principle are
identified.



11. Germany’s three-pillar banking
system from a corporate
governance perspective
Horst Gischer, Peter Reichling and
Mike Stiele

Compared to other countries the organization of the German banking
system is almost unique. The coexistence of different institutional groups
with almost identical business segments often leads to the presumption that
a change of the institutional conditions may release significant capabilities
of efficiency, from which in turn bank customers benefit (Brunner et al.,
2004). In this chapter we attempt to justify the fundamental structure of the
banking system in Germany. We show from a corporate governance per-
spective that the coexistence of financial institutions with different business
strategies and in many areas differing clienteles fits best to the regional
requirements in Germany.

COMPARISON OF CORPORATE GOVERNANCE
SYSTEMS

Authors with an Anglo-Saxon focus often have a different understanding
of corporate governance compared to authors with a continental European
background. For explanatory purposes it is helpful to compare the Anglo-
Saxon corporate governance system with the continental European system.
We will proceed rather stereotypically so that the major differences become
apparent.1

The Anglo-Saxon literature on corporate governance mostly deals with
the relationship between top management and shareholders of a company.
Consequentially from this point of view the main task of management is to
increase the equity’s (market) value, this is the shareholder value. This focus
also motivates a one-tier board that consists of internal executives and non-
executive outside directors, the latter rather acting as consultants (to in turn
increase the shareholder value) and merely monitoring that managers do not
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solely pursue their own interests. A separation of the management board and
the supervisory board is not necessary in the Anglo-Saxon corporate govern-
ance system since it is shareholder- and capital market-oriented. The inter-
ests of other stakeholders are not directly pursued in this system since for this
purpose additional mechanisms exist.

In continental Europe and Japan the corporate governance system is
conceptualized in a broader way. Here emphasis is put on the balance of
interests. Therefore management board and supervisory board are separ-
ated. The supervisory board comprises employee representatives, represen-
tatives of loan granting banks, major shareholders and so on. Small
shareholders are only rarely represented. In this system the management
board’s main task is to act on behalf of the company and not only on behalf
of the shareholders.

The following illustration is convenient to look at the different mech-
anisms of alternative corporate governance systems (Hirschmann, 1970).
Basically a stakeholder of a company can react on misguided developments
with objection or migration. It is obvious that a stakeholder with short-
term migration opportunities by means of, for example, the labor or capital
market is less dependent on objection opportunities than a stakeholder
who faces less flexible markets. Therefore the latter insists on having a voice
in the company. Hence this stakeholder embarks on a long-term strategy.

Thus it appears that on the one hand the design of the corporate govern-
ance system depends on the time horizon and on the other hand it depends
on the opportunities to reduce risk in case of misguided developments via
markets. In the following we illustrate these aspects on three important
groups of stakeholders: shareholders, loan granting banks and employees.

SHAREHOLDERS

Of course single shareholders of listed companies can sell their shares via
the stock exchange at a price equal to the market value. However this
opportunity does not exist for the shareholders as a whole or for major
shareholders without additional requirements. Without the opportunity of
a buy-out, liquidation would be the only exit strategy, with the result that
specific investments are only salable if a sizable discount is accepted. In this
context the latter is known as sunk costs (Hart, 1995).

As long as there is no market for buy-outs, control and codetermin-
ation rights are needed by shareholders since they have financed specific
investments. Thus the continental European corporate governance system
separates the management board and the supervisory board, whereas
the Anglo- Saxon market for mergers and acquisitions offers adequate
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transaction opportunities, so that in this capital market-oriented cor-
porate governance system outside directors rather represent experienced
consultants.

Note that just this market enhances the discipline of the management
since in case of a hostile take-over the management of the company taken
over is typically threatened. Hence the mergers and acquisitions market
represents a tool for management control (Manne, 1965).

LOAN GRANTING BANKS

Compared to equity investors, lenders have similar matters to deal with.
Lenders, whose loans are short-term, fully collateralized or of less relevance,2

are hardly threatened in the case of misguided developments. This kind of
lender does not need extensive codetermination or monitoring rights.

A different situation occurs if granted loans are long-term and not pro-
vided with full collateral since, for example, the market for equity is not able to
provide the capital needed to the full extent (Hackethal and Schmidt, 2004).
In this case lenders bear a part of the business risk in terms of default risk
because their capital in turn is bounded in specific investments. Again co-
determination and monitoring rights are required. Thus the financing struc-
ture of a company and the corporate governance system are interrelated.

Moreover the corporate governance system influences the investment
activity of companies. The continental European system encourages long-
term and specific investments since influence can compensate sunken costs,
whereas the Anglo-Saxon system benefits marketable corporate invest-
ments, which are favorable at least to the mergers and acquisitions market.

EMPLOYEES

With regard to the corporate governance role of employees we again dis-
tinguish two groups only. One group are employees, who eventually may be
highly-paid experts but whose knowledge can easily be used in other com-
panies. Such conditions exist for example for IT specialists or investment
bankers. In a flexible labor market these employees quickly find a new
employer and a company can immediately deploy these employees. From a
corporate governance perspective no special protection is required for such
employees.3

This group is seen alongside other employees, whose human capital is
characterized by specific know-how. Their professional skills are not easily
transferable to other companies and simultaneously these employees are
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hardly replaceable from the company’s perspective. Again sunken costs may
arise for companies and employees. Accordingly investments in specific
human capital are only taken if they are protected by codetermination and
control rights. Otherwise employees would rather acquire general and
marketable know-how.

DIFFERENT CORPORATE GOVERNANCE SYSTEMS

Our classification of corporate governance systems shows two types. The
Anglo-Saxon system is shareholder- and capital market-oriented. The
mergers and acquisitions market ensures that the management is concerned
about an increase of the stock price to make hostile take-overs expensive.
Hence the management maximizes the shareholder value. A separated
supervisory board to account for further stakeholder interests is needless
for at least two reasons. At first funding of the company does not rely on
long-term and partially collateralized loans. Second a flexible labor market
exists for employees with transferable know-how. So there is a coherent
system of corporate governance and capital and labor markets. However
this system discriminates specific investments in long-term real and human
capital that cannot easily be transferred across markets.

In contrast the continental European corporate governance system is
characterized by the protection of manifold corporate interests and so
pursues a stakeholder value approach. Sunken costs related to specific
investments are protected by codetermination and control rights. This
system supports long-term human and real capital investments, so that
markets that allow for short-term transfers are neither needed nor have
emerged. This system is rather characterized by, for example, collective bar-
gaining and the principle of relationship banking. Again there is a coher-
ent system of corporate governance on the one side and capital and labor
markets on the other side. Table 11.1 represents a summary.
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Table 11.1 Characteristics of different corporate governance systems

Corporate governance Anglo-Saxon system Continental European system
system

Business objective Shareholder value Corporate interests
maximization (stakeholder value approach)

Investment projects Marketable Company specific
Time horizon Short-term Long-term
Protection mechanism Flexible capital and Codetermination and

labor markets control rights



CHANGE OF CONTINENTAL EUROPEAN
CORPORATE GOVERNANCE?

The Anglo-Saxon corporate governance system requires the existence of
labor and capital markets that allow for cost-efficient short-term trans-
actions and in this way protect the shareholders’ interests. However the con-
tinental European system assumes that the stakeholders involved protect
their interests rather by exercising long-term targeted influence than by
market transactions. The coherent system of the continental European cor-
porate governance and the corresponding labor and capital markets fails if
single elements of the system do not match or if single groups of stakehold-
ers prefer short-term market transactions instead of long-term influence.

In addition to our brief discussion of alternative corporate government
systems, we look at empirical facts. The successful continental European
system is based on the balance of different interests, which can be ensured by
long-term co-operations of stakeholders (Kreps, 1990). Such co-operations
can be established by mutual participations and the delegation of manage-
ment board members to supervisory boards. In Germany these linkages are
characterized by the term ‘Deutschland AG’ (‘Germany Inc.’) (Höpner,
2003).

However, these linkages cause some kind of rigidity in this long-term
aligned system. Some stakeholder groups involved in the corporate govern-
ance discussion argue that, with more flexible capital markets, this rigidity
leads to inefficiencies. In other words: the rate of return achieved by com-
panies could be higher when changing to the shareholder- and capital
market-oriented Anglo-Saxon corporate governance system.4

In the following we discuss this hypothesis for German financial institu-
tions. The German banking system largely consists of three pillars. The first
pillar is represented by private commercial banks (‘Kreditbanken’), which
are regularly organized as stock corporations. The internationally operat-
ing major banks belong to this pillar. The second group, also under private
law, consists of mutual cooperative banks (‘Genossenschaftsbanken’).
Their primary goal is to promote their members.

The public savings banks (‘Sparkassen’) represent the third pillar of the
German banking system. These organizations are subject to public law.
Their primary goals are to supply the population with safe investment
opportunities and to meet regional demands for loans. A special feature of
savings banks is the security reserve (‘Sicherheitsrücklage’) that is part of
the balance sheet instead of the subscribed capital. All three pillars of the
German banking system represent full service banks and are organized
according to the continental European two-tier corporate governance
system. Figure 11.1 provides an overview.5
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Until the mid-1990s at least for major stock corporations, the major
banks have been in the center of the German corporate governance system
but now have withdrawn from this role. This may be recognized as a shift
from the continental European system to the Anglo-Saxon system. This
tendency may apply to major companies and banks but it does not hold for
the mutual cooperative banks and the savings banks, whose customers are
mostly small and medium-sized enterprises that do not have access to
public capital markets. Hence in the following section we analyse the per-
formance of the three groups of German financial institutions.

THE STRUCTURE OF THE GERMAN BANKING
SYSTEM

As mentioned before the universal banking sector in Germany principally
consists of three kinds of financial institutions: private commercial banks,
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Figure 11.1 Corporate governance of the three pillars of the German
banking system
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savings banks and mutual cooperative banks. Institutes of these groups
differ in size and in their legal form. The private commercial banks com-
prise the major banks (for example Deutsche Bank AG, HypoVereinsbank
AG, Commerzbank AG) but also smaller regionally operating private
commercial banks. Almost all of them are stock corporations whose shares
are widely spread. The private commercial banks often serve major cus-
tomers and operate in the fields of investment banking and mergers and
acquisitions.

Savings banks are financial institutions owned by regional authorities
(municipalities or administrative districts) but nevertheless these author-
ities do not have any direct influence on economic activities. Furthermore
the savings banks are subject to the same business and competitive con-
ditions as are all other universal banks. A specific characteristic is the so-
called regional principle, meaning that in a certain region (usually) only one
savings bank is operating but competes against private commercial banks
and mutual cooperative banks. The latter are organized as cooperative
associations, usually operate regionally and primarily serve, like the savings
banks, small and medium-sized enterprises as well as private clients. The
difference in size becomes apparent by comparing the average total assets
of the financial institutions, which was, in 2004, about 12.6 billion Euro for
private commercial banks, approximately 2.1 billion Euro for savings banks
and only 0.4 billion Euro for mutual cooperative banks.

The composition of the banking sector has changed remarkably since
German reunification.6 The number of independent financial institutions
dropped between 1991 and 2004 by almost 50 percent from 4290 to 2229,
the local branches of all institutions in Germany have been reduced by
nearly 25 percent to 2003 (from 44 813 in 1991 to 33 753 in 2003), only the
statistical consideration of the Deutsche Postbank AG as a financial insti-
tution in the narrow sense raised the number of local branches in 2004 to
42 659.7

The development of the number of employees was ambiguous. In the
first years after German reunification the number of employees in the
banking sector rose by about 40 000 workers (or nearly 6 percent), there-
after the number remained at a level of about 720 000 staff members and
dropped significantly in recent years. Despite the statistical integration of
the Deutsche Postbank AG the number of people employed in the banking
sector in 2004 was, with nearly 679 000, about 15 000 employees below the
level of 1991.8

Although this raw delineation is impressive, the real adjustments within
the German banking sector are more concise when one separately considers
the three pillars – private commercial banks, savings banks and mutual
cooperative banks. During the period under consideration in both the
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savings bank sector and the mutual cooperative bank sector, a remarkable
clearing up due to mergers occurred, while during the same period the
number of commercial banks even slightly increased (see Figure 11.2).
About 35 percent of the independent savings banks and nearly 60 percent
of the mutual cooperative banks of 1991 lost their autonomy.

The numerous mergers of savings banks and mutual cooperative banks
in bordering regions caused a significant decline in local branches but
without a striking abandonment of locations. Primarily the observed multi-
presence of institutions of the same sector was reduced (see Figure 11.3).
However an adjustment of the local branches of commercial banks regu-
larly leads to a reduction of the served locations.

As seen for the total market, for single sectors a differentiated pattern
arises also under aspects of employment (see Figure 11.4). Unlike the
savings and cooperative bank sector the number of jobs in the commercial
bank sector grew steadily until 2000. Afterwards a massive reduction of
jobs of about 18 percent took place.9 Both the savings and the cooperative
bank sectors, have slowly reduced their workforce since the middle of the
1990s. In 2004 the savings banks employed 9 percent fewer and the coopera-
tive banks employed 7 percent fewer staff members compared to their
highest numbers in 1994 and 1995, respectively. Numerically the commer-
cial banks have reduced approximately 40 000 jobs since the year 2000, the
savings banks have abolished about 26 000 jobs since 1994 and the coopera-
tive banks have lowered their workforce by almost 12 000 since 1995.

