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Abstract
This paper reviews the empirical literature onc¢beporate governance of banks. We start by
highlighting the main differences between banks aod-financial firms and focus on three
characteristics which make banks special: (i) ragom, (ii) the capital structure of banks, and
(i) the complexity and opacity of their businessd structure. Next, we discuss the
characteristics of corporate governance in bankishenv they differ from the governance of
non-financial firms. We then review the evidence tbnee governance mechanisms: (i)
boards, (ii) ownership structures, and (iii) exaéaiicompensation. Our review suggests that
some of the empirical regularities found in therkiture on corporate governance of non-
financial institutions, such as the positive (néggtassociation between board independence
(size) and performance, do not hold for banks. Alsristing work provides less than
conclusive results regarding the relation betwedferdnt governance mechanisms and
various measures for banks’ performance. We dispatantial explanations for these mixed

results.
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“Most studies of board effectiveness exclude firdrfams from their samples. As a result,
we know very little about the effectiveness of mgnirm governance.” (Adams and Mehran,
2012, p. 243).

1. Introduction

The banking sector has been severely criticizedit®role in the recent financial crisis.
Notably, the weak governance of banks is frequedtwtified as a major cause of the crisis
(Kirkpatrick, 2009)! In the UK, Sir David Walker was commissioned tacor@amend
measures to improve board-level governance at banitee government (Walker, 2009). The
commission’s recommendations served as the basihé2010 UK Governance Code. In
several other countries codes of conduct for baake been introduced as wélbr instance,
the Netherlands Bankers’ Association agreed on r@kiBg Code that came into effect at
January 1, 2010 containing several guidelines @r composition and expertise of board
members, assessment of their functioning, and tieenuneration. According to the Code,
“Complementarity, a collegial board, independennd diversity are preconditions for the
supervisory board to perform its tasks properly.”

Due to the special nature of financial servicesstracademic papers on corporate
governance exclude financial firms from their datal focus on non-financial firnsStill,
and in contrast to the claim by Adams and Mehr&122, there is quite some research on the
governance of financial institutions. But this r@s# is scattered; papers have been published
in very diverse journals and cross-references #em dacking. Nevertheless, this research is
important. Better knowledge on how financial indiibtns, and especially banks, are governed
and whether and how their governance differs froengovernance of other firms is crucial in
order to evaluate the recent changes in bankimgsfigovernance structurddt is equally
important to know how the corporate governanceamikis affects their performance. And as

we will argue, focusing on shareholder value omg anoring regulatory distortions—as is

! If anything, the empirical evidence point in afeliént direction. For instance, using a large saropldata on
non-financial and financial firms for the period 9892007, Adams (2012) reports that governance of US
financial firms is not obviously worse than goverca of non-financial firms. Comparing eight goveroa
characteristics (board size, independence, numbedirectorships, fraction of directors with attende
problems at board meetings, fraction of femaleatiines, total CEO compensation, fraction equity-dgsay for
the CEO and director compensation) of financial and-financial firms, it turns out that while fingal firm
governance is worse in some dimensions, it apgester in others. Similarly, Beltratti and Stul20@2) and
Erkenset al. (2012) find no evidence that better governancinaicial firms led to better performance during
the crisis.

2 We refer to Shleifer and Vishny (1997) and Adahal. (2010) for excellent reviews of corporate goveasan
in non-financial companies.

% See Miilbert (2010) and Sauerzopf (2008) for owsvsi of recent reforms in the area of corporate garee
of banks.



common in most research on the corporate governaho®n-financial firms-has limited
applicability in research on the corporate goveceant banks (see also Laeven, 2012).

This paper takes stock of current knowledge bgraff a survey of empirical research
on corporate governance of banks, focusing on ¢hyd effectiveness (Section 3), (2) bank
ownership (Section 4), and (3) remuneration of baxiécutives (Section 8)Throughout the
paper we use terms banks and financial institutioteschangeably. Although the survey will
focus on banks, occasionally relevant evidence therofinancial institutions will be
discussed. Before turning to the state of the antesearch on corporate governance of banks,
we first discuss to what extent corporate goveraassues differ among financial and non-

financial firms.

2. How do financial firms differ from non-financial firms?

Principal-agent theory predicts that the managéis frm (i.e., the agents) may not always
act in the best interest of the owners of the firm., the principals) (Jensen and Meckling,
1976). Investors (the outsiders) cannot perfectbnibor managers acting on their behalf
since managers (the insiders) have superior infoomaabout the performance of the
company. So there is a need for certain mechaniBatsprevent the insiders of a company
using the profits of the firm for their own benefather than returning the money to the
outside investors.

Investors can use several tools to ensure thamdmeagement of a firm act in their
interest, such as (1) the size and compositiorhefboard, (2) concentrated ownership, (3)
management compensation schemes, and (4) the mfmkatorporate contral. In the
following we will discuss these mechanisms in tamd assess to what extent they are
different for banks. It will be shown that crucidifferences between financial and non-
financial firms affecting the effectiveness of thdsols are largely caused by a) regulation, b)
the capital structure of banks (i.e., funding tlylewdeposits and high leverage), and c) the

complexity and opacity of their business and stmet

* our study complements previous overviews of corgogavernance of banks; see Prowse (1997), Capdo a
Levine (2002), Adams and Mehran (2003), Levine @pMacey and O’Hara (2003), Mulbert (2010), Beeht
al. (2012), and Laeven (2012).

®> We abstract here from the issue of regulatorylaiste and transparency in banking industry. Thera
growing literature pointing to the connection betwedisclosure and corporate governance of banksafo
excellent review on the role of information for kagovernance see Mehran and Mollineaux (2012).

® See Caprio and Levine (2002), Macey and O’Har@%2Mullineux (2006), Miilbert (2010), and Marinaca
Vlahu (2011) for overviews of the features whidgstidguish banks from non-financial firms.



Board of directors

By appointing the board of directérshareholders have an instrument to control masage
and ensure that the firm is run in their interd$te two most important roles of a board of
directors are monitoring and advisimgs a monitor the board supervises the managers so a
to ensure that their behavior is in line with tmerests of the shareholders, while as an
advisor the board provides opinions and directitmgnanagers for key strategic business
decisions. In the corporate governance literatenersl features are identified as “good
governance”. For instance, a large board is consitleot to be in the interest of shareholders
(Aebiet al, 2012), as large boards reduce the value ohalfecause of free-rider problems
(Mehranet al, 2011). Likewise, a strong representation in be@rd of directors without
social or business connections to management (@mlmt directors) is considered another
element of “good governance”. As argued by Adant siehran (2012), outsiders may be
more effective monitors of management because #rey in theory less beholden to
management, while they may also bring a differemtspective to bear on problems the
management faces, which may be particularly immoitacomplex firm<

According to agency theory, managers prefer ledsthan desired by shareholders
because they enjoy private benefits of control alsh because of their non-diversifiable
human capital investment in the companies they gar{&aleye and Krishnan, 2010). In
addition, managers can lose their invested wealtihe firm if it goes bankrupt (Devriess
al., 2004). Hence, a board seeking to maximize sha&ehwealth would encourage greater
risk-taking, thereby also increasing the chanciibire.

Financial firms are different than non-financiahis in several dimensions. First, their
failure may have more serious consequences duéeio tiniqgue position in financial
intermediation and the payment system. Thus excegsssk-taking by banks can create
significant negative externalities and systemid nghich is one of the reasons that the
financial sector is more heavily regulated than-fioancial sectors (Flannery, 1998). As
pointed out by Laeven (2012), the owners of barksat internalize the risks that the failure

of their bank will pose on the rest of the finahcgstem, even though such systemic risk can

" There are two main types of board of directoramBiin the UK and the US have a so-called onekiberd,
which consists of a mix of outside (non-executigd@kctors and inside (executive) directors, who theetop
executives of the firm. The role of managementoisniplement the business policies that the boarsl ha
determined. Continental European countries mogiplyathe two-tier board system with a supervisoogial
and a management board. The supervisory boarcisdhtrolling body and elected by the shareholdens
sometimes also by the employees). The managemard twappointed by the supervisory board.

& The organizational structure of banks affectsrthbeard composition. In the US, most publicly trédmnks
are organized as a Bank Holding Company (BHC) iickveach subsidiary is chartered and has its owandbo
Often, directors of the parent BHC will sit on theard of the subsidiaries. This differs from mast4financial
firms which are organized along divisional linesdawhose subsidiaries often do not have separatd leg
identities (Adams, 2010).



pose significant threats to the broader econdrgradoxically, their systemic importance
creates incentives for large financial firms togawen more risk. As a consequence, failure
of a large bank is supposedly more feared by sugmss/than the failure of a small bank,
since the former is more likely to result in maao@aomic externalities (Boyd and Runkle,
1993). Banks that are ‘too big to fail’ receivel@ factogovernment guarantee, which will be
reflected in their riskiness as perceived by coedit’

Second, banks rely on depositors for their fundingd this creates an incentive to take
too many risks. This is because high-risk invests\emy bring in more revenues that accrue
to the intermediary, while if it fails a substamt@art of the costs will be borne by the
depositors. As pointed out by Shleifer and Vishh997), debtholders have power as their
loans typically have a short maturity so that baes (i.e., the banks) have to come back at
regular, short intervals for more funds. Howevexr banks have diffuse debt in the form of
many small depositors debt renegotiation are dilfioveakening this mechanism (Laeven,
2012). In addition, depositors do not have goo@miwes to monitor bank managers due to
high information asymmetry and coordination cosBerfirgtic-Kunt and Detragiache,
2002)™ Depositors are therefore generally protected byesdeposit-insurance system, but
this provides the intermediary with an even strongeentive for risky behaviour (Merton,
1977). As depositors are protected, they are lessitere to bank risk than other investors
(i.e., uninsured creditors) and hence do not denzatefjuate compensation for bank risk-
taking which makes debt a cheap source of fundsb@asks banks toward it (Mehrahal,
2011). Financial firms are therefore much more laged than non-financial firms (Acharya
et al, 2009). According to Laeven (2012), the typiaaldrage ratio of a bank is about 10,
which is much higher than that of most non-finahfirans.