To get a first impression of the competitive conditions of Germany’s
banking system, the development of the single sector’s market shares can
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Figure 11.2 Financial institutes in Germany
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be used. Here it must be pointed out that in practice there is a huge range
of different market segments in which all groups of banks act simul-
taneously but possibly with a different intensity. Since in Germany the
external financing of (especially medium-sized) enterprises is in contrast to,
for example, Anglo-Saxon countries primarily done by institutional
lenders, the relative positions in the market for loans to non-banks is of par-
ticular interest. Figure 11.5 depicts the development during the observation
period.10
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Figure 11.3 Local branches
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Figure 11.4 Employees

0

50000

100000

150000

200000

250000

300000

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

Commercial banks Savings banks Cooperative banks



It is striking that immediately after reunification the commercial banks
noticeably lost market share. This loss was regained by the end of the 1990s
but afterwards their relative importance decreased once again. In contrast
the savings banks initially could enhance their market position and even in
the re-launch phase of the commercial banks the savings banks lost only an
insignificant share in the market. Over the last five years of the observation
period the savings banks held about 35 percent of the cumulative loans to
non-banks in their portfolios. Since 1991 the cooperative bank sector has
continually lost its relative importance. This loss in market share has
stopped during the last three years of the study.

CRITERIA OF PERFORMANCE AND COMPETITION

To evaluate the performance of banking groups in general as well as the per-
formance of savings banks in particular meaningful criteria for comparison
are needed. These criteria are plentiful in the corresponding literature but
for our purpose only a few statistics are necessary. For example the so-called
Lerner coefficient as a measure of competition in a market can be consulted.
This index is computed as the (calculative) difference between market price
and marginal cost of production, which in turn is divided by the market
price.11 This coefficient, which is also called price–cost spread, quasi-reflects
the actual opportunity to achieve market prices against competitors above
(production) cost. In the banking sector the Lerner coefficient can be
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Figure 11.5 Share of cumulated loans to non-banks
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approximated by using interest income per unit of total assets as market
price and interest cost per unit of total assets as marginal cost. The results
for each banking group in Germany are illustrated in Figure 11.6.

Apparently the competitive position of the savings and cooperative banks
improved in recent years. This improvement can be attributed not least to
the – ex post failed – strategy of various commercial and major banks to
neglect the interest-bearing medium-sized corporate banking in favor of
commission earning activities. In addition especially major banks – volun-
tarily – backed out of the area-wide business and left a profitable field to the
savings and cooperative banks.

The comparative advantage of the savings and cooperative banks clearly
lies in the support of customer groups, which are only of minor interest to
global commercial and major banks: small and medium-sized enterprises,
tradespeople, crafts enterprises or service providers. Furthermore the
simultaneous support of private clients, ranging from normal to high-
income customers, enables the accumulation of cost-effective deposits that
enhance the profitability of the bank. Especially apart from the metro-
politan areas a clientele, whose only alternatives may be direct banking via
telephone or internet, can be bound permanently.

Of course such a strategy is quite costly. Compared to their competitors
in the commercial bank sector, the business of savings and cooperative
banks is much more labor intensive. Local branches have to be manned and
if personal consulting is offered, the necessary capacities have to be kept
ready. Consequentially the commercial banks and their credit business are
(calculatively) much more productive (see Figure 11.7).

244 Corporate governance in banking

Figure 11.6 Lerner coefficient
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On average one employee of a commercial bank supervises twice as much
lending volume as an employee of a savings or a cooperative bank.
Moreover, at first glance, the employees of a commercial bank are much
more successful than their counterparts in savings or cooperative banks.
Figure 11.8 points out that the differences in net return (net interest
received and net commissions received) per employee are substantial
between the three sectors. Here as well the employees of commercial banks
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Figure 11.7 Lending volume per employee
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Figure 11.8 Net return per employee
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generate more than twice as much profit as their counterparts in the other
bank sectors. Since no systematic decline in quality unwinds these remark-
able differences, it can be reasoned that the different institutional groups
operate with differing technologies and in significantly different market
segments.

This supposition is supported when results-oriented business ratios are
consulted for the single groups. One of the most important reference
numbers is the cost–income ratio that represents the ratio of administrative
expenditures and the sum of interest surplus and commission surplus. A
value of 0.6 (that is 60 percent) is assumed to be a desirable and normative
benchmark (see Figure 11.9).

However since the beginning of the 1990s all commercial banks have
departed increasingly from this level and as recently as 2001 the trend
changed again towards the favored value. Since 1994 the savings banks
have also suffered a decline in their cost income ratio but to a much
reduced extent and always to a minor degree than their competitors. In the
meantime the 60 percent benchmark is within reach again for the savings
banks.

The empirically observed success of the business strategy of the savings
and cooperative banks can be seen not least in the development of the
return on equity (see Figure 11.10). Certainly the commercial banks in
some years show an impressive return on equity but at the beginning of the
decade they had to display negative returns as well. On average private com-
mercial banks have a return on equity after tax of 4.8 percent and hence lie
below the industry-wide average of 5.2 percent.
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Figure 11.9 Cost income ratio

50

60

70

80

90

100

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

pe
rc

en
t

Commercial banks Savings banks Cooperative banks



However in recent years the savings bank sector as well as the coopera-
tive bank sector were always able to generate a positive return on equity.
Furthermore the savings bank sector’s return on equity on average reached
6.1 percent which is the highest level of all compared sectors. This sector
also noticeably outperformed the cooperative banks sector (5.7 percent).

Due to the above-mentioned higher profit per employee, commercial
banks are willing to pay higher salaries to their employees. Figure 11.11 dis-
plays the development of the personnel expenses per employee, including
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Figure 11.10 Return on equity after tax
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Figure 11.11 Personnel expenses per employee
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social insurance contributions, gratuities and, where applicable, additional
expenditures for the company pension scheme.

According to this, in the course of intensified activities of commercial
banks in the field of investment banking, the personnel expenses per
employee have risen significantly since 1999 and have remained at this high
level for some years. In contrast the development of the savings and co-
operative banks’ personnel expenses per employee is characterized by a
continuous upward movement without any striking jumps. Thus the spread
between the commercial banks on the one hand and the savings and co-
operative banks on the other hand widened dramatically during the obser-
vation period.

The business strategy of maintaining a widespread network of local
branches enables savings and cooperative banks to open up profitable local
markets, in which internet or telephone banking is often not yet an accept-
able alternative for its inhabitants. By this sourcing in the form of deposits
in check and savings accounts as well as short-term and long-term time
deposits of private clients is possible, which is considerably more cost-
effective than refinancing at the interbank market. Figure 11.12 represents
the development of the interest rate paid on deposits and borrowed funds
of banks and non-banks for every single banking group.

The commercial banks can catch up with the other sectors regarding
interests paid on borrowed capital only due to a new and careful orienta-
tion toward the formerly widely spurned private clients and due to gener-
ally declining interest rates since the turn of the millennium.
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Figure 11.12 Interest rate on deposits and borrowed funds
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SUMMARY

Considerations on corporate governance systems with different but
coherent characteristics were the starting point of our analysis. The share-
holder- and capital market-oriented Anglo-Saxon system stands vis-à-vis
the stakeholder-oriented continental European system. The first system
protects stakeholders by flexible markets that permit short-term transfers
and therefore offer a mechanism of control. The latter system protects
specific investments of stakeholders by granting long-term codetermin-
ation and control rights.

In this context a shift from the continental European corporate govern-
ance system, that was successful for a long time, can be observed. The
European system exhibits a certain rigidity due to the necessary linkages.
Furthermore it faces a capital market that has become more flexible in
recent years. Especially the internationally operating major banks are said
to prefer the Anglo-Saxon system. However the cooperative and savings
banks show a regional focus that supports long-term relationship banking
for both the small- and medium-sized enterprises and the private clients.
Therefore these financial institutions are bound to the continental European
corporate governance system.

A recommendation for a shift to the Anglo-Saxon system not only
requires that all elements of this system have to be adjusted to again achieve
a coherent system of corporate governance and labor and capital markets.
Additionally a system transfer requires the proof that the desired corporate
governance system is overall beneficial. The latter includes economic evi-
dence that relies on measures like yield ratios, cost of capital and so on.

This comparison has been the center of our empirical analysis of the
three pillars of the German banking system. Here the result is, according
to selected financial indicators, that private commercial banks including the
major banks can be distinguished from cooperative and savings banks. For
example the employees of rather shareholder-oriented commercial banks
generate more profit per capita than employees of regional-oriented
financial institutions. However this advantage is outweighed by higher
personnel expenses per employee.

Overall a distinctive shareholder orientation should be expressed in satis-
factory returns to equity investors, which represent the cost of equity from
the company’s perspective. However, costs of equity are difficult to measure
for private companies. If the return on equity based on financial statements
are used instead, no significant or persistent advantage of the private com-
mercial banks can be found.

The same applies for the cost of debt for which in turn regional-oriented
cooperative and savings banks are better off than private commercial banks.
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Apparently the regional-oriented financial institutions have a more cost-
effective access to local debt markets. Nevertheless this difference cannot be
interpreted as a small credit spread caused by a lower default probability
because the default probability stems from the risk of the bank’s assets, and
this risk is first of all and mostly borne by the shareholders.

If both interest earnings and interest expenses (in terms of the Lerner
coefficient) are considered, a disadvantage of private commercial banks
occurs. This result contradicts the assumption of the supporters of a rather
capital market-oriented corporate governance system. Our finding persists
even if the interest margin is adjusted by administrative expenses and fee
income in terms of the cost–income ratio.

Concluding, the dimension of market access has to be emphasized in our
initially formulated list of distinguishing features for types of corporate
governance systems. Here we do not focus on the access to publicly traded
capital but instead on the access to regional, private and cost-effective capital.

NOTES

1. For the rationale in this section see Schmidt (2007).
2. This is the typical debt financing structure in the Anglo-Saxon system, see Elsas and

Krahnen (2004).
3. This statement is not valid for employees who are unskilled and have low qualifications.

These employees are often tied to a certain place and rarely have a chance to find a
new job.

4. For the tendency of change from the continental European corporate governance system
to the Anglo-Saxon system see Schmidt and Spindler (2002), and Hackethal et al. (2005).

5. Deviating from the suggestion of the wording of the law, mutual cooperative banks in
their articles of association typically regulate that the board of directors appoints and
monitors the executive board.

6. All following numerical data are taken – unless stated otherwise – from the periodical
publications of the Deutsche Bundesbank, especially the monthly reports for the stat-
istics on the banking sector and the performance of German financial institutions as well
as the relevant statistical supplements.

7. Until 2004 the Deutsche Postbank AG as a subsidiary of the Deutsche Post AG did not
belong to the group of independent financial institutions.

8. For comparison: during the same period the average total assets of all financial institu-
tions in Germany rose by almost 175 percent.

9. Adjusted for effects of the statistical classification of the Deutsche Postbank AG as a
private commercial bank. According to the annual report the Deutsche Postbank AG in
2004 employed about 9600 staff members.

10. The cumulated volume of loans to non-banks of all banking sectors is used in Figure
11.5 as the reference to describe the relocation of relative positions in the market. This
adjustment is on the one hand independent of the development of the total market and
on the other hand independent of loan transfers to special purpose institutions (for
example home loan banks or mortgage banks). Based on all granted loans to non-banks
in Germany the market share of the regarded institutions dropped from 63 percent in
1991 to nearly 55 percent in 1999. Since the year 2000 this share has been, with only small
fluctuations, at a level of 56 percent.
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11. See for applications of the Lerner coefficient in the financial sector for example Gischer
and Jüttner (2002).
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12. Cases of corporate
(mis)governance in the
Hungarian banking sector
Júlia Király, Katalin Mérő and 
János Száz

INTRODUCTION

During the turnaround of the 1980s and 1990s the Hungarian economy
experienced a serious macroeconomic crisis. A key element was the ‘ex-
ternal shock’, the large-scale loss of external markets in 1991. Loss of
markets, according to both micro- and macroeconomic evidence, con-
tributed to the relative over-indebtedness, the capital loss and the asset
devaluation of the corporate sector. In 1991 GDP and investment fell by
nearly 12 per cent, exports by over 15 per cent and industrial production
by 17 per cent. Extensive corporate research (Major, 1995) revealed that
40 per cent of all businesses made losses. In the second quarter of 1991,
70 per cent of surveyed companies indicated insufficient demand as an
obstacle to production, compared to an average of 40–50 per cent in
earlier years. The external shock hit a largely indebted and overfinanced
corporate sector.

The relatively young banking sector could not avoid the crisis. In 1993
the overall ROE of the sector fell below – 100 per cent, that is most banks
lost their capital. Some banks were, immediately after the shock, consoli-
dated and privatized, some tried to grow out the panic and failed a few
years later.

There are several papers analysing the economic background of the
deep banking crisis of the Hungarian banking sector (for example Kiraly,
1995; Kiraly and Varhegyi, 2003). In the two case studies of this chapter
we highlight a special feature of the crisis – corporate (mis)governance. In
the first part a typical state-owned corporate bank will be analysed, while
in the second part of the chapter an interesting retail bank story will be
outlined.

252



CASE 1: THE CORPORATE SOS BANK1 (STATE
OWNED SUCCESSOR BANK)

Background

Hungary’s two-tier banking sector was established on 1 January 1987.2

Commercial banking activities were separated from the central bank. The
newly established three commercial banks – based on the former commer-
cial banking departments of the National Bank of Hungary (NBH) – were
allowed to gradually expand their activities across an increasing range of
banking services.

The sectorally-structured organization of the NBH served as a blueprint
for the establishment of the two-tier banking system. Accordingly, one of
the three commercial banks was assigned a portfolio of mainly industrial
corporations, another that of primarily agricultural and food companies
and the third that of mainly companies in the energy sector and service-
providing enterprises. The loans were classified as problem-free, that is at a
100 per cent historical value. In reality, the values of the transferred port-
folios were much below 100 per cent, since the NBH used to grant loans in
accordance with the priorities of the then centrally-planned economy
rather than on a business basis. Although the NBH also had to perform
cost-benefit analyses in its decisions concerning whether or not to grant a
loan, neither credit rating nor provisioning was part of its adopted prac-
tice. Time and again, the state, which was also the owner of the companies,
consolidated the financial position of the companies that defaulted on
loans through raising their own funds or with debt relief. If there was no
state intervention, the NBH extended the tenor of the loans, that is no loan
losses materialized in the mono-banking system. As opposed to the previ-
ous practice, the new commercial banks were expected to grant loans based
exclusively on economically sound decisions and that gradually disposed of
bad loans.

Initially, the liability structure of the banks was adjusted to their loan
portfolio (assets size). According to the leverage requirement, their own
funds were calculated as 4 per cent of total assets. The initial deposits of
the banks were those of the enterprises whose accounts they kept. The
rather wide gap between total assets and own funds plus deposits was filled
in with central bank refinancing loans. The worse the loan-to-deposit ratio
of a customer assigned to the bank, the more important the role of central
bank refinancing in the banks’ financing structure became. Central bank
refinancing accounted for 37 per cent, 59 per cent and 74 per cent respec-
tively of the initial balance sheet totals of the three large artificially founded
banks.
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Although the banks were established by the state, state-owned com-
panies which were the clients of the bank were also allowed to subscribe as
shareholders of the banks. As a result, the companies financed by the banks
had a 10 per cent to 15 per cent ownership share in the newly established
banks from the outset. During the first few years of their operation, this
ownership share continued to grow substantially. The reason for this was
that the state no longer participated in subsequent additional share issues
through which the banks raised capital, which they needed for the expan-
sion of their operations. Thus, such additional capital requirements were
fundamentally financed by companies with close ties to the banks. It hap-
pened quite often that the banks even granted loans to companies to enable
them to subscribe shares.

Members of the banks’ management and bank administrators were
mostly ex-NBH employees. It was primarily at the NBH that the expertise
needed for banking operations had been amassed. However, as the NBH
did not operate on a business basis and, hence, did not manage risk at all,
it is safe to say that neither executive officers nor staff with the necessary
professional track record were available at the time of the foundation of the
banks. The external members of the banks’ boards of directors were dele-
gated, in part, by the ministries representing the state and, in part, by the
shareholder companies. Due to the fundamentally non-market nature of
the economic environment and the regulators’ lack of expertise in banking
techniques, bank regulations did not comply with the appropriate prudent
criteria. Thus, for instance, interest income also included accrued but not
paid interest, which rendered profit and loss accounts completely un-
reliable. There were no regulations that governed connected lending, and
even those limiting large exposures were very permissive.

Already at the outset, the way the two-tier banking system was founded
as well as the system’s initial position raised several embedded corporate
governance issues, of which the following were of key importance:

Strong sectoral ties. The strong sectoral concentration of the banks’
portfolios involved dependence on sectoral lobbies. Often, representation
of and advocacy for sectoral interest, in co-operation with the representa-
tives of the individual sectors, rather than consistent prudent lending was
an easier and faster road to success. Furthermore, as major companies in
the dominant sectors were also the shareholders of the banks, sectoral
lobbies were represented on the boards of directors, making banks’ ties
with the individual sectors even closer and dependence on sectoral lobbies
even stronger.

Moral hazard in lending due to the lack of provisions and capital. The
fact that the initial loan portfolio of the banks was classified as problem-
free and, hence, recognized at a 100 per cent face value and that their capital
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was at the lowest possible level allowed by the regulation ruled out all real-
istic credit rating and provisioning. As a result, provisions did not provide
coverage for expected losses. Likewise, capital could not act as a loss-
absorbing cushion. This also involved moral hazard in respect of future
lending, since if realistic credit rating and prudent operation were not the
requirements for the bank management to comply with, other motives took
priority.

Problems arising from a skewed liability structure. The absence of the
availability of retail deposit collection, coupled with the dominant role of
central bank funding, resulted in a situation where the lending activity of
the banks depended heavily on the robustness of their bargaining position
vis-à-vis the central bank.

Conflicts of interest arising from the fact that customers were also
owners. The primary interest of banks’ customers is to receive loans, which
stands in stark contrast to the owner’s interest in the bank’s best possible
operation.

Conflicts of interest originating from the composition of the boards of
directors. The fact that shareholder companies were represented at both
shareholders’ meetings and on boards of directors further aggravated
the conflicts of interest arising from customer interest representation.
Generally, board members who represented the state as owner were depart-
mental heads in ministries who were not (and could not realistically be
expected to be) well-versed in banking operations. As board membership
involved outstanding income, they clung to it tooth and nail. Criteria for
board membership included a good relationship with bank management
and the state officials who had a say in their appointment, rather than the
best possible operation of the bank. (Given that the state was the largest
shareholder, representatives of shareholder companies also needed the
backing of the votes of the state in order to be elected to sit on boards.)

Moral hazards arising from the shortcomings of regulation. In a situation
where the entire amount of accrued but unpaid interest is calculated as
income, the profitability of banks as shown in their profit and loss account
is independent of their actual profitability. When this is the case, it is easy to
be successful. Furthermore, the fact that bonuses were, as a rule, pegged to
the attainment of profitability targets, bank management was not interested
in prudent operation. On the contrary, in certain cases, it expressly inter-
fered with this. This was further amplified by the fact that, to the charge of
unrealized profit, the state was able to post handsome sums in income tax
and dividend income, which served self-justification for state officials’ ex-
onerating themselves from the responsibility of advocating prudent bank
operation. As a matter of fact, it was through their support for the recog-
nition of the highest possible amount of accrued but not paid interest that
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the state was able to earn the highest possible amount of revenue. A system
like this mostly favoured large companies with heavy borrowing require-
ments and strong lobbying power which were expected to pay huge amounts
in interest income. Uncontrolled lending to companies was facilitated by the
fact that bankruptcy or liquidation proceedings against them were prac-
tically non-existent. Defaulting companies could hold evergreen loans pro-
vided that their business partners were willing to continue to do business
with them despite their default. In the case of large state-owned companies
– due to their economic strength and embeddedness – default on payment
did not lead to the discontinuation of economic relations. Instead, there
emerged extensive gridlock in the corporate sector. Therefore, bank man-
agement, the state as owner, board members representing the state and large
companies, then the backbone of the economy, all had a shared interest in
the recognition of unrealized revenues as actual income. The lack of the
restrictions on connected lending and the not-so-limiting regulation on
large exposures resulted in heavy lending to shareholder companies and
businesses that the state considered to be important.

THE FOUNDATION OF SOS BANK AND THE FIRST
YEARS OF ITS OPERATION

SOS Bank was founded on 1 January 1987. Eighty-five per cent and 15 per
cent of its share capital was subscribed by the Hungarian state and 50 com-
panies respectively. Loans to large companies in the energy and (mainly coal)
mining sector accounted for approximately 80 per cent of the bank’s initial
loan portfolio. The remaining part included loans to a few large industrial
companies and medium-sized enterprises. Food industry companies and
service providers played a dominant role within this portfolio segment.

Capital constraints impeding the expansion of the bank’s activities were
acutely felt already in the very first year of its operation, so it announced a
capital increase as early as in the second half of 1987. Due to the economic
upturn of the time and widespread confidence in newly founded banks, the
capital increase was a success. As a result, the state’s ownership share in the
bank had fallen to 60 per cent by the end of the year. During the next two
years, however, the arrangement and implementation of capital increases,
indispensable for the operation of the bank, became increasingly difficult.
Thus, it became adopted practice for SOS Bank to finance capital increases
through lending. Capital increases led to the state’s having become a minor-
ity shareholder by end-1988, with its ownership share standing at 35 per cent
at end-1989. At the time of the establishment of SOS Bank the board of
directors included the chief executive officer and two deputy chief executive
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officers, plus ten external members, of whom seven represented the state and
three the shareholder companies. As a rule, representatives of the Ministry
of Finance and the ministries responsible for the relevant sectors were those
representing the state. The corporate shareholders of the bank exerted on-
going pressure on the representatives of the state as a shareholder and the
management in order to be allowed to sit on the board of directors. As a
result, already at the annual general meeting closing the first year of the
bank’s operation, the number of board members was raised from 13 to 16.
The new members represented the companies that were the new share-
holders of the bank. In response to the widespread practice of capital
increases in exchange for board membership and raising of the number of
board members to an unsustainable and unmanageable level, the regulators
modified the Companies Act, pursuant to which, with effect from end-1989,
the number of board members could not exceed 11. In the case of our bank,
in addition to the two members of the management, there were five
members appointed by the shareholder state and four by the shareholder
companies. Company representatives included the executive officers of com-
panies in the energy and mining sectors, dominant borrowers of the bank,
and the chief executive officer of a food company. Their primary concern
was to secure freely available loans for their respective companies and to
ensure that the bank’s business policy focused on the operation and
financing of their respective sectors.

SOS Bank’s dependence on the individual sectors further increased in the
first few years of its operation. The widespread interdependence of the
bank and its dominant clients, coupled with large-scale cross-ownership,
played a dominant role in this process. In addition, the widespread eco-
nomic downturn weakened companies’ loan repayment ability, which
marked the very end of all remaining hopes that banks would be able to
work out their loan losses on their own through adopting a prudent valu-
ation, provisioning and capital allocation approach. They earned the
largest profits when they helped their customers to secure the largest pos-
sible state aid for the relevant sector. Steps taken to stabilize companies
often included debt/equity swaps, whereby banks became not only domi-
nant lenders, but also dominant owners of companies in major sectors.

The sectoral dependence was so strong that the management of SOS
Bank found it natural that it was able effectively to improve the bank’s pos-
ition through maximizing sectoral lobbying power. Therefore, in 1987 H2,
when companies were given discretion over selecting a bank for themselves,
the bank made a financing offer to the only mining company that had not
been assigned to it, thereby persuading it to switch over to it from its former
account-keeping bank. With this move, it had become the 100 per cent
financier of coal mining, which was already a depressed sector.
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Although there was no comprehensive rating system in place at the bank,
after the first year of its operation, according to its own estimates, one-third
of its loan portfolio was problematic. Nevertheless, due, to a large extent,
to the recognition of accrued but unpaid interest as income, its operation
was highly profitable in its first fiscal year, with ROE and ROA standing at
60 per cent and 4 per cent respectively. In conformity with the statutory reg-
ulations in force at the time, it was allowed to use 20 per cent of its profits
to set aside pre-tax provisions, which, however, accounted for a mere 4 per
cent of its estimated doubtful loans. The remaining 80 per cent formed its
tax base, as well as the basis of dividend disbursement.

The bank had to write off, in connection with the debt settlement of three
state-owned mining companies, two-thirds of the provisions thus set aside
already in the following year. Mines in Hungary could operate profitably
only as long as state-controlled prices, which automatically covered their
expenses, were applied to them. Such prices ceased to be applied during the
second year of the operation of the two-tier banking system, whereby
mining companies with a huge loan portfolio faced bleak prospects.
Naturally, the bank continued to earn huge profits on the financing of
mines, since accrued but unpaid interest was further increased by penalty
interest on overdue debt; however, given the size of the amounts involved,
this also gave rise to liquidity problems at the bank. Although, citing this
as its reason, the bank could turn to the NBH for additional refinancing,
the addressing of an increasingly large number of problems could not be
put off forever. The debts of state-owned mines were settled in a bargain-
ing process where the state would have liked the bank earning huge profits
to write off the bulk of the losses, while the bank urged the greatest possible
participation of the state. The result was a compromise under which the
state donated the mines an amount equal to half of the total amount of
their debts, while the bank wrote off the other half at an even pace over
three years. The losses to be written off which the provisions of the bank
could not cover were financed by the NBH through the granting of tem-
porary refinancing. Such a method of debt settlement was not efficient from
the perspective of the ability to operate of either the companies or the
bank. It managed to settle the debts that the companies held at a given
point of time; however, it could not prevent the generation of new ones. The
bank found itself stuck in the quagmire of having to finance the companies
for at least three more years, which spelled further potential losses for it.