In sum: even though non-financial corporations al® prone to excessive risk-
taking, especially if they are weakly capitalizetthe agency problems of banks are
exacerbated by the presence of government guasaatekdeposit insurance, which distort
bankers’ incentives and encourage risk-taking.ddit&on, the special role of banks and the
negative externalities of their failure make bankgéncy problems costlier for the economy
at large.

® According to Laeven and Valencia (2012), the fismsts of resolving banking crises average ab8@t bf
GDP across 147 banking crises since the 1970s.

10 Several studies have examined the relationshipeet size and riskiness of banks and there is seidence
for the ‘too big to fail’ point of view (see Pogh@s and De Haan, 2012, and De Haan and Poghos9a®, 2
and references cited therein). However, recentimesstudies have pointed out that banks may alsmbdig
to be rescued'. If governments are fiscally corised, they may have insufficient means to bail adailing
large bank. Demirglic-Kunt and Huizinga (2010) fieddence for this as the governments’ fiscal positi
affects banks’ CDS spreads during times of findngieaval.

1 Evidence suggests that these asymmetries are laitefinancial institutions (Furfine, 2001), majrdue to
higher opacity of banks’ assets and to banks’tghiih quickly change the risk profile of their irstments.



In view of the foregoing analysis, corporate goegice of banks that align the
manager’s interests with those of the equity haldmay deviate substantially from those
features that maximize firm value. In other wordstporate governance of banks should be
designed so as to align the manager with the isiteref the debtholders (including
depositors) as well (Achary al, 2009).

Another stakeholder is the regulator. Regulatopeekboards to ensure the safety and
soundness of the financial institution, an objextthat may not necessarily be in the
shareholders’ best interest (Adams and Mehran, )20@8 enforce this objective, regulators
have several instruments available (Demsetz anah,LE®85). In most countries, regulators
have, for instance, the authority to restrict tygetof activities that banks may engage in and
to require sufficient regulatory capital.

Theoretically, the impact of regulation on theseffveness of corporate governance is
not clear. On the one hand, if regulation restrici@nagerial discretion and its scope to
adversely affect shareholder wealth, shareholdexg need fewer mechanisms to monitor
managers. In other words, regulation may act adbstsute for monitoring by boards. On the
other hand, strict regulatory environments may mt@mfirm-level governance that is
effective in controlling for agency cost so thatamplementary relationship exists between
governance and regulation (Hagendaitffal, 2010). Either way, the presence of regulation
will affect the design of internal governance maubas and their impact on firm
performance?

The foregoing analysis implies that cross-coustndies on corporate governance of
financial institutions have to take differencesational regulations into account. In addition,
differences in country-level governance should meuded. The country-level governance
mechanisms include a country’s laws, its culturé aarms, and the institutions that enforce
the laws (Aggarwakt al, 2011; La Porta et al., 1997; 1998; 2002b). Tieartance of
national governance is illustrated by Bruno ande€$&n (2010). These authors report that
companies with good governance practices operatirsringent legal environments show a
valuation discount relative to similar companiesrm@ping in flexible legal environments.

Likewise, Yehet al (2011) report that the presence of independemsicidirs on risk and

2 There is some evidence on this. Laeven and Le{@6@9) report that stricter regulation decreasesk sk
when a bank is widely held but increases it whérag a large controlling shareholder. Hagendeirfil (2010)
analyze the effectiveness of several corporatergavee mechanisms in preventing underperforminggarer
strategies. Using data on bank mergers between &989&004 in the US and 12 European countries, fthdy
that under strict banking regulation regimes boad&pendence and diversity improve acquisitiongrenince,
but in less strict regulatory environments, corpwrgovernance is virtually irrelevant in improvirige
performance outcomes of merger activities.



auditing committees helps most in civil law cousstiwhich have poor shareholder protection
practice.

In Section 3 we will discuss recent empirical ezsh on the relationship between
board characteristics and performance (and riskwgakof financial firms to see to what

extent other than shareholders’ interest playdea ro

Ownership
A second mechanism to control management is coratedtownership. In atomistic markets,

individual shareholders do not have strong incestito monitor management due to the lack
of monitoring expertise, poor shareholder protecaod the free-rider problem generated by
costly monitoring. The problem of free riding tlwtcurs due to diffuse shareholders may be
less acute in the case of large, concentrated eWiperLarge shareholders are also more
likely to be well informed and to make better u$¢heir voting rights. However, controlling
shareholders, conditional on the regulatory andllegvironment, may exploit their private
benefits of control by diverting assets and profitg of the firm (Johnsowet al., 2000).
Furthermore, large equity owners may stimulatefitme to undertake higher-risk activities
since shareholders benefit on the upside, whilehmdders share the costs of faildfe.

In some countries, notably in continental Europgynership of firms is very
concentrated (Becht and Roéll, 1999). Comparedutofean financial firms, US firms tend
to have higher institutional ownership and are lésdy to have a large shareholder (Erkens
et al, 2012). However, Adams and Mehran (2003) repbat tin the US institutional
ownership in banks is significantly lower than wrefinancial firms**

Adams and Mehran (2003) also find that bank CE&® Hower ownership than CEOs
of non-financial firms. As pointed out by Cornettal (2010b), similar to executive equity-
based compensation (see below), equity ownershigxettutives can help in aligning
managers’ interests with those of shareholdermdhagers have larger equity stakes, they
arguably behave more like principals and lessdigents. However, as pointed out above, that
may not necessarily be in line with the interes$tdadbtholders and supervisors.

In Section 4 we will review recent research onreiationship between ownership and

performance (and risk-taking) of banks.

13 Referring to blockholders of banks, such as imaest funds, Mehran and Mollineaux (2012, p. 17)arthat
“there is no economic framework suggesting that ensrof these investment funds should care aboetysaf
soundness, and default-related costs. Why shoeidiié concerned with downside risk?”.

14 Barth et al. (2004) argue that one of the main reasons foratesthe restrictions imposed in many countries
on the percentage of bank capital owned by a siegtéy. According to Caprio and Levine (2002), ban
ownership limits are in place in about 40 percémpointries around the world.



Executive compensation

A third method of ensuring that managers pursudrttegests of shareholders is to structure
executive compensation appropriately. By making agans’ compensation dependent on the
firm’'s performance, shareholdersither directly, by exercising their voting rightsy
indirectly, via the board of directergan provide incentives for the management of thm. fi
Examples include direct ownership of shares, stitions, and bonuses or other contingent
compensation mechanisms (i.e., making compensdapendent on the share price or other
metrics). However, contingent compensation may &lsee a less desirable effect. If the
managers’ compensation is sensitive to the perfoceaof the firm, they will have an
incentive to take excessive risks as they beneétly from good performance, while the
penalties for poor performance are limited (Allewd &ale, 2000). This undesirable effect can
be mitigated if a large part of managers’ wealthcascentrated in the firm (Spong and
Sullivan, 2007), or if the performance compensatgmmeme achieves the alignment of
managers’ and shareholders’ interests from a leng-perspective, thus avoiding short-term
performance objectives.

Compensation structure might also be affected bgther important difference
between financial and non-financial firms with respto the resolution of financial distress or
outright insolvency (Adams and Mehran, 2003). Fon-financial firms, financial distress
generally leads to reorganization and often managéns given the opportunity to turn the
corporation around. In contrast, in the bankingustdy distress often leads to liquidation and
the incumbent executive is removed from managenidnis management of financial firms
can be expected to demand that these differeneagfected in their compensation schemes.

Other differences between financial and non-firelnrms may also impact the
structure of management compensation schemes. dingoto agency theory, stockholders
want management to be compensated with stock @gphbenause they increase management
pay-performance sensitivity. However, Adams and teh(2003) argue that stock-based
compensation contracts will tend to be less impria homogenous industries such as
banking, where relative performance measures aree mpoecise and therefore it is less
important to make compensation dependent on firmiopeance. In addition, banks are
highly leveraged institutions and they may therefarant to limit their use of stock options as
it could affect their cost of issuing debt.

In Section 5 we will review recent research on exge compensation in financial

firms.



Market for corporate control

A final mechanism to control management is the miafér corporate control that can operate
in several ways, such as proxy contests, frienddygars and takeovers, and hostile takeovers.
A hostile takeover is potentially the most impottdavice in the market for corporate control
forcing managers to behave in accordance withrttezasts of shareholders. If a firm does not
exploit all of its growth potential, some outsidenay consider the firm an attractive takeover
target. Acquiring outsiders may decide to repldee incumbent management. This threat
gives managers the right incentives to behaveaniriterest of current shareholders (Jensen,
1988).

There is an extensive literature on bank mergedsaaquisitions (M&As). However,
most of this literature deals with financial deteramts of M&As with a particular focus on
the financial characteristics of target and acquissues such as price determination, impact
of realized synergies and economies of scale ofit gfticiency and diversification of risks,
impact on banks’ customers, or the systemic coressmps of mergers and acquisitions are
examined.