The case of a construction company in the provinces, the financing of
which was the responsibility of a branch of the SOS Bank, can also be con-
sidered as typical. The company used to be a textbook socialist giant with
oversized capacity and an obsolete structure of production, which owed its
continued operation to state home construction projects with no quality
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expectations or sensitivity to costs. As the number of such projects fell, so
the company’s economic position deteriorated. The fact that the company
was facing a crisis was obvious already at the time of the foundation of SOS
Bank, since as early as in the era of the mono-banking system the share-
holder state already commenced debt settlement with the involvement of
the NBH. Naturally, the company’s outstanding debt was transferred to the
bank at a 100 per cent value. Already in the first month of its operation,
SOS Bank, having reached a compromise with the other lenders and the
state, granted a grace period of one year to the company so that the
company might work out a viable reorganization programme. The sale of
the properties that were no longer needed (an office block, a workers’
hostel, a sports ground and educational centre) and the downsizing of over-
sized capacity were at the heart of the programme. The properties were not
satisfactorily marketable; they were purchased by organizations financed
mostly from the central budget. These organizations, however, needed
a bank loan for the purchase. For instance, the workers’ hostel was pur-
chased by a university in order to operate it as a hostel and the office block
by the Ministry of Finance to operate it as the central office of a newly
founded tax authority. The bank regarded the university and the ministry
unequivocally better debtors than the company, so it was quite willing to
finance the transactions. The downsizing of over-sized capacity did not
relate to the company’s core activity. Instead, the company sold, for
example, its computing centre and placed an order with the buyer for com-
puting services, to the extent of its requirements, at a capacity that it for-
merly owned. Although the purchase was also financed by SOS Bank, as
the IT company thus founded was smaller and operated at lower opera-
tional costs, the bank trusted in its viability. These steps were still unsatis-
factory for the consolidation of the company, so, in addition to financing
the buyers, the bank granted further loans to a now more streamlined
company, which it perceived as more viable. Temporarily, debt settlement
looked successful; however, it did not resolve the company’s fundamental
problem, as it continued to operate with oversized obsolete capacity despite
a narrowing market. When reorganization was over, the bank was still
lending, albeit to a lesser extent, to a company that was not viable and to a
series of institutions, the debt repayment of which seemed to be indirectly
guaranteed by the state (though later, this indirect guarantee did not work
out in the case, for instance, of the university).

In the light of the processes described in connection with the settlement
of corporate debts, it is hardly a surprise that the bank’s most important
interest lay in extensive lending and, hence, building an economic position
that provided it with economic and political clout and the strongest pos-
sible bargaining power. Thus, while between 1987 and 1990 Hungary’s
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GDP fell significantly, SOS Bank’s activity expanded. As regards its
profitability indicators, its ROE continued to range between 50 per cent and
60 per cent and ROA stood at approximately 4 per cent. In a situation like
this, its provisions were used to acquire the largest possible amount of state
funds rather than for writing off obviously irrecoverable debts. This trend
was further intensified by state regulations which discontinued pre-tax pro-
visioning in 1989 and 1990 so as to improve an increasingly deteriorating
fiscal balance.

Although permanent renewal of bad debts was good business for the
bank, companies’ consistently high demand for loans in the midst of a
widespread economic downturn and liquidity problems caused by perma-
nently tightening monetary policy forced the SOS Bank to apply certain
filtering criteria to loan applications. As a means of filtering, in 1989 (that
is in the third year of its operation) the bank elaborated a debtor rating
system, on the basis of which it assigned a financing limit to each company.
Debtor rating consisted exclusively of quantitative components, as it was
aimed at offsetting excessive subjectivity, which used to characterize earlier
practice. Thus, such quantitative components were based on indicators cal-
culated from the balance sheet data of banks. It should be noted, however,
that accounting data failed to provide a true and fair picture of the com-
panies’ performance, just as banks’ data did in relation to that of banks. It
is no coincidence that, while an increasing number of companies defaulted
on loans, a test run of the debtor rating system included 70 per cent of the
companies financed by the bank in the category of best debtors. In prac-
tice, limits were set in accordance with a matrix, where debtor rating was
adjusted with a sectoral multiplier. This resulted in higher limits for com-
panies in such sectors that were more important for the bank than for those
that were in sectors that it deemed less important. This is indeed why, even
after the introduction of the new rating system, mining and food compa-
nies with a poor loan repayment ability in a distressed sector remained the
bank’s key customers; no material reduction in the sectoral concentration
of lending occurred and the bank did not avail itself of risk mitigation
arising from diversification.

It follows from the above that, if we were to judge the first five years of
the newly founded banks on the basis of the first eight principles of Basel’s
sound corporate governance principles3 pertaining to the boards and senior
management of banks, we could easily jump to the conclusion that none of
those eight basic principles were observed. Naturally, this would be rather
a summary judgement, which can be made more subtle.

During the first years of the operation of two-tier banking system there
was no auditing. Instead, the balance sheet of state-owned companies was
subjected to authority inspection. There was, of course, no serious auditing
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company that would have approved of the balance sheets and profit and
loss accounts of the banks, which were far from reflecting a true and fair
picture. And, naturally, in addition to many other causes, the fact alone that
the financial statements and accounts prepared by banks could not provide
a true and fair picture made it impossible for banks to be operated in a
transparent manner.

The board of directors could not be made ‘ultimately responsible for the
operations and financial soundness of the bank . . . including the under-
standing the bank’s risk profile’,4 since the bank’s fundamental risk, that is
credit risk, could not be measured. Nor was the composition of the board
defined in such a manner that its members had the collective knowledge
needed for banking operations. Furthermore, pressure was exerted on
the representatives of the state when, for instance, issues concerning the
financing of state-owned companies had to be decided on when a proposal
for dividend disbursement was put forward to the shareholders’ meeting.
Political pressure was, as a rule, indirect. The State Property Agency, an
organization established expressly for this purpose, never convened the
representatives delegated by the state to the boards of directors of the indi-
vidual companies in order to urge them to act in a concerted manner. On
the contrary, when one of the board members, having become fully aware
of his own responsibility, requested the Property Agency to do so, the latter
flatly refused to provide any guidelines. Everybody knew perfectly well
when it was required to adopt the opinion of the Ministry of Finance and
when that of other ministries.

The State Consolidation of SOS Bank5

During the very first years of the macro-economic crisis evolving at the turn
of the 1980s and the 1990s, in keeping with what was described above,
members of the management and boards of directors of banks lulled them-
selves into the false sense of banks’ being able to continue unharmed by the
general economic downturn. They even thought that they might be able to
play an important role in successfully coping with the crisis through expan-
sive lending and large-volume debt/equity swaps in relation to distressed com-
panies. In order for such an obviously false sense to be dispelled, a realistic
assessment of the position of the banks had to be performed, which was
indeed stipulated by the regulatory package that entered into force in 1991–2.6

In 1992, SOS Bank re-rated its portfolio and, in keeping with the gradual
nature of the regulation, it had to set aside at least one-third of its calcu-
lated provisions. During the process of re-rating, the management of the
bank was influenced by two opposing forces. One was the fact that it was
the year of credit consolidation, which meant the first step in the process of
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state consolidation. What best served the interest of the management was
to rate the highest possible number of loans as bad and sell them to the
state. SOS Bank sold 6 per cent of its total loan portfolio at an 80 per cent
value and wrote off the remaining 20 per cent, that is 1.2 per cent of the
loan portfolio, as loan loss. However, such an advantage was not absolutely
definite. It was important that the management of the bank should create
and communicate an image according to which the legacy of the mono-
bank system rather than inadequate management of the bank was to be
blamed for bad loans. Therefore, efforts to rate loans as bad pertained
only to loans inherited from the era of the mono-bank system; as to the re-
mainder of the loans, the bank’s interest continued to lie in creating a
picture that was rosier than reality, as it underscored its own suitability and
improved the chances of heftier bonus payments. This ambition of the
management of the bank coincided with that of the management of the
companies that the bank financed, as the perception of and bonus pay-
ments to the members of the management depended on the good repu-
tation of the companies. As the rating of the bank’s portfolio depended
mostly on delay in repayments, the bank could resort to rescheduling loans,
thereby avoiding their being rated as bad and the obligation to set aside pro-
visions for loan losses. The outcome of the two conflicting impacts was
that, in 1992, SOS Bank set aside provisions for loan losses accounting for
4 per cent of the loans that it had not sold to the state. (Consistent with its
ambition to maximize its profit in the relevant year, the bank complied with
its provisioning obligation to the smallest possible extent, that is it set aside
exactly one-third of the provisions stipulated by its rating.) As a conse-
quence, it posted a loss amounting to 5 per cent of its equity, which was
amply funded by the reserves accumulated from the sham profits of the pre-
vious years. SOS Bank was technically insolvent already after its bad loans
were purchased by the state, because if it had set aside the full amount of
the loan-loss provisions, its loss would have exceeded its own funds. In a
different regulatory environment, despite the remaining possibilities for
window dressing, insolvency could no longer be hidden – it apparently
became manifest in the balance sheet figures.

Relying on the lessons and fiascos of credit consolidation, the programme
of bank consolidation in 1993 and 1994 unequivocally aimed at restoring the
bank’s solvency through a capital increase orchestrated by the state. The
purpose of the first step of the programme was for banks to uncover their
position in a manner that was true to facts prior to their extraordinary share-
holders’ meetings in December 1993. At such extraordinary meetings the
state announced capital increases to an extent that turned their solvency ratio
slightly positive. As a result, the state acquired an 85 per cent ownership
share in SOS Bank.
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While prior to the consolidation it was impossible to maintain a satisfac-
tory level of provisions and capital, which carried a moral hazard, in the
course of the consolidation a new type of moral hazard appeared. The
entire portfolio of the individual banks had to be revalued in order for
potential loss in it and, hence, the necessary level of provisions as well as the
actual shortage of capital to be established. This was no plain sailing,
however. Already the identifying of the defaulted components of the port-
folio was difficult, as extending the tenor of non-performing loans, the
replacement of bad loans with new ones, debt/equity swaps, and so on were
all elements of banks’ day-to-day operation. Under such circumstances, the
best available method of separating and measuring the problem loans from
the rest of the portfolio seemed to be the expected loss-based approach
relying on expert estimates. As, ultimately, it was the state that had to ‘pick
up the tab’, the measurement of the portfolio was performed with the
consent of the Ministry of Finance and the banks. Since, however, neither
the banks nor the ministry had the necessary expertise for such measure-
ment, the value of the portfolio and, hence, that of the capital donated by
the state were, in principle, established through a bargaining and consensus-
seeking process between the institutions affected.

The SOS Bank adopted the policy of ‘the worse, the better’ during the
consolidation, which meant that the worse a bank portfolio was made to
look, the more state funds could be secured. All this in a manner whereby
no one raised the issue of bank management responsibility. An almost
unlimited availability of state funds (over-consolidation) provided the basis
of comfy operation for the next one or two years. Prudent operation still
was not a pre-condition for profitable operation, as profits from the release
of provisions could be used to hide the deficiencies of banking operation.
This, however, was a means only temporarily available for banks.

At its extraordinary meeting in December 1993, SOS Bank presented its
annual report showing loss on the bank’s books in an amount that was close
to three times its equity. The loss was due to provisioning in an amount
eight times higher than in the previous year. Even if we take into consider-
ation that in the year before only one-third of what was needed had to be
set aside in provisions and that portfolio loss did, in fact, continue to
increase significantly during the year, the practice of provisioning during
those two years was still strikingly different. The cognitive dissonance of
the management and the bank’s board of directors can also be observed in
the internal and public reports of the bank. Evaluating and analysing the
state of the bank, loss never took centre stage. Instead operating profit, that
is profits before provisioning, was the central category of the reports. If
they were favourable, both the management and the directors of the bank
were satisfied. And they were favourable. In 1993, operating profit grew
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significantly, so both the management and the bank’s directors were
satisfied with their own performance. Members of the management and
employees received their annual bonus payments, though they were some-
what more modest than in the previous years.

In the period of consolidation the state employed two methods of
control. One was the transformation of banks’ executive bodies in con-
formity with the new ownership structure, strengthening the presence of
the state. This, however, was still not an efficient tool of state control, as
consolidation did not lead to an increase in the number of staff members
in government agencies enjoying the necessary expertise in banking.
Furthermore, selection criteria still did not include expertise. Rather, board
membership continued to be regarded as some sort of ‘reward’, a source of
extra income once one was appointed an executive officer representing the
state on the boards of banks.

The other method was the Consolidation Agreement concluded between
the state and the banks concerned. The agreement consisted of two parts:
the banks undertook the obligation to participate in debtor consolidation
scheduled for 1994 and to elaborate a consolidation programme, which the
state as owner approved. In effect, the consolidation programme was a
three-year strategic programme setting out the methods that banks were
going to employ with a view to maintaining their stability, the measures that
they were going to take in the interest of prudent and profitable business
management and the manner in which they were going to transform the
processes of internal operation and control in order to support the attain-
ment of these goals. Consistent with the process of consolidation, 1994 for
SOS Bank was the year of debtor consolidation and the elaboration of a
consolidation programme prior to the Annual General Meeting in May,
which approved the programme and a capital increase, which was able to
secure the 8 per cent solvency ratio.

Within the framework of debtor consolidation, SOS Bank contacted
those customers whose loans had been rated as bad and called upon them
to work out a reorganization programme. In order for such a reorganiza-
tion programme to be approved, the bank and the Ministry of Finance had
to work in co-operation, since, in addition to loan forgiveness and loan
rescheduling by the bank, it was often the case that decisions had to be
made on the waiving of taxes, customs duties and social security taxes. The
Ministry of Finance considered the issue as one of low priority, assigning
it to mid-management and allocating to it the lowest possible amount of
resources, which further increased the bank’s room for manoeuvre. Thus,
SOS Bank was, once again, able to make decisions – in the case of the com-
panies strongly linked to it – optimizing the size of the state funds used in
the process. Now, however, moral hazard was much lower than it was
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during the preceding years, since the state emphatically stated on a number
of occasions that it considered recapitalization and related debtor consoli-
dation to be the final step in the process of consolidation. The more public
the size of the government funds became, the more the issue of the man-
agement’s responsibility was taking centre stage, which urged the banks to
operate more cautiously. Not once during the process was the issue of the
responsibility of the board of directors raised, which aptly illustrates how
the state as owner was biased towards itself.