Prowse (1997) and Adams and Mehran (2003) argaethie market for corporate
control is largely absent in the case of banksalbigtdue to the absence of the threat of
hostile takeovers. Adams and Mehran (2003) poirgeteeral explanations for this based on
regulation and capital structure. Most countriepliekly limit the possibility of hostile
takeovers of banks. For example, mergers ofteninegurior approval from the country’'s
bank regulator (Chengt al, 1989; Mester, 1989; Laeven, 2012). Many countaiss have
strict regulations on entry, mergers and takeowehsch protect the incumbent management
(Chenget al, 1989; Prowse, 1997). As to capital structure:abguirer typically borrows the
funds needed for the acquisition investment, bukbanay be unwilling to borrow funds for
acquisition purposes as they are already highlgrbyed. Also their sheer size may shield
large banks from the disciplinary forces of takeevand shareholder activism (Achargt
al., 2009)* In addition, bank managers may engage in mergepsotect their own interests
or get a too-big-to-fail status (Penas and Una(420with managers at the bidding banks
benefiting from higher prestige and increased reemation packages after the merger (Bliss
and Rosen, 2001). And when bank management isnehied, M&As are more likely to lead

to poor performance ex-post (Hugletsal, 2003).

!5 In recent years, the most important activist playeave been hedge funds which do not commonly &eek
acquire the company themselves but try to affeetwhy in which the company is run or to get the gany to

be acquired by someone else. These hedge fundscormshonly contact companies privately (Bebchuk and
Weisbach, 2010).



Stimulated by deregulation, the financial servidedustry in several countries,
notably the US, underwent an intense period of alodegion through M&A activity (Berger
et al, 1999)* In their review of studies on M&As which take thisvelopment into account,
De Younget al (2009, p. 100) come to a different conclusionhomv well the market for
corporate control works. As their review suggesist tpoorly performing banks are more
likely to be acquired, these authors conclude: [&bively, these studies suggest an efficient
market for corporate control.” Similar results aeported by Beccalli and Frantz (2013) in
their sample of 777 European deals over the petfisil to 2006. However, Laeven (2012)
argues that apart from their apparent successernJt and the UK, hostile takeovers are
virtually absent in the rest of the world.

According to De Younget al. (2009, p. 90-91): The consensus view regarding event
studies of bank M&As in the 1980s and 1990s is, thataverage, target shareholders earned
strong positive abnormal returns, bidder stockhsléarned marginally negative returns, and
the combined abnormal returns were statisticalligmificant or economically trivial......
However, results from M&A performance studies psitid since 2000 diverge from this pre-
2000 consensus. In general, the recent literatuggests that both North American and
European bank mergers are efficiency improving,dmly European bank deals have resulted
in stockholder value enhancement.”

As we have little to add to the excellent reviewD®EYounget al. (2009), we have
decided not to take the literature on the marketcfarporate control into account in this

survey.

3. Board effectiveness

Commonly studied features of board structure are, 9usyness and expertise of directors,
and board independence. It may be argued that entadlards are more effective because
decision-making costs are lower in smaller groups, it is not obvious what the optimal
board size is. If directors hold more outside diveships, they may bring in more information
but they may also become too busy and not atteredimges, thereby becoming less effective.
Likewise, if they lack financial expertise they magt be good monitors. Section 3.1 reviews
recent literature addressing these issues for diahfirms.

16 Most older evidence on consolidation in the bagkimdustry is based upon within country data assro
border mergers and acquisitions were less intenpetential explanation for this being various o policies
targeting the protection of domestic banks (Bermgeal, 2003). As DeYounget al (2009) point out, cross-
border M&As are a more recent phenomenon. See Dayetial (2009) for an in-depth discussion of recent
studies on cross-border M&As.
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Furthermore, it is commonly assumed that boardsadte more independent (i.e., they
contain more directors without social or businessnections to management) are more
effective from a shareholders’ perspective. Althougtial work on non-financial firms failed
to find a link between board independence and higima value, there is a growing body of
empirical research indicating that director indegesce is associated with improved board
decisions (see Bebchuk and Weisbach, 2010 for @usB®n). Section 3.2 reviews recent
studies addressing this issue for financial firms.

In addition to these issues, we will deal with gtes and cons of diversity of boards
drawing on the management literature, which dewsopuite independently from the
banking and finance literature but has some intgg#sights to offer, and discuss the scant
empirical evidence on this issue for financial sriection 3.3).

Finally, Section 3.4 addresses CEO duality (ilee, CEO is also the chairman of the
board). We will highlight some of the benefits amidadvantages introduced by this dual
function.

However, before we discuss the literature it ipamant to deal with two issues: board
effectiveness and endogeneity. In the managemienatiure, effective board functioning is
generally associated with board members coopertgiegchange information, evaluating the
merits of competing alternatives, and reaching-wnedkoned decisions (Forbes and Milliken,
1999). In the literature surveyed here, most studies lnolard characteristics (and other
corporate governance mechanisms) to different nneadar either firm performance, such as
ROE or Tobin’s Q, or for risk taking, such as thecore, or both. In line with corporate
governance studies on non-financial firms, effeaess is generally defined (although often
implicitly) as how well the board represents shatéérs’ interests (Mehran and Mollineaux,
2012). Nevertheless, as we argued above, thergaoé reasons to differentiate between
“good governance” of non-financial firms and “gogdvernance” of financial firms as the
interests of shareholders of financial firms anasthof other stakeholders, notably depositors
and supervisors, do often not coincide.

This review focuses upon the relationship betweeard characteristics of financial
firms and their performance. These board charatiesiare generally treated in the literature
reviewed here as exogenous variables. Howevere thex both theoretical arguments and
empirical reasons suggesting that board structuendogenous (Demsetz and Lehn, 1985;
Adamset al, 2010; Harris and Raviv, 2008). Several theoa¢tstudies endogenize board
structure by relating the costs and benefits aasedtiwith boards’ monitoring and advising
functions (see Adamest al., 2010 for a survey). There is also some empiric@ipsrt for

endogeneity of boards of financial firms. Usingample of 212 US BHCs monitored between

11



1997 and 2004, Pathan and Skully (2010) reportldrger and more diversified banks have
larger and more independent boards. In additionk$an which managers’ opportunities to
consume private benefits are high have larger lspandhile banks in which the cost of
monitoring managers is low have more independeatdso Another interesting finding is that
banks in which insiders’ shareholding is high haw®ller boards. Only a few of the studies
surveyed here address the issue of endogeneitus8ri although focusing on one class of
firms (banks) may, at least to some extent, makeissue less compelling if at least these
banks face the same optimization problem and fietetogeneity is controlled for.

Finally, most studies discussed here focus onnatdd number of corporate
governance mechanisms in isolation, but as poimed by Adamset al (2010) the
governance structure is largely endogenous in ntgety. This has implications for the
relationship between different dimensions of goseoe as the effectiveness of one
dimension may be conditioned by another dimenskthough a few recent studies examine
this interdependence of different dimensions opooate governance (e.g. Hardwiek al.,
2011), most studies ignore it. Likewise, only a fetudies examine non-linearities even
though there are good theoretical reasons to leelibat relationships may be non-linear
(Groveet al, 2011).

3.1 Board size, attendance and expertise
Size

According to the Walker Review, boards of listed W&nks were larger than those of other
listed companies and this is considered problentsgcause of “a widely-held view that the
overall effectiveness of the board, outside a quateow range, tends to vary inversely with
its size” (Walker, 2009, p. 41). There is evidetitat this might be correct for non-financial
firms (Hermalin and Weisbach, 2003), but doessibdlold true for banks?

Several studies report that boards of BHCs inUBeare bigger than boards of other
firms.!” BHCs may have larger boards as board size isipelgitorrelated with firm size and
BHCs are larger than manufacturing firms in terrhgsset size. In addition, BHCs’ boards
may be larger because of their complex organizatistiucture (Adams and Mehran, 2003).
Yet, from 1982 to 1999 there is evidence that trexage board size of BHCs decreased over
time (Adams and Mehran, 2012). Obtaining data aardaize is more difficult for European

Y For instance, comparing the 100 largest bankkeadl00 largest industrial firms in 1999 in the B®pth et

al. (2002) report that banks have larger boards witiremter proportion of outsiders. Likewise, Adams a
Mehran (2003) find in a sample of data on 35 BHECshie US ending in 1999 that BHCs have larger mard
more independent directors and lower performansedaay for CEOs than non-financial firms, whileaAts
(2012)reports that boards of banks are larger than baafrdsn-financial firms in the Riskmetrics databade
S&P500 firms from 1996 to 2007.
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banks. Based on our computations using data framatinual reports of seven European

banks, Figure 1 shows that average board sizeites spable.

Average size of the board
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Figure 1. Average board size of seven European bask
The average is taken over seven European bankghich data is available for each year from 2002Qa1.
The banks are RBS, Barclays, HSBC, Lloyds, Credii$<®, BNP Paribas, and Dexia.

However, there is a significant variation in thealwb size across European countries,
both with respect to executive and supervisory @®atJsing data for 91 banks from 19
countries, we find that in 2011 the average exeeuboard had 4 members, while the
supervisory board had on average 14 members. Bi@uaamd 3 show the average distribution

across countries for executive and supervisorydsyaespectively.
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Figure 2. Size of executive board
Data is from BoardEx. The sample consists of 9k&dmom 19 countries in 2011.
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Figure 3: Size of supervisory board
Data is from BoardEx. The sample consists of 9k&dmom 19 countries in 2011.

The question is to what extent board size mattaréirim performance. As pointed out
by Daltonet al. (1999), large boards may be beneficial becausg iti@ease the pool of
expertise and resources available to the orgaaizatiotably so in firms with a complex
business model. This may not only be relevant frloenperspective of the advisory role of the
board, but also from the perspective of its momtprrole. According to Upadhyay and
Sriram (2011), a larger board has greater resoutites a smaller board to monitor
managerial performance. So directors would delieenaportant corporate decisions more
extensively and would demand that the managerslodescimportant issues to the
stakeholders, leading to greater information transpcy.

It is often assumed that in board discussionsethsrfull disclosure of private
information, rational updating, and convergence imdividual beliefs. But the social
psychology literature provides many reasons to tithdi this is an accurate representation of
board decision-making, with possible implicatioms bptimal board siz& For instance,
individuals often fail to take full advantage ohets’ opinions and they also do not seem to
fully share their own information with other groogmbers. Problems associated with failure
to exchange views are highlighted in Janis’s (19@&8)ous analysis of “groupthink” in a

series of case studies. According to Janis, certairumstances (for instance, directive

18 Some studies in economics also address this iEsuénstance, Adamst al (2010) discuss some economic
models in which the choice of the firm's strategytrieated as a game of information transmissiomhich full
disclosure may also not occur. Adams and Ferrg®a7) argue that also the CEO might not be wiltmghare
information with the board in view of its dual r@e advisor and monitor. Given this dual role, @O faces a
trade-off in disclosing information to the boarfl.the CEO reveals information, he arguably receibeter
advice, but an informed board will also monitor 880 more intensively and therefore the CEO may be
reluctant to share information with it.
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leadership) produce a concurrence-seeking tendemagssive confidence of the group,
closed mindedness, and pressures toward uniformitigh in turn lead to defective decision-
making, including an incomplete survey of availabpgions, a failure to assess the risks of
the preferred option, and a selective bias in @®iog information. In addition, Bainbridge
(2002, p. 28) points to social loafing, where san@mbers choose not to actively participate
in board decision making, and herd-type behaviober& a decision maker “imitates the
actions of others while ignoring his/[her] own infmation and judgment with regard to the
merits of the underlying decision.” Likewise, Wdsdpand Bednar (2005) find that pluralistic
ignorance can occur in boards (i.e., board memiadrso express concerns based on others
not expressing concern).

Even if a bigger board has more information angeetse, decision-making costs
increase with board size. For instance, Jensen3jl88jues that large boards are less
effective at monitoring management because of ricieg problems amongst directors and
increased decision-making time. A larger board smegy decrease the motivation to gather
and/or interpret information when information aauon is costly (Persico, 2004).
Coordination losses are also more likely. Thessaes are underlying the popular view that
small boards are better from a shareholder’s petisge

Several studies examine the relationship betweandosize and various measures for
firm performance (such as Tobin’s Q, ROA or R&Eand risk-taking for financial firms.
Table 1 summarizes recent studies. In contrasgiddindings for non-financial firms, quite a
few (but not all) studies find that bank board seeositively related to performance and
negatively related to risk-taking.

Using data on 35 BHCs from 1964 to 1985, Adams Metiran (2012) find that the
natural logarithm of board size is, on averageijtpesy related to Tobin’s Q. They argue that
increases in board size due to additions of direcido also sit on subsidiary boards appear
to be important. Although it is not the main foafsheir paper, also Aelat al (2012) find
that board size is positively related to their gadors of 372 US banks’ performance (i.e.,
buy-and-hold returns and ROE) measured over the pieriod July 1, 2007 to December 31,
2008.

Beltratti and Stulz (2012) investigate the relatlzetween corporate governance and
bank performance during the credit crisis (July 260December 2008) in an international

sample of 164 large (i.e., with more than $50 dnillof assets) banks. They find that banks

19 A few studies have examined the relationship betwoard size and firm efficiency. The resultsraieed.
Wanget al (2012) find a negative relationship between baare and efficiency, but Hardwiak al (2011)
find no significant link.
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with more shareholder-friendly boards had lower -aBag-hold returns during the crisis.
Beltratti and Stulz (2012, p. 16) conclude thatthEér conventional wisdom is wrong.,.or
this evidence is consistent with the view that lsatilat grew more in sectors that turned out
to perform poorly during the crisis were pursuiraiges favoured by shareholders before the
crisis as their boards were more shareholder-flyelmat suffered more during the crisis when
these risks led to unexpectedly large losses.” Hewefor their international sample of
financial institutions, Erkengt al (2012) do not find that board size is relatedbtmk
performance during the crisis. Likewise, Bergdr al. (2012a) argue that management
structures of US commercial banks, including bosize, were not decisive for banks’
stability (i.e., propensity to default) during tlexent financial crisis.

Adams (2012) compares US banks that were bailéddonng the recent financial
crisis and those that were not. Of the 89 bankisensample, 56 received bailout funds in
either 2008 or beginning of 2009. It turns out thahks that received TARP support have
larger boards than banks that did not. Min&inal. (2010) report similar findings. These
results can be interpreted differently. On the baad, receiving TARP money may reflect
poor performance. On the other hand, TARP fundsldcalso be viewed as a unique
opportunity for banks to raise relatively cheapdsiat the height of the crisis (Minten al.,
2010). If more risky banks were the ones that Werided out, this implies that banks with
larger boards took more risk. However, this is indine with the findings of Pathan (2009).
Using a sample of 212 large US BHCs over 1997-2@0#d and several indicators of bank
risk, he finds that bank board size is negativeliated to risk-taking. For their non-crisis
period Mintonet al (2010) report similar results.

While most papers use statistical measures of hakksuch as the standard deviation
of equity returns, the variance of market modeidtesls, or market model betas, Faleye and
Krishnan (2010) employ three measures of banktagkig in lending decisions, namely the
borrower’s long-term S&P credit rating, the inctusiof financial covenants in loan contracts,
and the bank’s decision to diversify its lendingkrithrough syndication. Their sample
includes 317 bank-years for 51 banks over 1994-200@y find that banks with smaller
boards provide fewer junk loans and are less likelyunderwrite speculative loans. The
inclusion of financial covenants is not relatedtard size.

The relationship between board size and firm peréorce may be non-linear. De
Andres and Vallelado (2008) use data for 69 baniks 16 countries. Their results suggest a
hump-shaped relationship between board size andi bodependence on the one hand and
performance on the other. The point at which ad@ingew director reduces bank value is
around 19 directors for the banks in the sampleo AMardwicket al (2011) test for a non-
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linear relationship but find no support for it, vehGroveet al (2011) find some evidence for
an inverted U-shaped relationship between ROA addsize.

Finally, an important caveat is in order: The @usglationship between board size
and firm performance may run in the opposite dioectindeed, for US non-financial firms
Hermalin and Weisbach (1988) report that non-exeeutlirectors are often added to the
boards of badly performing firms in an attempt ¢évarse poor financial results, but rarely
with success. Most studies surveyed here do neffudgr examine the potential problem of

reverse causality.

Attendance

A related issue is directors’ attendance at boagdtings, which is emphasized in numerous
codes of conduct for bank directors. Directors supposed to obtain information and

participate in decision-making through their attmce at board meetings. Arguably, board
size will affect a director’'s attendance. The lartje board, the more free-riding behavior
may occur. Using a sample of 5707 directorshipsnfi@b large US BHCs over the years
1986-1999, Adams and Ferreira (2012) report trafrdquency of BHCs directorships with

severe attendance problems is much higher in fagnple than in non-banking firms. They
find that board size is positively and highly sigrantly related to attendance, which is

consistent with the idea that BHCs boards are rge lthat free-riding problems are pervasive.
Adams and Ferreira (2012) also report that a directpast attendance behavior has no
influence on the likelihood that he leaves the Ho&Bo apparently directors are not
disciplined for having attendance problems throtegbntion decisions.

There is hardly any research on the relationskigvéen board attendance and firm
performance. One of the variables that Aetal. (2012) include is the percentage of directors
who attend less than 75 percent of board meetigsy find that it is not significantly related
to buy-and-hold returns.

Because directors who sit in multiple boards artemqt@ally more distracted, they may
not be effective monitors. However, it has alsonbaegued that busy outside board members
may possess knowledge and provide relevant, ingspecific expertise that will be
beneficial to the bank (Grovet al, 2011). As Adams (2010) points out, directorsthod
parent BHC will often sit on the board of subsigarwhich may make them more effective
monitors. Furthermore, busy directors may have be®ysen to be on so many boards
precisely because of their high ability, which mafyset the effect of their lack of time
(Adamset al, 2010). Theoretically the impact of busy direst@ thus not clear (see Grose

al., 2011 for a further discussion).
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Only a few studies have examined the relationbkipveen busyness of directors and
financial firms’ performance, using different indtors. Fernandes and Fitch (2009) employ
the average number of board seats in other puliliajed corporations currently held by all
board members, while Aebt al. (2012) use a dummy variable for whether a boarousy,
classifying a board as busy if a majority of ougsetirectors holds three or more directorships.
Both studies do not find significant effects.

Muller-Kahle and Lewellyn (2011) examine whethke tconfigurations of board of
directors are related to heavy involvement in subprending. Using a matched-pair sample
of firms in the financial industry from 1997-200%da conducting panel data logistic
regression analysis, they find that subprime lesdead boards that were busier. These
findings are not consistent with the results of ¥&ret al (2011) who report some (weak)
evidence that their indicator of busyness is reléaeROA but not to loan quality.