The consolidation programme also contained a programme aimed at the
transformation of the bank’s internal processes and the bank’s strategy.
What can be perceived as an undoubtedly beneficial effect of consolidation
was the enshrining of the transformation of risk management and cor-
porate governance processes at banks in a contract. The approved con-
solidation programme was not simply a wish list of the processes to be
overhauled. It also set a dateline for each of its stages. It was the first time
that requirements for the responsibility and role of board members (for
example the continuous monitoring of the compilation of a handbook on
lending and the mandatory taking of minutes at board meetings) had
appeared in the bank’s documents.

Banks had to submit to the Ministry of Finance quarterly reports on the
progress they had made along the guidelines of the consolidation pro-
gramme. Initially, the banks took their reporting obligation seriously.
However, as it gradually dawned on them that the ministry did not (that is
the reports went unread), they started to comply with this obligation only
perfunctorily. They focused on meeting the reporting deadlines, though
only touching upon all the issues that they were expected to and filling the
requisite number of pages. The reports themselves became increasingly
non-committal, without any consequences whatsoever.

For the purposes of our theme, one more aspect of the process of con-
solidation is worth highlighting. The recapitalization of the banks was
implemented through government bonds with a 20-year tenor rather than
cash contribution. As those government bonds were not marketable, they
greatly restricted banking operations. The sole avenue of trading these
bonds was selling them to the central bank. As a result, each bank that had
been consolidated sought to exert pressure on the central bank, which,
however, ‘gave in’ only in the case of SOS Bank, purchasing a sizeable
portion of its loan portfolio. SOS Bank succeeded in reaching a special
bargain, strengthening its position, not only with the central bank but also
with the Ministry of Finance. The essence of the bargain was that when,
alone among the consolidated banks, it established a company in order to
manage its problem loans and, in order to finance the company’s portfolio,
it issued bonds, the state guaranteed the bond issue. (This guarantee
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accounted for approximately 25 per cent of the sum that the state had spent
on the recapitalization of SOS Bank.)

What are the lessons of the process of bank consolidation in the light of
the Basel corporate governance principles?

The board of directors only played a minor role in the consolidation. It
was engineered centrally by the state, which discussed its expectations with
the bank’s management. The bank still did not have the appropriate means
of measuring risks. The revaluation of the portfolio was always subject to
case-by-case deliberation rather than a uniform methodology. Only after
the Consolidation Agreement had been concluded did the understanding
of the risk profile of the bank and the elaboration of exposure policies
become a responsibility of the board.

While elaborating its strategy set out in the Consolidation Agreement,
the board of directors of SOS Bank discussed it on several occasions.
Furthermore, when the requirements for better corporate governance
urged by the contract were laid down, the board was also involved.
However, the board also contributed to the fact that the quarterly reports
related to the Consolidation Agreement became a mere formality. As soon
as it was clear that the Ministry of Finance did not expect the bank to
submit a report of merit, the board of directors was less and less intent on
the management’s doing so. This meant that the board made its own
control over the governance processes a mere formality.

A stronger role of internal and external audits was, without a doubt, one
of the positive outcomes of the process of consolidation. The strengthening
of internal auditing and a regular check on it by the board of directors was
one of the key requirements of the Consolidation Agreement. Prospective
privatization enhanced the prestige of external audit. In keeping with the
agreement, an information system capable of ensuring that monthly per-
formance was evaluated also had to be devised, which, in turn, made
banking processes more transparent. Such transparency was a step forward
only for the management of the banks, the public had to make do with not
too informative annual reports in gathering information about them.

The consolidation programme also aimed at the transformation of re-
muneration policy and the scheme of incentives. Having approved the con-
solidation programme, the management of the bank grew apprehensive of its
being held responsible, one way or another, by the state as owner for the loss
that it had realized because of the huge costs of consolidation. Therefore,
what was accepted on paper was a far cry from actual practice. In practice,
remuneration policy and the scheme of incentives protected the interest and
consolidated the position of the bank’s management. Accordingly, employ-
ment contracts offering rather favourable terms were concluded with the
members of the management. Upon the proposal of the representative of the
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state as owner, the 1995 Annual General Meeting, which marked the end of
the consolidation process, dismissed the CEO of the bank. One of the first
measures taken by the new management was the termination, with mutual
consent, of the employment contracts of the members of the former man-
agement. With this, also from the perspective of corporate governance, a new
chapter in the history of SOS Bank commenced, leading to its privatization.

CASE 2: THE RETAIL PARTLY STATE-OWNED
P-BANK (1988–98)

The story of a partly state-owned, partly privately-owned Hungarian bank,
that of P-Bank is no less interesting than the case study of the state-owned
successor bank discussed in the previous chapter. P-Bank was founded in
1988 as the 23rd commercial Bank of Hungary (one year later than the banks
of the previous chapter) by 94 shareholders, including numerous private
investors. At the time of its foundation, the decisive main shareholder of the
bank was the Hungarian National Post Office. Within three years the bank
became the fifth largest bank in the country, in ten years the second one –
and after celebrating its tenth anniversary the bank collapsed. In the end, the
success story proved to be a ‘failure story’. First we will summarize the facts,
then analyse the failure.

The Story

P-Bank – as opposed to the banks discussed previously – was originally
retail oriented. The first years (1988–93) of the new retail oriented bank
were a real success.

In the 1980s in Hungary the retail market was monopolized by the
National Savings Bank (OTP), which traditionally – even during the mono-
bank system – used to be ‘the’ bank of households. The dominance of OTP
did not disappear after the establishment of the two tier banking system,
since, the successor banks were not allowed to enter the retail market in the
first years of their operation. At that time OTP7 was a rigid, bureaucratic,
slow, non-customer-oriented financial service provider, with three basic
deposit products: a current account (without card, and with few additional
services), a so-called sight deposit with fixed interest rate and a time deposit
with fixed interest rate. The interest rate on all these accounts was
accounted on the last day of the month, based solely on the actual balance
on the account. All the products were very inconvenient, as customers
could withdraw their money only in the particular branch where their
accounts or deposits had been opened.
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The new P-Bank developed a quite simple, but still flexible retail deposit
product, a kind of saving account, which, for most of its customers, was
much more attractive than the traditional products of OTP. The interest
was accounted on a daily basis and the account enjoyed immediate access
in all the 3000 post offices of the country. Customers soon ‘invented’ a so-
called mixed deposit – ‘keep your cash in a P-Bank saving deposit, earn the
monthly interest, then transfer it for the last day of the month to an OTP
current account, earn your monthly interest, and so your interest will be
doubled’. That is what happened and P-Bank customers began growing at
an exponential rate. With the exception of one day of the month it had a
stable account base and soon most of its customers transferred their
savings to a P-Bank time deposit.

The bank relied on a fresh marketing mix and image campaign, and for
the first time in Hungary made use of the new, privatized media. The result
was an explosive growth on the deposit side – after the first five years the
bank could boast about more than one million active customers (there are
seven million potentially active customers in Hungary), and about a 10 per
cent market share on the retail deposit market.

The lending policy of the bank proved to be less successful. The growth
in retail deposits was not balanced by prudent lending activity, and the
bank engaged in speculative investment and lending. This resulted in an
unhealthy balance sheet structure, with a high proportion of non-interest
bearing assets and a deteriorating asset quality. The loan portfolio was cor-
porate oriented, and the lending rules were quite loose – just as in the other
newly established Hungarian banks. In spite of the fact that P-Bank did not
inherit ‘bad portfolio’, during the period of fast growth a significant part
of the loans proved to be non-performing or sub-performing. The bank
preferred highly volatile real estate projects, and under the given circum-
stances more and more, bigger and bigger defaults occurred.

In its first five years (1988–93) the average growth rate of the bank was
over 70 per cent, in an economy where the growth rate of the nominal GDP
was below 20 per cent. This unsustainable growth soon produced the first
adverse signals. The capital adequacy ratio (CAR) of the Bank – despite
the early implemented Basel I rules – never reached the 8 per cent level. It
oscillated around 6 per cent. In spite of the obvious signals the bank did
not curb its growth, but, on the contrary, augmented its lending activity, in
the hope that it would be able to ‘grow out of’ the problem loans. The non-
performing loans were restructured and reclassified. A frequent ‘disguising
tool’ was the debt-equity swap.

The capital management of the bank was very intensive from the very
beginning – and very ‘innovative’. The management tried to avoid domin-
ant shareholders with success, and ‘built’ a quite dispersed shareholder
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structure. After the first five years, direct state ownership fell below 40 per
cent, while foreign ownership increased up to 15 per cent and dispersed
local private companies owned more than 50 per cent of the bank. As in
the case of SOS Bank, these partly private companies were for the most
part customers of the bank.

In the next period (1993–6) the amplifying crisis signals threatened the
smooth operation of the bank. The first signs of the difficulties could have
been detected in the bank’s financial statements in 1995, when a substan-
tial part of the profit already came from extraordinary items (from the sale
of special items). Due to intensive debt-equity swap transactions and the
increasing part played by non-performing loans, the share of interest yield-
ing assets within total assets fell below 70 per cent. The net interest margin
was declining, operating cost was soaring, and, as a consequence, the
cost/income ratio dramatically increased and after-tax profit fell close to
zero. By 1996 the situation had further deteriorated, with the bank’s profit
totally melting in that year.

Facing the threat of zero profit and zero dividend, the growth was curbed
back. With the help of ‘creative accounting’ the CAR (capital adequacy
ratio) was increased a little bit above 8 per cent. In spite of its increasingly
bad portfolio, P-Bank did not participate in the sector-wide re-capitalization
programme (see previous section) in order to avoid surrendering control of
the bank to the state.

Insufficient capital and risky assets deteriorated the market reputation of
the bank. First, the interbank borrowing limit of P-Bank fell to zero. Then,
at the beginning of 1997 a heavy bank run resulted in the loss of 20 per cent
of retail deposits. Though the bank was able to survive the run, the deep
structural and management problems of the bank were not solved.

Due to its accumulating problems and eroding reputation, the years
1997–8 can be characterized as a permanent battle with fire. Subsequent to
the run on the bank, the Hungarian state intervened with a number of
measures. By assisting the bank, the state prevented an escalation of the
situation, which could have destabilized the entire Hungarian banking
sector. Furthermore, the bank had approximately two million retail deposi-
tors, so its collapse would have negatively impacted one-fifth of Hungary’s
inhabitants. Until August 1998, the state’s involvement was characterized
by ad hoc measures, reacting independently to the bank’s difficulties as they
arose – for example, it increased the bank’s capital, swapped a part of its
non-performing assets for performing state-owned equities, and guaran-
teed a part of its non-performing loans, but it did not dismiss the manage-
ment. However, the bank’s situation did not experience any turn-around, as
the management continued with its inappropriate strategy and imprudent
business practices.
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The last two years of the management (1997–8) were a complete night-
mare. On the one hand, the bank used creative accounting (applying much
earlier the same techniques which Enron used five years later) to disguise
its ‘dead cows’, while, on the other, even more riskier new loans entered the
portfolio with a high concentration.

In the summer of 1998 the bank became involved in an extremely risky
business of high value. The potential (later actual) loss exceeded its reserves
and capital. These losses and potential losses made one thing clear – the
bank would go bankrupt unless the government organized a ‘lifeboat’
action. Since P-Bank was still the second largest bank on the retail market
the government decided to rescue its depositors, while putting a heavy
burden on the tax-payers. The bailout cost was up to US$1 billion – approx-
imately 2 per cent of Hungary’s actual GDP. Shareholders lost their invest-
ment, since the bank’s shares lost their face value. Then a new chapter
began – the old management was dismissed. The story concluded in 2003
with one of Hungary’s most successful privatizations. The Austrian Erste
Bank purchased P-Bank at 2.75 times book value, the highest price at that
time on the CEE market. After the purchase P-Bank merged with the local
Erste Bank, disappearing from the market forever.

Corporate Governance in P-Bank

The background of the story will now be analysed purely from the point of
view of corporate (mis)governance, that is we will highlight those aspects
of the management of the bank, which implied its inevitable collapse.

As opposed to SOS Bank analysed in the previous section, P-Bank had
not inherited a bad portfolio, was not directly motivated by the state and
was not corporate but retail oriented. The failure, anyhow, seemed to
be inevitable – due to a similar management structure and corporate
(mis)governance.

The corporate governance problems of the bank cannot be understood
without a clear picture concerning its ownership structure. This involved a
special case of a blended ‘state’ and ‘private’ ownership. The bank was
founded as a state-owned bank (Hungarian National Post). Then, shortly
afterwards, it was partly privatized, in part by foreign investors (for
example Austria’s Postsparkasse) and partly by Hungarian enterprises. In
a few years the proportion of state ownership fell below 50 per cent, while
private owners were dominated by the corporate customers of the bank.
During the years of crisis (before the bailout) the state ownership started
to grow again, due to the consecutive consolidating measures, and this
mounted up to 70 per cent. In spite of its significant share, the state never
had enough power to influence the board against the CEO. The main
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reason was that the state ownership was dispersed and the CEO was well
able to motivate the different parts of the state owners against each other.
The private owners were always quite dispersed, not being able to stop the
CEO or the management.

A very important aspect of the ownership structure involved the fact that
the bank had never gone to the Stock Exchange. Thus it had never had to
face the exchange’s strict disclosure rules.