Expertise
Banks have become bigger, more complex and morguepanaking the job of boards more

difficult (Mehran et al, 2011). Therefore, bank director expertise isirmportant policy
concern, in particular from the perspective of thée played in risk managemefitFor
instance, the Dutch Banking code states that: “Baember of the supervisory board shall be
capable of assessing the main aspects of the bawm&tall policy in order to form a balanced
and independent opinion about the basic risks wadl Each member of the supervisory
board shall also possess the specific expertisdegeéo perform his or her role in the
supervisory board.”

Using data for 91 banks from 19 European countviesfind that the average time on
both executive and supervisory boards is roughtyid 6 years. Figures 4 and 5 show the
average distribution across countries for execudive supervisory boards, respectively.

The empirical evidence on the relationship betwdenctor experience and firm
performance is mixed (see the second panel in TapleAebiet al (2012) include the
percentage of directors with experience (presemast) as an executive officer in a bank or
insurance company as explanatory variable. Theficmett of this variable is negative in all
specifications and significant in two of them. Timegative relation between the financial
expertise of non-executive directors and bank perdmce in the crisis is consistent with the

20 Ellul and Yerramilly (2012) measure the strengid amdependence of the risk management functiai? a1S
BHCs for the period 1995 to 2010. They concludé toard experience and their Risk Management liséer
to be substitutes as BHCs that have a larger @raati independent directors with prior financiatlustry
experience have lower RMI.
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findings of Mintonet al (2010)** Their results suggest that financial expertiseeigatively
related to stock market performance and changesermall firm value, while the probability
of receiving TARP funds is not statistically relateo the financial expertise among
independent directors.

However, Fernandes and Fich (2009) report a sagmf positive (negative)
relationship between financial expertise and sfo@ormance (the amount of bailout funds
that banks received). Mintogt al (2010) also find that in the run-up to the cridisancial
expertise is positively and significantly relatex total firm risk (the standard deviation of
daily stock returns) and stock performance, espigdaa large financial institutions.

Also studies for other countries than the US ymlsted results. Cufiat and Garicano
(2010) report that Spanigtajas, which had a chairman without postgraduate educaiion
without previous banking experience performed wofSenilarly, Hau and Thum (2009)
report that lack of financial experience of boardmibers in German banks was positively
related to realized losses in 2007/08. Their amaligsbased on a close examination of the
biographical background of 592 supervisory boardanbers in the 29 largest German banks.
This lack of experience was much more present bliplnanks (Landesbanken). In contrast
to these two studies, Erkems$ al (2012) do not find a significant relationship \weén
financial experience of board members and firmstlstreturns during the crisis.

One possible explanation for the mixed findingslssussed above is the time period
under consideration. Mintoet al (2010, p. 5) conclude that in “stable times, phesence of
external financial experts on the board is assediatith higher risk-taking and performance.
Since financial expertise on the board is relatednore risk-taking, it is not surprising that
these banks suffer larger stock losses duringribes.¢

Another potential explanation is the use of difféngroxies for financial expertise. For
instance, Mintoret al (2010) classify an independent director as anfir expert if he
works within a banking institution, a non-bank fiezal institution, or has a finance-related
role within a non-financial firm or academic instibn, or is a professional investor. In
contrast, Fernandes and Fitch (2009) proxy exmgeaissthe average years of experience of the

directors in the financial sector.

3.2. Board independence
Adams (2010) reports that controlling for size, b&oards in the US have on average fewer

outside directorships per director than non-finahéirms. From 1965 to 1999, the board

% These results do not imply causation as banksnthat to take more risks may hire board memberis mibre
expertise (Mehraet al, 2011).
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composition of US BHCs has been relatively stabit) the ratio of outside directors varying
around 0.85 (Adams and Mehran, 2012). For Europeaaks, this ratio is lower and the trend
is different. Based on our computations on datenfemnual reports of seven European banks,
we find a significant increase in the proportionoattside directors from 0.43 to almost 0.6.
Figure 6 plots the average ratio of independentdbagmbers from 2003 to 2011. As shown
in Figure 7, there is a significant variation inetproportion of outside directors across

European countries, from a very low ratio in Gergdan an extremely high one in countries
such as the UK and the Netherlands.
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Figure 4: Average time on executive board
Data is from BoardEx. The sample consists of 9k&dmom 19 countries in 2011.
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Figure 5: Average time on supervisory board

Data is from BoardEx. The sample consists of 9k&dmom 19 countries in 2011.
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Figure 6: Share of independent board members
The average is taken over seven European bankghich data is available for each year from 2002Qa1.
The banks are RBS, Barclays, HSBC, Lloyds, Credii$<®, BNP Paribas, and Dexia.
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Figure 7: Share of independent board members
Data is from BoardEx. The sample consists of 9k&dmom 19 countries in 2011.

A widely researched question is whether indepentieard members (i.e., directors
who have no direct financial, family or interlockes with management) affect firm
performance. Devriest al. (2004) argue that from a creditors’ (i.e., depmsitand other
debtholders) perspective, independent directorsowit ownership in the bank, are preferred

to financially dependent directors, since the farraee more likely to focus on proper
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management monitoring, than on stock price (orraghert-term objectives related with their
compensation) movements. According to Fama ancadi983), independent directors have
incentives to scrutinize diligently, because thegksto protect their reputation as effective
monitors of managerial discretion. There is a caitipe directorship market in the banking
industry causing independent directors to be comtkabout their reputation (Pathan, 2009).
Since they are in a better position to disciplinanagement, independent directors are
arguably more effective in prohibiting opporturgstiehavior, thereby reducing potential
agency conflicts.

However, Adams and Ferreira (2007) show theoistidhat more independence
reduces the board’s information production, huidsadvisory role, and may also reduce its
monitoring function. If independent directors hasgonger monitoring incentives than
dependent directors, the CEO responds to increbsadd independence by providing less
information. A similar point has been made by Haand Raviv (2008). They show that,
except for situations in which agency costs aré,hsfpareholders are better off with a board
controlled by insiders.

In addition, the effectiveness of independent tdoawembers arguably depends on
their competence. As pointed out by Wagner (20d4 acto CEO control can arise from lack
of board competence, even if the board is indepgnddthough outside directors may be
more effective monitors of management, they mal laedepth knowledge of the internal
workings of the banks on whose boards they sit (AgJa2012). They may also lack the
financial expertise to understand the complexityinmiovative products and new activities
(such as the securitization processes) banks wgyageng in and the risks involved. Several
studies report that outside directors of finangiatitutions often do not have any significant
recent experience in the banking industry (Mingiral, 2010). Adams (2011) reports that
banks receiving bailout money had relatively indef@nt boards. She therefore concludes
that board independence may not necessarily bdibahér banks, as independent directors
may not always have the expertise necessary teex@omplex banking firms.

Indeed, the evidence on the relationship betweewdomdependence and financial

firm performanc& does not provide much support that board indeper®lés positively

% The studies on the impact of board independendmancial firm performance and risk-taking as syed in
Table 2 do not consider reverse causality. Howanehe model of Hermalin and Weisbach (1998) tgsality
runs from performance to independence. In theirehdtie board must decide whether to keep a CE® or
replace him. The board may obtain an additionastlgosignal of the CEQ’s ability based on the fism’
performance. The board’s inclination to obtain thignal is, in turn, a function of its independerfficen the
CEO. When the CEO has bargaining power—specificaltyen the CEO has demonstrated that he performs
exceptionally well—the board’s independence desliren the other hand, poor firm performance redaces
CEO's perceived ability increasing the likelihobat the board will replace him.

22



related to performancg.For instance, Mintoet al (2010), Fernandes and Fich (2009), and
Adams and Mehran (2012) do not find a positive es$ion between board independence
and firm performance, while Aelet al (2012) find that the coefficient of the percemtay
independent outside directors on the board of tireds even negative, although it is only
significant in some regressions. An exception is study by Cornetet al (2010b) who
investigate the relation between several corpom®ernance mechanisms and bank
performance in the crisis in a sample of approx@lyaB00 publicly traded US banks. They
find that a more independent board is positivebatesl to banks’ performance during the
crisis, while de Andres and Vallelado (2008) reparhump-shaped relationship between
board independence and performance.

Erkenset al (2012) investigate the relation between corpomgd®ernance and
performance of financial firms during 2007-2008 ngsian international sample of 296
financial firms from 30 countries. In line with tfi@dings of Beltratti and Stulz (2012), these
authors report that firms with more independentrté®aexperienced worse stock returns
during the crisis. This is not caused by highek-taking, as board independence is not
related to the expected default frequency and stetckn volatility?*

There is, in fact, some evidence that board indégece is negatively related to risk-
taking. For instance, in his study on 212 large BKBCs over 1997-2004 period, Pathan
(2009) reports that the coefficient of his proxy fmard independence (i.e., the percentage of
the total number of directors who are independsntlegative and statistically significantly
related to all bank risk measures used, excepbrier Similar results are reported by Minton
et al (2010). Likewise, Faleye and Krishnan (2010) fthdt board independence reduces
riskiness measured as the borrower’s long-term S%&&dit rating and the inclusion of
financial covenants in loan contracts, but it i$ redated to the bank’s decision to diversify its
lending risk through syndication.

An important issue when it comes to the effectigsnef external directors is their
role. Yehet al (2011) examine whether the performance during¢leent financial crisis is
better for financial institutions with more indeplemt directors on their board committees.
Using data on financial institutions from the G8untries, their results suggest that
independence in auditing and risk committees hglpisnproving crisis performance. This

effect is particularly significant for civil law emtries, which are characterized by poor

% The two studies examining efficiency (Hardwiekal, 2011 and Wangt al, 2012) yield mixed results. Pi
and Timme (1993) find that banks’ performance mteof cost efficiency and return on assets islateé with
the proportion of outside directors.

% |nstead, the authors argue that firms with modejrendent boards raised more equity capital, wieidho a
wealth transfer from shareholders to debtholdeng. 8ssociation between stock returns and boargémdience
becomes insignificant once firms that raised eqeatyital during the crisis are excluded from thaga.
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shareholder protection practices. In addition, ¢hesthors find that committee independence
is related to better performance for those findnicistitutions having more excessive risk-
taking behaviors.

Especially the role of external directors in risianagement seems to be important.
According to Mongiardino and Plath (201@k governance requires (1) a dedicated board-
level risk committee, of which (2) a majority shdwe independent, and (3) that the CRO
should be part of the bank’s executive board. Based survey among 20 large banks, they
find that only a small number of banks followed gbeguidelines in 2007. Most risk
committees were not comprised of enough independ@at financially knowledgeable
members (see also Hau and Thum, 2009

Ellul and Yerramilli (2012) investigate whether &osg and independent risk
management is significantly related to bank ridkrig and performance in a sample of 74
large US BHCs over the period 1995 to 2010. Theystoct a Risk Management Index
(RMI), which is based on five variables relatedte strength of a bank’s risk management.
Their findings indicate that banks with a high RMdlue in 2006 were less risky and
performed better (lower tail risk, lower non-perfong loans) while they also had better
operating and stock return performance during ithential crisis years. Similarly, Aebt al
(2012) find that banks in which the CRO report®cliy to the board of directors performed

significantly better in the credit crisis.

3.3 Diversity
Several countries promote board diversity. Forainsg, in Norway all listed companies must
abide by a 40 percent gender quota for female wiresince January 2068 Diversity can
have positive effects on group performance sinandows a group with flexibility, which
can be valuable if the group’s tasks change or mbeconore complex (Hall, 1971). In
addition, if individual private information is vadble and is not fully correlated across board
members, it would thus seem that a more diversedbaauld collectively possess more
information and therefore would have the potentahake better decisions.

In the organizational psychology literature, dsmr has been widely debated. It is
possible to distinguish between task-related dmyersuch as education or functional
background, and non task-related diversity, sudeasler, age, race, or nationality. There are

many studies on the relationship between (varigpsd of) diversity and performance. If

% Using data of all non-financial firms listed oretfslo Stock Exchange at year-end over the pel9@9-1
2002, Bohren and Strom (2010) report that a fireates more value for its owners when its diredharse
strong links to other boards and when gender diyasslow.
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anything, the effect of diversity is complex angeéeds on context. On the basis of a meta-
analysis, Webber and Donahue (2001) find no supfoora relationship between various
types of diversity and group cohesion or boardgrerince. Likewise, Mathieet al. (2008)
conclude that most studies suggest that diversitgrga various dimensions—is not
positively related to board performance.

A recent line of literature has tried to rationalipotential negative effects of
demographic diversity drawing on the notion of Ithoes’ (Lau and Murnighan, 1998).
Faultlines divide a group on the basis of one oraraharacteristics, such as gender, age or
race. Faultlines increase the likelihood of subgrtmrmation and conflict, which may reduce
board effectiveness. Demographic faultlines arelyiko be associated with in-group/out-
group stereotyping (Li and Hambrick, 2005), whidh, turn, can be expected to have
disruptive consequences for board decision-makinggsses. Veltropt al. (2012) argue that
board members may not be independent actors, putsentatives of stakeholder factions
(like representatives of employers and employeegeimsion fund boards). When diversity
aligns with such representative affiliations, dsaigr is likely to lead to social categorization
processes, rather than informational differencespérspectives, making boards more
susceptible to disruptive influences. Using daté8d8 Dutch pension fund boards, they find
that demographic factional faultlines are positvelelated to competitive conflict
management and negatively related to cooperatimélictomanagement.

Several studies focus on gender diversity, examginvhether a stronger presence of
women in the board affect board effectiveness &ma ferformance. A good example is the
study by Nielsen and Hug2010) on which we draw here. The literature ondgesbased
differences asserts that women and men are diffenatheir leadership behaviour and these
differences may affect board functioning. Nielsewl d&use (2010) argue that the impact of
female board members depends on the nature ofaskes performed: the ratio of female
directors has a positive direct relationship witbatl strategic control but no direct
relationship with board operational control in theasearch among Norwegian firms. They
also find that boards with high ratios of women arere likely to use board development
activities and are less likely to have conflict&kdwise, Adams and Ferreira (2009) provide
evidence that boardroom gender diversity improvegeral important aspects of board
behavior in their sample of 1939 US firms over fheriod 1996-2003, such as director
attendance at board meetings. They also find ev&ehat more diverse boards are more
likely to hold CEOs accountable for poor stock @rgerformance as CEO turnover is more
sensitive to stock return performance in firms wiilatively more women on boards,

suggesting that gender-diverse boards are touglmntans. However, their results also
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suggest that, on average, firms perform worse ¢(baselobin’s Q) the greater is the gender
diversity of the board. The explanation given iattgender diversity only is beneficial when
additional board monitoring would enhance firm walConsistent with this view, Adams and
Ferreira (2009) find that gender diversity has lier@ effects in companies with weak

shareholder rights, but detrimental effects in canips with strong shareholder rights. The
studies referred to above do not specifically fosndinancial firms. The only studies that we
are aware of focusing on the impact of gender dityeion financial firm performance are

Muller-Kahle and Lewellyn (2011) and Bergetr al. (2012b). These studies report opposing
views: while the former finds that firms with mogender-diverse boards were less involved
in sub-prime lending, the latter finds that a higbeoportion of female board members is

associated with an increase in risk-taking.

3.4 Split of the roles of the chairman and the CEO

CEO duality represents a situation in which the QB0an executive director) of a firm is
also the chairman of the board of directors. Thenrdsadvantages of CEO duality identified
in the literature come from (a) the negative impawetboard’s monitoring activity (Jensen
1993; Lasfer 2006), and (b) increased managerielepdo influence board decisioffsFor
instance, CEOs who also retain the position ofrafan will tend to have a greater influence
over the selection of board members than mightratlke be the case. In addition, they may
try to appoint non-executive directors who are kalli to question proposals and business
decisions. The merging of the CEO/chairman posstioould further restrict the dissemination
of information to other board members (Hardwatkal, 2011).

On the other hand, a combined role of CEO andrctzai may provide a single focal
point for company leadership projecting a clearseseaf direction (Anderson and Anthony,
1986). CEO duality may create stability for a fifby reducing the likelihood of conflict
between management and the board of directors)remdby improve performance (Stoeberl
and Sherony, 1985).

Recently, Deyet al (2011) examined both views, to which they refer the
entrenchment theory (duality leads to increasedh@geosts since the board’s ability to
monitor the CEO is reduced) and the efficiency thidboard leadership is a response to the
economic environment of the firm and its leaderskiguirements). Their analysis focuses on

281 firms that switched their leadership structitber away from or to a dual structure over

% There is some supporting evidence for this. Fameple, Frank®t al. (2001) report that for non-financial
firms the disciplinary role of UK boards increasesen the roles of the CEO and the chairman aré¢ apd
when the chairman is a non-executive director.
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the period 2001 through 2009. Their results areegadly consistent with efficiency-based
explanations of board leadership choices.

Several studies on financial firms surveyed hése address the issue of the impact of
CEO duality on risk-taking. Grovet al. (2011) show that CEO duality is negatively
associated with bank performance and loan qudbiyilarly, Faleye and Krishnan (2010)
find that the probability of lending to high-rislotsowers increases with CEO-chair duality.
However, the results of Pathan (2009) suggest @D duality may reduce bank risk. He
finds that the coefficient of CEO power (measur@gO’s ability to control board decisions
including CEO duality) is negative across all bamsk measures used and statistically
significant in most regressions. Similarly, Simpso Gleason (1999) find in their sample of
287 banks over the period 1989-1993 a lower prdibalmf financial distress when the
chairman of the board is also the CEO.

In their study on 112 US banks over the period7i9890, Pi and Timme (1993) show
that during the late 1980s banks with non-dualiyperformed banks with CEO duality in
terms of cost efficiency and return on assets. Kearet al. (2007) investigate a sample of
2106 financial and non-financial firms between 2@®2 2003 and use principal component
analysis to develop 14 multi-indicator indices fr@8 individual governance indicators,
including CEO duality. CEO duality has a negativepact on performance. Wareg al
(2012) report a negative impact of CEO duality ficiency.

In contrast, Aebiet al (2012) do not find that CEO duality affects budehold
returns in their sample of US banks. Bergeal. (2012a) examine the role of management
structures in bank defaults during the recent funcrisis of 2007-2010. Distinguishing
between 249 bank failures and 4021 non-default &8neercial banks, they do not find that
CEO duality influences bank default probabilities.

Hardwick et al (2011) consider the interaction of CEO dualityl asther corporate
governance characteristics, arguing that very ofteme than one control mechanism may
suffice for the same purpose. For example, bothex@etutive directors and audit committees
might be used simultaneously to control agencyscobhbeir evidence lends support to this
view. The separation of the CEO and board chairpaeasitions is found to have little effect on
profit efficiency in their sample of UK life insunae companies. However, when there is no
audit committee and there is a high level of noeeexxive directors, the separation of the
CEO and board chairman positions appears to hapesaive and marginally significant
effect on profit efficiency.
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4. Ownership

Ownership structures might influence the governgmmoeess and bank performance. Many
countries have banking sectors with a mixture ohewship structures, such as private
ownership, public ownership and mutual ownershig.,(cooperative banks). In this section
we will discuss existing research on the role pdalyg insiders vs. outsiders and how they can
affect bank performance, as well as the impact @feghment ownership in the banking

industry?’