The story of the bank is closely connected to its founding CEO, Mr G.,
who was at the same time the chairman of the board. In 1988, Mr G. was
a 32-year-old, typical young employee in the banking department of the
National Bank. He was approached by his boss (whose husband was actu-
ally the CEO of the Hungarian Post Office) and asked to take part in the
foundation of a new, retail oriented bank. Mr G. liked the challenge and
worked a lot during the foundation period, soon becoming the youngest
CEO of the Hungarian banking sector. As an ambitious person, he was
eager for success and could not tolerate failure. He was well educated, had
spent several years abroad, had learned a lot about money and finance and
had a special attraction to art and culture. During his heyday he became
renowned on account of his generous sponsorship, though, unfortunately,
he proved to be extremely generous even during the loss-making years. He
had a strong personality and his management style was more autocratic
than democratic. His name and his bank became so strongly connected,
that the bank was often named after the CEO. He was a charismatic leader,
who did not tolerate strong opposition. His closest colleagues were quite
weak personalities, in all senses. Mr G. was eager for power. He enjoyed the
informal power of being Number One in a big bank, and the fact that he
could demonstrate to politicians, artists and journalists that he disposed of
real power. In a certain sense he was an earlier blueprint of Enron’s Ken
Lay; for example, all the prime ministers of his time attended the bank’s
annual general meeting.

Members of the board had formally been nominated by the main share-
holders. Nevertheless, the fragmented shareholder structure allowed the
management to involve their own nominees in the board. During the period
under review, the board was more or less stable. It consisted of three or four
members of the executive management and five or six ‘outsiders’. The state
was represented by a low level officer from the Ministry of Finance – a high
level, or influential board member had never been nominated by the state
as owner. The other members of the board were partly university people
(not specialized in banking or finance, but rather in history or private law)
and partly representatives of the relevant customers of the bank. The com-
petence of the board in strategic issues was dubious, since the members
were experts in their own narrow fields, but were incompetent as regards the
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business of the bank. The remuneration of the board was quite generous –
in addition to a high monthly salary, they could participate in a low price
equity option programme of the bank.

The board, especially the non-executives, never had a clear and full
picture concerning the bank’s risk profile and, according to their later
testimonies, its members were not aware of the real situation of the bank.

Lack of information was partly due to the fact that the board did not
commit sufficient time and energy to analysing the risk profile of the bank.
From 1996 ‘voting by fax’ was a common practice – even in the case of indi-
vidual loans concerning 10 per cent of the portfolio. The board fully trusted
the CEO. The chairman of the board was the CEO himself, more or less in
an uncontrolled decision-making role. The other reason for the information
gap was the poor reporting system developed by the management. The
CEO, Mr G., centralized all the relevant data, and only stylized risk reports
were forwarded to the board members. Since the deterioration of the port-
folio was hidden from their eyes, and the profit of the bank was steadily
increasing in the first years, the board had not insisted on receiving more
detailed and real risk reports.

The board should have had the reports supervised, in order to manage
its key responsibilities and be responsible for accountability. It never did so.
The board ‘controlled’ the bank through the CEO, based on the infor-
mation provided by the CEO himself. Board members were deeply sur-
prised when Mr G. was finally dismissed; they could have never imagined
that ‘Mr G. could not settle everything’.

Mr G. had never tolerated criticism, either from inside or from outside of
the bank. It happened several times that he called journalists who had
written the slightest bad news about the bank, loudly shouting at them and
issuing threats. Since the bank had a large media portfolio, most journalists
were on the payroll of the bank and did not ask ‘awkward’ questions, nor
did they publish critical views. Only two or three independent journalist had
the courage to publish the truth about the bank – in a weekly literary
journal.

The highly concentrated decision making process did not allow for the
implementation of the prudent ‘four eyes principle’. Most of the important
decisions were taken by the CEO on his own, and then formally signed by
another member of the management or the board. Credit files, if any, were
very weak – the internal procedures of the bank facilitated ‘verbal credit
analysis’, without a careful and deep credit rating. It was evident that the
CEO could avoid laws and rules at any time. According to the bank’s
Corporate Credit Manual, ‘the CEO has the right to override any decision
taken in any phase of the lending process’. In a US$12 million deal the
positive decision about the loan was taken before any credit file was put
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together. This deal, in August 1998, proved to be the last one, since its size
gave the Supervisory Authority the right to intervene, to dismiss the CEO
and nominate a supervisor as a temporary manager.

The board never made any objection against the violation of laws and
regulations, though the bank occasionally violated the prevailing Banking
Law. The reason was that the board was, from time to time, provided with
false capital reports and nice plans about improving capital budgeting. The
bank had never had any internal capital allocation system, gains and losses
of the individual business lines were evaluated by the CEO on a subjective
basis.

The board of P-Bank never initiated the replacement of the CEO, not
even at the time of clear violation of regulations. The CEO centralized the
relevant information and authority – that is the badly informed board
members could not really judge his performance.

Connected lending, that is lending to shareholders, was a standard
practice of the bank. Two cases can be underlined, which drastically vio-
lated the basic rules of corporate governance. In 1996 the bank entered
into a so-called ‘cooperation contract’ with one of its biggest customers
(D. Holding) and financed a transaction in which the D. Holding purchased
a large non-performing portfolio from the bank at face value. The duration
of the loan was 20 years, with redemption at the end (a bullet loan). The
bank accounted a nice profit on the sale and the loss of the transaction was
postponed for several years. The total loss of this deal amounted to one-
third of the total bailout cost. In another transaction, the bank advanced
a loan to a consortium, which purchased from the state a small bank, where
another part of the bad portfolio was later hidden. In addition, the bank
often financed its customers in order to buy newly issued P-Bank shares
and subordinated debt.

The board was not independent of political influence – though direct links
to any political party have never been detected. However, a well defined part
of its corporate customers were closely linked to political parties. After the
bailout in 1998, the above-mentioned kinds of non-performing loans were
mostly bought by off-shore companies. The press were able to look into some
special cases and investigating journalists were able to reveal the hidden links
– but the whole business was already over. As far as party preferences were
concerned, P-Bank was ‘well balanced’ in that both the governing party and
the opposition were permanently financed. Leading politicians were handled
as VIP clients, enjoying high deposits and extremely low credit interest rates.
The VIP list was published after the bailout, and in some cases politicians
were involved in uncomfortable press interviews.

In a well-organized bank the board and senior management should be
able effectively to utilize the results of the internal audit, the external
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auditor and the internal monitoring activities. In P-Bank the board was not
supported by the internal and external auditors – audits did not reveal the
anomalies of ‘creative accounting’. The bank’s external auditor was an
unknown local company without any experience in other financial institu-
tions. P-Bank was the only customer of the auditor. The CEO personally
selected the auditors, the owner of which was one of his former colleagues.
Internationally acknowledged auditors could not get close to the bank until
1996, when the Supervisory Authority forced the bank to change its
auditor.

Internal monitoring dealt with ‘small business details’ and since the bank
was a well organized unit, and individuals ‘at the bottom’ followed the
rules, they could never find anything ‘serious’.

Senior management was subordinated to the CEO. Members of the
senior management had lower level university degrees and were not com-
petent to counterbalance the CEO. They simply executed the decisions
made by one man. Senior management undertook a much higher risk than
indicated in bank policy. The concentration of the portfolio was extremely
high – the top 25 customers accounted for more than 50 per cent of the total
portfolio, and their total almost reached the maximum legal lending limit
(8 � regulatory capital). Individually, most of them exceeded the legal
lending limit (the top management deliberately violated the rules) and this
contradicted prudent banking policy. Neither senior management nor the
board played any significant role in the decision-making process. Deals
were decided by the CEO together with some of his outside partners.

The lending process was not adequately supervised by the line managers.
By 1998, 70 per cent of the portfolio consisted of loans without prudent
risk mitigation (collaterals were not controlled or monitored).

Already in 1993 the Supervisory Committee realized that the lending
rules and the practice were not in conformity, but later no report returned
to this issue.

The strategy of the bank was elaborated by the executive management.
The board had never discussed it in length; however, it accepted it without
discussion. The mission of P-Bank was a typical retail mission – a ‘bank
close to you’. The bank really was the most popular bank in its heyday, with
small enterprises and private customers getting the best service on the
market from P-Bank. After the bailout, despite the nation-wide scandal
and the loss of shareholders’ value, more than two-thirds of small and
private customers stayed with the bank, not transferring their accounts to
another local bank. Corporate values – a growing, increasing market share,
aiming ‘to be the biggest’ and ‘the second largest bank on the market’ – were
in line with achievements, especially in the first part of the story. The actual
operations of the bank – involving a centralized decision making process,
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the lack of prudential risk management, the violation of rules and regul-
ations – were not declared as corporate values, that is the staff of the bank
were unaware of the most serious problems.

Transparency was not an outstanding virtue of P-Bank holding. The
holding itself consisted of various financial service companies and other
equity investments. The cross-ownership could have been detected at all
levels of the holding. Report channels within the holding structure were
obscure and, again, all relevant information channels were centralized in
the hands of the CEO. After the bailout in 1998 the Minister of Finance
entrusted one of the big four to give a clear picture of the diverse equity
portfolio of the bank. According to urban legend, the ‘map of investments’
covered all four walls of the investigators’ room, as well as the floor! The
bank had four different lines of equity portfolio: the pharmaceutical in-
dustry, tourism, real estate and the media. There was no ‘Chinese wall’
between the corporate lending and the equity investment business lines –
both the senior management and the line managers concentrated the cus-
tomer information without separating responsibility.

Individual cases, too, often lacked even the slightest transparency. In a
huge project loan to a Spanish company in 1998 the customer was
unknown (!), there was no credit file, there was no rating and the collateral
was a worthless agricultural site 1500 km from the headquarters of the
bank.

The annual reports of the bank provide good examples of the lack of
transparency. The annual report was colourful, full of citations from
famous poems, but did not reveal very much about the financial position of
the bank. Even the balance sheet and the P/L account were missing from
these reports. Usually growth rates of total assets, total deposits and loans,
and total profit were published. No words were devoted to the business
strategy or the risk-measurement of the bank. Even the official reports sent
to the Supervisory Authority could hide the actual financial position. The
complicated holding structure supported the special ‘end of the month’
solutions. A part of portfolio and the related loss items ‘travelled’ a long
way around all the financial statements of the different subsidiaries –
naturally, with the help of the auditor.

After the bailout, during the first weeks of the consolidation process
dozens of ‘skeletons’ fell out of the cupboard – falsified letters of credit,
huge loans to enterprises with minimal capital strength, enjoying only exist-
ing ‘paper-made’ real estate as collateral in the credit files, a list of VIP
persons with handwritten figures, which turned out to be sponsorship in
one case, a ‘free’ loan in another, and so on.

The staff of P-Bank was really well-trained and competent – within the
organization everybody new his or her place and role, and the staff followed,
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or at least tried to follow the internal rules. Of course, the main behavioural
rule was: don’t ask too many questions, do your job well, follow the instruc-
tions of your boss, and you will be highly remunerated. The average per-
sonal income in the bank highly exceeded the banking benchmark. To be a
member of the P-Bank staff implied ‘life-long security’. Nevertheless, there
was high gap between salaries. The average staff member earned 4 per cent
of that of top management, while high executives received an extra bonus
every year – compensation not being performance-related. It is not difficult
to discover the parallel features between Hungary’s P-Bank and America’s
Enron.

CONCLUSIONS

The two case studies presented here confirm the policy lessons and conclu-
sions drawn by Levine (2004), in particular that the opaqueness and
widespread state ownership of banks can cause outstanding corporate
governance problems. To solve these problems, improving and enhancing
the transparency and the privatization of the banks are essential.

We have thoroughly examined the corporate governance in SOS Bank
and P-Bank, and we have concluded that none of the principles of prudent
corporate governance were followed. The question arises: why? How could
it have happened that business entities were able to survive a decade without
obeying the most trivial business and ethical principles?

The first element of an answer can be found in the ownership structure
of the banks. Since none of the owners had real influence, and since the
banks were not listed companies, neither the big stakeholders nor the public
could enforce the elementary rules of disclosure. The state, as a dominant
owner, presented an illustration of the basic ideas of rent-seeking theory –
the different state bodies could not harmonize their interests, while the indi-
vidual representatives of the different bodies followed their own interests
(high personal income). The state, as an owner, could never force the banks
to follow prudent rules, the common interest in immediate dividend out-
weighed the long-run interest in a secure bank.

Second, we should not forget that bank regulation, bank supervision and
bank accounting was slow to adapt to international standards, and gave rise
to ‘creative accounting’ practices and open violation of non-bidding rules.
‘Common’ banking practice was slowly developing, and prudent rules of
lending were only accepted throughout the sector by the end of the 1990s.
There were strong incentives to practise creative accounting in the case of
both banks. As regards SOS Bank, these incentives originated in moral
hazards and conflicts of interest described on pp. 253–6. In the case of
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P-Bank, the lack of counterbalancing forces against the strong and auto-
cratic CEO, who managed the bank as his own, peculiarly amplified the
incentives.

We can conclude that both case studies are typical failure stories of the
transformation period of the central and east European banking systems.
SOS Bank was a typical successor bank of the former mono-bank, while
P-Bank was a typical failure story of ‘semi-solutions’, a story about a bank
which was neither state-owned nor privately owned. Corporate misman-
agement will arise in all similar cases. In both cases the drives behind cor-
porate (mis)governance could be eliminated only after the introduction of
rules regarding prudent banking and effective banking supervision, the
discharge of management and the directors involved in the period of bad
governance, and, in the end, the privatization of the banks.

NOTES

1. SOS Bank is not identical to any one of the legal successor banks founded at the time of
the establishment of the two-tier banking system. Rather, the operational characteristics
of the legal successor banks were ‘moulded’ into SOS Bank.

2. The description of the history and pre-history of establishing the two-tier banking system
can be found, for example, in: Antal and Suranyi (1987), Bonin and Szekely (1994) and
Varhegyi (2002).