Private ownership

Evidence of Capri@t al (2007) shows that on average banks are not wiugty: 75 percent
of the largest 244 banks across 44 countries arthmdvorld have a dominant shareholder
with more than 10 percent of voting rights. Diffieces across regions exist though. At one
extreme, in Canada, Ireland and the US more thgre@&ent of the banks are widely held. At
the other extreme, in 21 countries (including AastFinland, the Netherlands, and Sweden)
there is not a single large bank that is widelylhel

As pointed out in Section 2, concentrated ownershgy overcome several agency
problems. Some older studies lend support to tieiw.\vFor instance, using a large sample of
1406 US BHCs in 1975 and 1976 Glassman and Rhqad&¢®) document a positive and
significant impact of concentrated ownership onfigravhile Cole and Mehran (1998)
provide evidence that firms in the thrift industigtve higher stock returns if they have large
shareholders.

However, more recent studies do not provide mucppeu that concentrated
ownership matters. For instance, Grateal (2011) only find a weak association between
concentrated ownership and bank performance. Similaebi et al. (2012) find that large
shareholders, such as institutional investors, ob seem to be able to provide effective
monitoring with respect to the risks taken by barmk®l as a consequence, to increase banks’
performance. Erken®t al. (2012) show that financial firms with greater ihgional
ownership took more risk before the crisis and sgbently suffered larger losses over the
period 2007-2008. Similar findings are reportecBajtratti and Stulz (2012). They document
a strong relation between concentrated ownershep klmk risk-taking during the recent
mortgage crisis in US.

27 We abstract here from the issue of foreign vs. ehiin bank ownership. There is a growing literature
assessing the costs and benefits of foreign bameship. For an excellent review we refer to Claessand
Van Horen (2013).
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There is evidence suggesting that the impact ateotrated ownership depends on
regulation and shareholder protection laws. Laeaed Levine (2009) find that bank risk
(proxied by Z-scores) is generally higher in battkat have controlling shareholders with
large stakes, but this effect is mitigated by thespnce of strong shareholder protection laws.
In addition, they report that the impact of regiolaton bank risk depends on whether the
bank has a large controlling shareholder. Strictggulation decreases bank risk when a bank
is widely held, but increases bank risk when thekbhas a large controlling shareholder.
Using data of 500 banks from more than 50 countnegaged over 2005-2007, Shezbkad
al. (2010) report that concentrated ownership sigaiftly reduces a bank’s non-performing
loans ratio, conditional on supervisory control amsthareholders protection rights.
Furthermore, ownership concentration improves #ptal adequacy ratio conditional on the
extent of shareholder protection. Capetaal. (2007) assess the impact of ownership structure
of banks and shareholders protection laws on bahkation using data on 244 banks in 44
countries. They find that ownership structure igraportant mechanism for governing banks
as larger cash flow rights by the controlling owbeost valuation. Furthermore, they show
that large cash flow rights can reduce the imp&&tgal protection on valuations.

Another issue researched with respect to owneistilge role of inside (i.e., CEO and
directors) ownership. Bootat al (2002) and Adams and Mehran (2003) report thaD CE
ownership in their sample of US BHCs is less th&O®wnership in manufacturing firms.
They argue that such differences might be the redukegulation and of different investment
strategies of the two types of firms, which ultieigtaffect the CEOs incentives structures.

Table 3 summarizes recent research on the reladtween ownership of insiders and
financial firm performance, highlighting the divéng views on this relationship. On the one
hand, equity ownership may provide important incest to bank CEOs to maximize bank
value and limit the bank’s risk exposure (Aa@bial, 2012). There is evidence that higher
inside ownership reduces bank risk-taking. Cheralet(1998) argue that as managerial
ownership increases, the level of risk-taking dases. Lee (2002) uses a sample of 65 US
BHCs over the period 1987-1996 and finds evidenceafnegative relationship between risk
and shareholding of managers at banks with low adsitiby of failure. Spong and Sullivan
(2007) and Sullivan and Spong (2007) find evidefocean inverted U-shaped impact on US
banks’ performance. They use a sample of statdesear banks in the Kansas City Federal
Reserve District which allows them to distinguighveeen owner-controlled banks and banks
with a hired manager. Similar evidence of a no@mrelationship between different measures
of efficiency and inside ownership are reporteddgyounget al (2001) in their sample of
266 small US banks over the years 1991-1994, anBrbwer and Saidenberg (1996) and
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Cebenoyaret al. (1999) in their samples of publicly traded savimgtitutions over the period
1985-1989, and 1986-1995, respectively.

On the other hand, Jensen (1993) and Hermalin amidbAch (1998) argue that CEO
ownership may enable CEOs controlling the compmsinf the board and lessening its
monitoring role. Indeed, for a sample of 1583 UKitimancial companies in 1996-97 Lasfer
(2006) finds that managers use their ownership pdweselect a board that is unlikely to
monitor. Firms that exhibit high managerial owngosire less likely to have an independent
board, to separate the roles of the CEO and th&nehia, and to appoint a non-executive
director as a chairman. The opaque and complexeatiubanking business increases the
information asymmetries at banking firms and makessier for insiders to exploit outside
investors, thus higher insider representation dtyuaworsens agency problems in banks
(Grove et al, 2011) and reduces firm value (Gorton and Rod®95). There is some
evidence that owner-controlled banks in the US tal@e risk than banks with diffused
shareholding or banks controlled by managers wmhllsshareholdings (Knopf and Teall,
1996). Similar findings are reported by Saundsral. (1990), Anderson and Fraser (2000),
Pathan (2009), Demsett al. (1997), and Pi and Timme (1993).

However, some other studies conclude that insigteecship is not correlated with
firm’s riskiness. Simpson and Gleason (1999) findtheir sample of 287 banks over the
period 1989-1993 that insiders’ ownership doesafigict the probability of financial distress.
Similarly, using a sample of financial firms ovéetperiod 1990-2008, Chemy al. (2012)
report that inside ownership has little relatiopshiith risk measures such as beta, return
volatility or exposure to ABX.

Some recent studies examine the role of insidereestnp during the financial crisis
of 2007-2010. Bergeet al (2012a) report that high shareholdings of outsidectors and
chief officers, such as the CEO, imply a substptiawer probability of failure. In contrast,
high shareholdings of lower-level management, aghkice presidents, increase default risk
significantly. Fahlenbrach and Stulz (2011) findttbanks which provide stronger incentives
to CEOs performed worse during the crisis. Moreptieir results indicate that bank CEOs
did not reduce their stock holdings in anticipatafthe crisis, and that CEOs did not hedge
their holdings. This suggests that banks CEOs dtdanticipate the crisis and the resulting
poor performance of their banks as they sufferageHasses themselves.

A potential explanation for the rather divergingulkts of the studies examining the
impact of management and directors ownership okdgrerformance and risk-taking is the
interaction between ownership structure and basksgitegies. Westman (2011) finds that
management ownership has a positive impact ontabalfty of non-traditional banks (i.e.,
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main activities are securities trading, wealth nggmaent, and underwriting), while directors’

ownership has a similar effect in traditional bafiks., main activities are deposit taking and
loan granting). Her sample includes 867 bank-y&ard77 European banks over 2000-2006.
Also Gropp and Kohler (2010) show in a cross-coustudy that savings banks suffered
larger losses during the crisis than cooperativeatual banks.

Another possible explanation for the mixed evidenae suggested previously in
Section 3, is the endogeneity of ownership strectibremsetz and Lehn (1985) argue that the
extent to which a bank is exposed to risks wileaffits ownership structure of the bank. As a
result, greater concentration of ownership is @& when management actions are harder to
monitor and control.

Finally, a few recent studies examine whether tustinal shareholding is
significantly related to bank risk-taking and penf@ance. The evidence is again not
conclusive. On the one hand, Cheegal. (2012) report a positive association between
institutional ownership and risk-taking by banksyears before 2008. Likewise, using a data
set of 249 European banks for 1999-2005, Batrgl. (2011) show that larger institutional
ownership is associated with an increase in rigkitpstrategies at privately held banks.
However, for publicly traded banks, risk-takinguisaffected by ownership structure. On the
other hand, Knopf and Teall (1996) and Cebenostaal. (1999) find that the presence of
large institutional shareholders is negatively tedawith risk-taking in the thrift industry
during the late 1980s. Similarly, Ellul and Yerrdim(2012) find in their sample of 74 large
BHCs that banks with higher institutional ownerstage less risk as measured by their Risk
Management Index (RMI). However, in the presenceéeposit insurance, the effect reverses,
and a positive correlation between tail risk arstifntional ownership is documented.

Government ownership

Caprioet al (2007) and La Portat al. (2002a) show that government ownership of banks
was important in many countries even before thenimal crisis. The fall-out of the financial
crisis has led to an increase in government-owmath€ial firms (at least temporary), hence
it is important to understand whether governmenhenship matters for bank behaviour and
whether state-owned banks perform differently thavate or mutual banks.