3. See: Basel Committee on Banking Supervision (2006).
4. See: Principle 1 of Basel Committee of Banking Supervision (2006).
5. For a detailed description of the consolidation process, see, for example, Kiraly and

Varhegyi (2003) and Balassa (1996). We do not describe the process itself in detail. Rather,
we confine ourselves to expounding on its corporate governance implications.

6. It is no coincidence that the Hungarian banking terminology refers to the regulatory
package of the early 1990s as a ‘legislative shock therapy’, since a ban on the recognition
of accrued but not paid interest as profit, the application of international-standard pro-
visioning and capital adequacy rules, together with a new bankruptcy and liquidation act
that stopped gridlock and led to a steep rise in the number of liquidation processes were
all introduced simultaneously. Rules on large exposure and connected lending were also
introduced, and banks were forbidden to finance the purchase of their own equity shares.
Auditing the bank’s statements by professional internal auditor also became obligatory
from 1992.

7. OTP experienced a significant transformation in the second half of the 1990s under its new
management. It cut back its cost (up to a 50 per cent cost-income ratio), modernized its IT
infrastructure, developed a series of new retail products, entered the corporate market and
was privatized through the Stock Exchange. The corporate governance lesson to be drawn
from this interesting east European phenomenon far exceed the scope of this chapter.
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13. Corporate governance in Korean
banks
Doowoo Nam

INTRODUCTION

Financial institutions are important in a sense that they affect the behavior
of firms through lending or collecting fund based on the evaluation of a
business performance of the firms and financial status. For a long time,
however, Korean financial institutions ignored the credit evaluation of bor-
rowers and risk management, having performed only a function of allo-
cating financial resources according to governmental policy decisions.
Therefore, the Korean banking industry was criticized as one of the main
factors leading to the 1997 financial crisis. Of course, government interven-
tion for various reasons was responsible for the weak banking system, but
the wrong structure of corporate governance and decision-making system
of Korean banks contributed to the fragility of the banking industry.

Of cardinal significance in bank management is the capability of evalu-
ating and managing the credit quality and risks, which cannot be easily or
perfectly quantified. In banking institutions, therefore, the possibility for
bad loans or poor investment decisions would significantly increase if the
decision making process of making loans or investments is under the
control of one or two people. In this regard, it becomes most important that
the authority is not concentrated on a few, especially a chief executive
officer (CEO), in designing the decision-making system of banking institu-
tions. This is where the importance of corporate governance comes in at
banking institutions.

For the sound corporate governance of banking institutions the
decision-making authority should be allocated equitably so that ‘checks
and balances’ are properly working within the organizations. The board of
directors (BOD) must maintain close watch and check activities in order to
do well various kinds of risk management and not to loan a large sum of
money to an insolvent enterprise. And, independent directors with the
expertise in bank management should be elected if the BOD is operated
well.
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We are living in the times when transparency is regarded as highly as
profitability at the management of companies. An opaque company is not
rated high in the financial markets even if its profitability is high. This trend
will be strengthened more along with the globalization of economy. It
would be essential for the survival of companies to have the good corpor-
ate governance which can lead to transparent management. Corporate
governance is rising to the new agenda which can govern the future of the
Korean economy.

The purpose of this chapter is to analyze the corporate governance
structure of Korean banks, which has made a great effort to enhance the
structure since the financial debacle hit the Korean banking industry in
1997. Nam and Gup (2000) liken the Korean economy to a stool with three
legs, which are the government, chaebols (large conglomerate business
groups) and financial institutions. The economy has been led by govern-
ment-initiated growth, highly leveraged firms and a repressed financial
system. This study is organized as follows. The next section provides an
overview of the Korean economy and its financial system. The third section
examines the structure of corporate governance at Korean banks and
related issues. The final section concludes the chapter.

THE ECONOMIC GROWTH, FINANCIAL CRISIS
AND BANKING INDUSTRY OF KOREA1

Economic Growth and Government-directed Loans

Prior to the financial crisis badly hitting the Korean economy in 1997, it had
boasted of rapid growth for three decades. The typical pattern during this
period is that the government granted a company approval for an industrial
project mostly financed by government-directed bank loans. After the suc-
cessful completion of the project the company was granted approval for
another project, for which funds would be raised by de facto government-
provided loans. In this way, the company favored by the government grew,
expanded its activities from one industry into others using little of its own
capital, and then became a large conglomerate business group called a
chaebol. The chaebol further expanded its businesses by increasing the
financial leverage and cross-guarantee debts.

The credit came from the banking sector. Five major banks (Cho Heung
Bank, the Commercial Bank of Korea, Hanil Bank, Korea First Bank and
Seoul Bank) were nationalized in 1961,2 which gave the government almost
total control over the financial system and industrial development.
Although those nationalized banks in 1961 were privatized later, credit
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control settled at that time served as the Korean government’s most power-
ful economic tool until the financial crisis of 1997.3 Gilbert and Wilson
(1998) observed that, although formal credit allocations by the banking
sector were discontinued in 1984, the government continued to influence
banks through informal means, called ‘window guidance’, and the appoint-
ment of top management. Equally important, the Korean credit markets
have been characterized by discretionary government allocation of under-
priced capital to selected firms. That is, the firms favored by the government
could obtain loans at very low interest rates, even though they already had
extremely high debt-to-equity ratios. The government’s support of chaebols
through highly preferential credits led not only to greatly increased corpor-
ate debt-to-equity ratios leaving chaebols increasingly vulnerable to eco-
nomic instability, but also to overinvestment and excess capacity in a
number of industries (Hart-Landsberg, 1993).

Financial Crisis and IMF Program

The currency crisis starting from Thailand in mid-1997 severely affected
other countries including South Korea. The Korean financial markets were
in total turmoil – stock prices fell sharply, the value of the Korean won
plunged, and interest rates soared. During the last quarter of 1997, the Korea
Composite Stock Price Index (KOSPI), a market-value-weighted index of all
common stocks listed in the Korea Stock Exchange (KSE), declined 50.1
percent, the Korean won against the US dollar depreciated by 42.2 percent,
and interest rates almost doubled. Many studies analyzed the major causes
of the financial crisis, but in this chapter we focus on the problems in the
financial sector. The legacy of government-directed investments and political
interference resulted in an inefficient financial sector as well as a highly lever-
aged corporate sector. Both sectors have suffered from the lack of effective
market discipline (International Monetary Fund, 1997).

During this period, the structural weaknesses of financial institutions
were exacerbated by sharp increases in nonperforming loans4 due to a series
of bankruptcies of firms, the crash of the Korean stock market, and the
downgraded international credit ratings of Korean financial institutions.
To make matters worse, credit crunch was brought about by a vicious spiral
of bankruptcies. Insolvent firms caused related financial institutions to get
insolvent, and then the institutions called in loans causing solvent but il-
liquid firms to go bankrupt. Finally, the sharp decline in stock prices has
abated the value of the banks’ portfolios and further reduced their net
worth. All of these factors have led to successive downgrades of Korean
financial institutions by international credit rating agencies and abrupt
tightening in the availability of external financing.
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Table 13.1 IMF reform program for the Korean financial sector

Areas Objectives Measures

Financial To restructure and • Revising the Bank of Korea Act to provide
sector recapitalize the • for central bank independence
restructuring financial sector, • Enacting a bill to consolidate supervision

and make it more • of all banks
transparent, • Enacting a bill requiring that corporate
market-oriented, • financial statements be prepared on a
better supervised • consolidated basis and be certified by 
and free from • external auditors
political • Closing troubled financial institutions
interference • Accelerating the disposal of nonperforming
in business • loans
decisions • Replacing the current blanket guarantees

• with a limited deposit insurance scheme

Trade and To further trade • Liberalizing foreign investment in the Korean
capital liberalization and • equity market by increasing the ceiling on
account accelerate • aggregate and individual foreign ownership
liberalization liberalization of • Allowing foreign banks to acquire equity in

capital account • Korean domestic banks in excess of the
transactions • 4 percent limit under certain conditions

• Allowing foreign investors to purchase
• domestic money market instruments 
• without restriction
• Further reducing restrictions on foreign direct
• investment through simplifying procedures

Corporate To improve • Improving the transparency of corporate
governance corporate • balance sheets, including profit and loss
and governance • accounts, by enforcing accounting standards
structures • in line with generally accepted accounting

• practices (independent external audits, full
• disclosure, and provision of consolidated
• statements for business conglomerates)
• Removing government intervention in bank
• management and lending decisions
• Eliminating directed lending
• Eliminating government support to bail out
• individual corporations and allowing
• bankruptcy provisions to operate without
• government interference
• Developing capital markets to reduce the
• share of bank financing by corporations

Information To improve the • Publishing biannually data on financial
provision transparency and • institutions, including nonperforming loans,

timely reporting of • capital adequacy, and ownership structures
economic data • and affiliations

Source: IMF Stand-By Arrangement: Summary of the Economic Program, Korea Institute
for International Economic Policy, 5 December, 1997.



The economic crisis in Korea was so severe that the International
Monetary Fund (IMF) provided a rescue package worth about $55 billion.
This program did not come without strings attached. The IMF wanted a
series of reforms to take place. Table 13.1 outlines some of those reforms
with the special emphasis on the restructuring measures in the financial
sector.

A comprehensive strategy to restructure and recapitalize the financial
sector, and make it more transparent, market-oriented, better supervised
and free from political interference in business decisions; revising the Bank
of Korea Act to provide for central bank independence; enacting a bill to
consolidate supervision of all banks; enacting a bill requiring that cor-
porate financial statements be prepared on a consolidated basis and be
certified by external auditors; closing troubled financial institutions; accel-
erating the disposal of nonperforming loans; replacing the current blanket
guarantees with a limited deposit insurance scheme.

The measures to improve corporate governance and structures include
improving the transparency of corporate balance sheets by enforcing
accounting standards in line with generally accepted accounting practices
(independent external audits, full disclosure and provision of consolidated
statements for business conglomerates); removing government intervention
in bank management and lending decisions; eliminating directed lending;
eliminating government support to bail out individual corporations and
allowing bankruptcy provisions to operate without government inter-
ference; developing capital markets to reduce the share of bank financing
by corporations; implementing measures to change the system of mutual
guarantees within conglomerates.

As the top decision-making authority on the financial system, the
Korean government established the Financial Supervisory Commission
(FSC) in April 1998, within which the Structural Reform Planning Unit
was formed as an ad hoc agency for financial and corporate restructuring.
As follow-up measures the government integrated the regulatory bodies for
banks, security companies, insurance companies and other non-bank
financial institutions into the Financial Supervisory Service (FSS). The
FSC resolved five severely undercapitalized banks in June 1998 by having
them acquired by other healthier banks, and either closed or suspended 16
merchant banking corporations, four insurance companies and six security
companies. Many mergers were announced among major commercial
banks, starting from the merger between the Commercial Bank of Korea
and Hanil Bank in August 1998. Some undercapitalized banks have
appealed to foreign capital for recapitalization. Table 13.2 shows the effect
of an M&A wave sweeping through the Korean banking industry after the
financial crisis.

Corporate governance in Korean banks 283



Financial Repression

There are a couple of major factors in the structural weaknesses of Korean
financial institutions (Noland, 1996), which has significantly contributed to
the fragility of the Korean economy. The repressed financial system could
sum up the whole situation of the Korean banking industry prior to the
financial crisis. Financial repression implies that the government intervenes
heavily in the financial sector, segmenting financial markets, placing
artificial ceilings on interest rates, and directing the allocation of credit
among companies as it sees fit. As mentioned previously, the government,
through the banks, directed the financing of companies, especially for chae-
bols. During the last three decades the Korean government always took the
initiative in formulating and implementing the economic development
programs, which caused a lot of troubles in the banking industry like the
politicization of lending decisions, moral hazard problems, and so on. The
government’s discretion has been the most important factor in lending
decisions. As a result, banks could not (and did not) pay much attention to
the creditworthiness of borrowers, which resulted in the banks being
exposed to huge credit risk.

Banks in a repressed financial market, like the Korean financial market,
are subject to greater risk because of a lack of portfolio diversification. On
the other hand, the economy as a whole that restricts foreign bank activ-
ities suffers from the further reduction of diversification opportunities. The
repressed financial system inhibited the Korean banks from developing
effective risk management systems. Therefore they ignored, or were not
aware of, their risk exposure.

The Korean government undertook financial reforms in the early 1980s to
address the problem of its repressed financial system and increase com-
petition in the financial industry. Reform measures included lowering entry
barriers, relaxing government intervention in the management of banks and
deregulating interest rates. These measures were intended to give more
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Table 13.2 Restructuring in the Korean banking industry since the
financial crisis

1997 2005

Nationwide banks 16 7
Regional banks 10 6
Specialized banks 7 5

Total 33 18



autonomy in management and expand the business scope of financial insti-
tutions. An extensive deregulation of interest rates of banks and non-bank
financial institutions was announced in December 1988, but it was not imple-
mented as planned. Liberalization of the Korean financial market can be
characterized by three factors: the domestic banks’ presence abroad and the
higher profile of foreign banks in Korea, foreign exchange liberalization and
capital market liberalization. In 1967, foreign banks were allowed to open
branches in Korea and domestic banks were permitted to open branches
overseas in order to facilitate inducement of the foreign capital needed for
economic growth. Since the mid-1970s, domestic banks’ overseas banking
networks have expanded rapidly in pace with the rapid growth of cross-
border transactions. Over the 1970s and 1980s, the branches of foreign banks
in Korea increased rapidly in number and scale due in part to their relatively
advantageous business circumstances vis-à-vis domestic commercial banks.

Ironically, it was the deregulation of the banking sector, coupled with the
liberalization of capital flows, that contributed to the financial crisis. The
poorly managed financial liberalization magnified the vulnerability of
the banking sector. The deregulation and liberalization have been criticized
because they were implemented without enough preparation and controls.
After years of repression, bankers did not know how to deal with open
markets or the risks associated with them. It is interesting to note that
various deregulation and liberalization measures initiated from the early
1980s are largely overlapping with those in the restructuring program
required in return for the IMF bailout package of 1997. With all these
reform measures, the financial system of Korea was far from sound and
competitive before the financial turmoil because political considerations
hindered the proper and consistent implementation of those measures.

CORPORATE GOVERNANCE OF KOREAN BANKS

Corporate Governance

The Bank for International Settlements (BIS) recently released the guide-
lines about the corporate governance in banking with an increased interest
in the structure of governance at banks. Corporate governance is affected
by various environmental elements of each country such as the political
and legal systems, the social and cultural structures, the market com-
petition and discipline, and so on. Especially, the globalization of the world
economy since the 1990s has greatly changed the environment of corporate
governance in individual countries through the integration of financial
markets and the intensification of competition.
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In this course of development the need of the global standard for cor-
porate governance was raised, and the OECD, headquartered in Paris,
announcing the ‘OECD Principles of Corporate Governance’ in 1999
(OECD, 1999), has been devoted to the issues of managerial transparency
and shareholder value. The primary reason why most companies in the
Asian regions including Korea are facing a corporate governance problem
is that the BOD falls short of its duty. Although they have internal regu-
lations for the independent BOD selection, the independence of the BOD
would be damaged since it is custom and practice that the majority share-
holder selects directors.

Corporate governance is defined as the structure, process and mechanism
of a company for representing the interests of its shareholders. The core in
corporate governance is the BOD. The structure of corporate governance is
concerning how the BOD is composed. The process is concerned with the
relations among the BOD, the top management or a CEO, shareholders, and
so on. The mechanism is regarding how the structure and the process are sys-
tematically related to the management and how they work. From a broader
point of view, the company should make important decisions in such various
areas as strategies, human resources and organization, and finance, and in
these decision-making processes it must compromise the interests of diverse
stakeholders – majority shareholders, minority shareholders, managers,
employees, labor unions and so on. The ultimate issue in corporate govern-
ance is how the interests of various stakeholders are compromised.

Corporate Governance Reform in the Korean Banking Industry

Undergoing the 1997 financial crisis, the Korean society felt a strong neces-
sity for enhancing the structure of corporate governance to strengthen the
transparency of companies and has made rapid strides since. However, the
concept of corporate governance was introduced many years before.
Corporate governance first appeared in a report, titled ‘Corporate
Competitiveness and Corporate Governance,’ published in October 1994
by the Korea Institute of Finance. This report examined the concentration
of ownership and the problems incurred from the dogmatic management
by CEOs or owners. The main suggestions include the independence of
the BOD, the strengthening of the functions of internal auditors, and the
increase in the number of outside directors with real authority so that the
BOD is fully functional. It was exceptional at that time to make mention of
outside directors. Foreign investors still regard the opaqueness in the cor-
porate governance structure of Korean companies as one of the biggest
factors for Korea Discount – the stocks of Korean companies are traded at
cheaper prices than their intrinsic values. They think that there has been
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considerable progress in the reform of the system but the actual imple-
mentation is still far behind.

As seen in Table 13.2 in the previous section there were 16 nationwide
commercial banks in Korea prior to the financial crisis, but the number has
been reduced to seven during the course of the restructuring in the financial
industry. Some banks were merged into larger ones while others were
acquired by the healthier banks or foreign capital. Table 13.3 shows how
these M&A activities occurred among major commercial banks.

BOD and outside directors
To secure the independence of the BOD, a certain portion of its members
should be outside directors. Article 2 of the Securities and Exchange Act
of Korea defines outside, independent directors as non-executive directors
qualified and elected according to the clauses of the Act. In Korea, the
regulations regarding outside directors have a short history with the initial
regulation enacted in 1998.5 As a part of the listing requirements, each
listed company was required to elect at least one outside director and its
BOD should include outside directors more than a quarter in number. This
requirement was tightened later for large companies and banks with total
assets of about $2 billion or more – the number of outside directors should
be at least three, and half of the board members should be outside, inde-
pendent directors. Table 13.3 shows the composition of the BOD (the
number of board members and outside directors) at seven nationwide com-
mercial banks of Korea.

Committees of the BOD
It is stipulated in the Commercial Act of Korea that the committees may be
set up within the BOD (Article 393-2 of the Act). Each committee should
be composed of not less than two directors. According to the law, the com-
mittees may have the authority, which is delegated by the BOD, to deal with
the matters except for the proposal of matters subject to the approval of the
general shareholders’ meeting, the appointment or dismissal of the repre-
sentative director, the establishment of committees and the appointment or
dismissal of their members, and any other matters as set forth by the articles
of incorporation. The committees established within the BOD of seven
nationwide commercial banks are shown in Table 13.4.

Audit committee
The roles of an internal auditor include inspecting the legitimacy of the top
management and directors, investigating the appropriateness and sound-
ness of financial activities, examining important accounting standards,
evaluating the performance of external auditors, etc. The establishment of
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Table 13.4 Committees under the Board of Directors (BOD) and
composition of the Audit Committee

Committees of BOD Audit 
Committee

KB 6 committees: Board Steering Committee; 5
Kookmin Management Strategy Committee; Risk (4 outside 
Bank Management Committee; Audit Committee; directors)

Evaluation and Compensation Committee; Non-
executive Directors Nominating Committee

Shinhan 5 committees: Board Steering Committee; Risk 3
Bank Management Committee; Audit Committee; (2 outside 

Compensation Committee; Outside Director directors)
Recommendation Committee

Woori 8 committees: BOD Management Committee; Risk 6
Bank Management Committee; Management (6 outside 

Compensation Committee; Audit Committee; directors)
Executive Management Committee; Ethics 
Management Committee; Non-Standing Director 
Candidate Nomination Committee; MOU Review 
Committee

Hana 5 committees: BOD Steering Committee; Risk 4
Bank Management Committee; Audit Committee; (3 outside 

Management Development and Compensation directors)
Committee; Outside Director Nomination Committee

Korea 5 committees: Channel Development Committee; 3
Exchange Risk Management Committee; Audit Committee; (3 outside 
Bank Compensation Committee; Outside Director directors)

Candidate Recommendation Committee

SC First 4 committees: Board Executive Committee; Risk 4
Bank Committee; Audit Committee; Outside Director (3 outside 

Candidate Recommendation Committee directors)

Citibank 5 committees: Nomination and Governance 7
Korea Committee; Risk Management Committee; Audit (6 outside 

Committee; Management Development and directors)
Compensation Committee; Branch Development 
Committee

Note: The committees of Shinhan Bank, Woori Bank and Hana Bank comprise the
ones for Shinhan Financial Group, Woori Financial Group and Hana Financial Group,
respectively.



the audit committee is not mandatory according to the Commercial Act.
Due to the insignificant role by internal auditors, however, the revised
Securities and Exchange Act of 2000 introduced the audit committee which
is required of large financial institutions and financial holding companies
and large listed companies with total assets over about $2 billion.

The audit committee must be composed of more than three members,
and of the committee members at least two-thirds must be outside, in-
dependent directors. To keep large shareholders from having influence over
the audit committee, the shareholders can exercise their voting rights only
up to 3 percent of total voting shares issued to elect audit committee
members. The Commercial Act specifies various authorities and responsi-
bilities of the audit committee, including the device to hold directors in
check such as the right to file for injunction in case losses are expected due
to misconduct by directors, the duty and authority to demand reports on
the job performance of directors and investigate the company’s business
and financial accounts and the power to attend board meetings and state
opinion on illegal actions by directors.

The composition of the audit committee at the major commercial banks
is provided in the last column of Table 13.4. For example, the audit commit-
tee of KB Kookmin Bank (Kookmin Bank, hereafter), which was launched
in February 2000, consists of five members – including four outside direc-
tors – more than the number required by law in order to strengthen the in-
dependence of the committee. The committee members are highly motivated
and active, so it is not uncommon that the plans or proposals submitted by
the management are rejected on the committee meeting.

CEO
It is one of the main concerns of shareholders or other stakeholders that
the right of management is efficiently succeeded by picking out a com-
petent CEO. The process that a CEO is selected is one of the key elements
in the structure of corporate governance. Recently Korean companies
including financial institutions devote their energies to the enhancement of
the corporate governance structure, but still place less emphasis on the
training of a successor. In particular, a lot of problems have been caused
by the revolving door of the top management at many public corporations
or banks in Korea. As the selection procedures are more strict and trans-
parent together with the more thorough advance training, the possibility
would be greater that more competent and right CEOs are selected.

Holding company
In Korea, the social demands for the transparency of corporate manage-
ment and the improvement in the ownership and governance structure of
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business groups are a big reason for the introduction of a holding company
system. It can be expected that the holding company system would allow
for enhancement at the level of managerial independence of subsidiaries
and the facilitation of the continual restructuring such as the egression of
unprofitable businesses. In the holding company system profitability is the
most critical factor in the evaluation of subsidiaries. Also, an unprofitable
subsidiary can be liquidated without much difficulty since there is no cir-
culatory shareholding under the holding company system.

A holding company is a company established with the aim of governing
other company or companies through the possession of stocks. There are
two types of holding company – a pure holding company is only engaged
in controlling subsidiaries and a business holding company does other busi-
nesses in addition to governing subsidiaries. The Fair Trade Act of Korea
specifies the main requirements of a holding company as follows: first, the
asset size is greater than 100 billion Korean won (about $100 million) and
the debt-to-equity ratio is lower than 100 percent; second, the total value
of the stocks of subsidiary companies is not less than 50 percent of the
value of the total assets of a parent holding company; third, a parent
holding company maintains at least the 30 percent ownership for listed sub-
sidiary companies and the 50 percent ownership for private subsidiary com-
panies. In Korea, financial holding companies were launched such as Woori
Financial Holdings and Shinhan Financial Group in 2001.

Case study of Kookmin Bank
Kookmin Bank is considered as the company which has the most advanced
structure of corporate governance in Korea. Kookmin Bank has en-
deavored to guarantee the independence of the BOD from the manage-
ment. Currently, the BOD consists of 13 members, among which nine
members are outside directors. The proportion of outside directors is so
high that important matters of the bank can be decided only with outside
directors. Also, the bank has made all efforts to preclude the influence of
the management on the selection process of outside directors. The advisory
board of recommendation for outside directors sends the list of multiple
candidates for outside directors to the non-executive directors nominating
committee, which makes the final list of outside directors, and the decision
is made at the general shareholders’ meeting. Also, the performances of
outside directors are evaluated every year, and one with poor performance
is replaced. All outside directors are required to participate actively in the
management of the bank by being assigned to one of the six committees –
the board steering committee, the management strategy committee, the risk
management committee, the audit committee, the evaluation and compen-
sation committee, and the non-executive directors nominating committee.
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The most important one is the audit committee, which consists of one in-
ternal auditor and four outside directors.

Kookmin Bank is regarded as one of the best Korean companies in terms
of information disclosure and investor relations (IR). Its IR team became
an independent department in 2000, which is the first case among com-
mercial banks in Korea. In recent years, Kookmin Bank topped the list of
the most transparent companies in the structure of corporate governance
evaluation conducted by various domestic and foreign institutes. It is the
consensus that Kookmin Bank is the best, in Korea, in the operation of the
BOD, the protection of shareholder rights, and the role of the audit com-
mittee, and so on. However, there are some tasks that must be resolved. For
example, the BOD should play a bigger role in the election and evaluation
process of the bank’s top management.

CONCLUSION

The government-initiated development strategies contributed to the rapid
growth of the Korean economy over recent decades while resulting in the
repressed financial system and debt-laden chaebols. Both banks and chae-
bols were maneuvered by the government and thus suffered from the lack
of market discipline. As a consequence, external economic shocks in late
1997 shook the economy to its foundations. With the aid of the IMF,
financial reforms were instituted and helped to end the crisis. Undergoing
the 1997 financial crisis, the Korean society felt a strong necessity for
enhancing the structure of corporate governance to strengthen the trans-
parency of companies and has made rapid strides since.

The purpose of the chapter is to examine the efforts at improving the
structure of corporate governance in the Korean banking industry, which
nearly collapsed during the financial crisis, and analyze the present state of
the structure at seven nationwide commercial banks. Since the financial
crisis, the major banks and the banking industry of Korea have been
making considerable progress in the reform of the corporate governance
system and the ownership structure toward the global standard, but the
effective operation of such system has still a long way to go.

NOTES

1. This section is largely based on Nam and Gup (2000).
2. Some of these banks are now defunct.
3. The Commercial Bank of Korea was privatized in 1973, and the remaining four banks

were privatized in the early 1980s.
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4. Total nonperforming loans of commercial banks jumped from 12.2 trillion won in 1996
to 21.3 trillion won in 1997 (Press Release by the Financial Supervisory Commission
(FSC) of Korea, 1999).

5. The Korea Corporate Governance Service (KCGS), established as a non-profit organiza-
tion in June 2002 to enhance corporate governance and market discipline among Korean
companies, provides the information on the laws and regulations and best practices
related to corporate governance in Korea on its website (www.cgs.or.kr/eng).
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