Most research on government ownership focuses wgalajg@ng nations and nearly
always finds unfavorable effects (see Batlal, 2004; Beclet al, 2004; Bergeet al, 2004;
Micco et al, 2007; Jia, 2009; Cornett al, 2010a). State-owned institutions have relatively
low efficiency and high non-performing loans, wekidence from the credit crisis of 2007
supporting this view (see Hau and Thum, 2009, for amalysis of losses at German
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Landesbanken). Likewise, large market shares fatesiwned banks are associated with
reduced access to credit, diminished financialesystievelopment, slow economic growth,
and instability (La Portat al, 2002a). Bergeet al (2005) test for the effects of ownership
on bank performance using data from Argentina ft883 to 1999. They find that state-
owned banks tend to have poorer long-term perfocen@m average than domestically owned
banks or foreign owned banks. Most striking arevdsg/ high non-performing loan ratios for
state-owned banks. They also examine the dynarfectefof bank privatization and report
better performance post-privatization. The benaffiaeffects of privatization on bank
performance are documented for both emerging ams$ition economies (Beait al, 2005;
Bonin et al, 2005; Haber, 2005; Nguyen and Williams, 2005)wedl as for developed
economies (Verbrugget al, 2000)?®

Some studies have examined government ownersliprojpean banks. lannottaal
(2007) find that government-owned banks are lesfitable than private-sector banks. They
reach this conclusion by investigating the impafctiifferent ownership structures on bank
performance in a sample of 181 large European b&oks 15 countries, over the period
1999-2004. Previously, Altunbat al. (2001) found little evidence that state-owned sank
perform less efficiently than private or cooperatibanks. Using a sample of 1,195
commercial banks, 2,858 public savings banks, ad&63 mutual cooperative bans from
Germany over 1989-1996, they compare cost andtpcbhracteristics of different bank
ownership forms and conclude that private and mugalaks do not significantly outperform
state-owned banks.

Interestingly, Sheret al. (2013) argue that the impact of government ownprsh
depends on the type of acquisitions the governmoamtied banks engage in. These authors
compare the performance of government-owned balhlshwyvere required to purchase other
distressed banks (due to political pressure), thighperformance of government-owned banks
which acquired non-distressed banks or did no ad@uis. Their sample includes 329
government banks from 100 countries over 1993-2dwy find that only government-
owned banks that were forced to acquire distreba@lts underperform private banks, while
the other two types of government-owned banks perfis well as private banks.

Finally, Borisovaet al (2012) examine the impact of government ownersip
corporate governance using a sample of 373 compéimeluding banks) from 14 European
Union countries during the period 2003—2008 of \wHid 3 are government owned. They find
that government ownership is associated with lowyewernance quality—proxied by

% Megginson (2005) and Clarket al. (2003) provide surveys of the literature on théeas of bank
privatization.
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RiskMetrics’ Corporate Governance Quotient (CGQhich incorporates the most widely
used corporate governance proxies—in civil law ¢oes, but that it is positively related to

governance quality in common law countries.

5. Remuneration of executives

After the recent financial crisis, remuneration gbiges in banks (and in particular
remuneration focused on short-term objectives)aetttd much interest. One reason is the
alleged role played by financial incentives for bamanagers in risk-taking. Arguably,
managers receiving an income that is dependedrionpierformance will have different risk-
taking attitudes than managers for whom salary hie only (or the main) form of
compensation (Devries#t al, 2004). From a regulatory perspective, the undeglgoncern

is that both the level and the structure of ex@eupay may enhance the risk-taking of banks
and affect financial stability.

Arguably, managers who receive a significant pdrtheir compensation based on
short-term performance are more likely to pursakier investment strategies and to increase
bank’s leverage, since this will increase shareegsri(a common metric for performance
measurement). Also Peng and Roell (2008) and Belichud Spaman (2010) argue that
stock-based compensation causes executives to fooughe short-term stock price
development€® Mehran (1992) documents a positive relationshipwben the firm's
leverage and the executives’ compensation in imgesthemes. Based on data for 143 BHCs
from 1993 till 2007, Johret al. (2010) show that pay-for-performance sensitivitybank
CEO compensation is negatively related to the Byerratio and positively related to
monitoring intensity by a bank supervisor and sdb@ted debt holders.

On the other hand, performance-based compensaiided! to long-term stock
performance might be a viable mechanism to mitigegency problems by better aligning
managers’ and shareholders’ interests. Neverthetsssrgued by Bebchuk and Spamann
(2010), executive remuneration that is favouredslibgreholders might diverge from the one
favoured by the supervisory authorities. This dyesgrce is caused by the profit-driven
interests of shareholders, which do not necessawilycide with financial stability concerns

of supervisors.

29 still, evidence suggests that the total compenisgaid to banks’ executives was not significahtiyher than
for non-financial firms’ executives over the perib894-2006 (Gregagt al, 2012; DeYounget al, 2013). Also,
combining short- and long-term executive pay aadicial institutions, Gopalaat al. (2013) argue that total
executive compensation in financial sector is miong-term oriented (as proxied by the durationhthaother
industries, being above median across 48 diffezeahomic sectors.

30 See Bebchuck and Fried (2003, 2004, 2005, 2009jiszussions on the key features of performanseda
compensation schemes that incentivized firms’ etkeesito take excessive risk.
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There is some evidence that higher (potential) prmeation in financial firms is
associated with higher risks (Adams and Mehran,3p80For instance, Bebchuckt al.
(2010) show that compensation for top executive8edr Stearns and Lehman promoted
excessive risk-taking during the 2000-2008 perfoldenget al (2012) use data on executive
compensation for financial firms from 1990-2008 afwd that those offering higher
aggregate compensation are riskier. Gropp and Kql2@10) show that in their sample
consisting of 1,100 banks from 25 OECD countriesnf2000-2008, aligning the interests of
managers and shareholders increases risk-takingnids.

However, there is also some evidence that therroixlear association between
remuneration of executives in financial institusoand their risk-taking. Grovet al (2011)
show that in their sample of 236 US commercial satike impact of executive remuneration
on banks’ financial performance and loan qualityniged. There is a positive association in
short-term (over a period of one or two years), the association becomes negative for
longer horizons (more than three years).

Also the type of compensation may play a role. Tisk-taking incentives of
executives may be exacerbated if they receive opton bank’s equity as compensation
instead of share¥.DeYounget al. (2013) show that before the onset of the financisis
(2000-2006), US banks’ CEO compensation was chatmeacourage executives to exploit
new growth opportunities created by deregulatiosh @bt securitization. Subsequently CEOs
took more risk. These authors measure CEOs’ ineemtising two proxies: pay-performance
sensitivity (delta) which is the change in CEO’saltle with respect to changes in bank’s
stock price, and pay-risk sensitivity (vega) whishihe change in CEO’s wealth with respect
to changes in stock return volatility. The formgmssociated with stock grants, and the latter
is associated with stock options grants. The astlshiow that there is a strong relation
between bank’s income generated by non-tradititlaaking activities (i.e., risk-enhancing
activities), and the size of vega-type compensatidtewise, Mehran and Rosenberg (2008)
and Chesnewgt al. (2010) document a significant impact of pay-riskstivity on risk-taking
(as proxied by standard deviations of stock retams writedowns, respectively). However,
Erkenset al. (2012) find that the worst performers during theafcial crisis were not those
financial firms that used equity-type compensatfion, restricted shares or stock options) for

3 Minnick et al. (2011) and Hagendorff and Vallascas (20khHalyze how the structure of executive
compensation affects the risk choices made by E2B8®s in mergers. Minnickt al. (2011) find a positive
association between pay-for-performance compemsatid operating performance in their sample of Bigkb’
mergers from 1991-2005. For a sample of 172 acyyidS banksHagendorff and Vallascas (201find that
CEOs with higher pay-risk sensitivity engage irk4irsducing mergers. As a result, banks mergersemselikely

to reduce default risk.

32 Chenet al. (2006) argue that this problem might be more autsanking industry since stock option-based
compensation is more prevalent at banks than afinancial firms.
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their CEOs, but those offering non-equity schemes, cash bonuses based on annual profit
targets). Similarly, Fahlenbrach and Stulz (20Igjue that CEOS’ option compensation and
cash bonuses are unrelated to bank performancegdine financial crisis.

While the evidence on the impact of stock optionsnts in CEOs compensation
packages on risk-taking and performance is mixaeliimpact of delta-type compensation is
muted. Houston and James (1995) investigate 134sbawer the period 1980-1990 and
conclude that executive equity-based compensasonot related with bank risk. Similar
findings are reported by John and Qian (2003) aetirsih and Rosenberg (2008).

Evanset al. (1997) examine the impact of golden parachutebanks’ performance
using a sample of 241 US BHCs during the periodrpio 1994. They show that golden
parachutes for bank managers are associated with ggformance and are also positively
related to the likelihood of failure. Likewise, Egé and Krishnan (2010) find that the
presence of a golden parachute in the CEO’s compienscontract increases the likelihood
of risky lending.

Other recent studies show that debt-like compemsatan be an efficient mechanism
for mitigating excessive risk-taking by bank managd&ebchuck and Spaman (2010) and
Boltonet al. (2011) argue that giving managers either stradghit or deferred compensation,
or linking their compensation to default risk (asyed by the CDS spread) may align
management objectives with social objectives imgeof risk choice (see also Edmans and
Liu, 2011 for a theoretical argument).

Finally, there are a few recent studies focusingh® importance and remuneration of
chief risk officer (CRO) as opposed to the CEO withanks. These studies use different
indicators of the relative power of CRO within ankaThey either look at specific features of
the risk-management mechanism and investigate whetle CRO reports to the CEO or
directly to the board of directors (Aeét al, 2012; Ellul and Yerramilli, 2012), or measure
the CRO centrality, defined as the ratio of CROxak compensation to CEO’s total
compensation (Keyst al, 2009; Ellul and Yerramilli, 2012). These studfewl that banks
with relatively powerful risk managers make bettems as measured by the default rates on
their portfolio (Keyset al, 2009), have lower tail risk and higher annuatkteeturns during
the crisis (Aebiet al, 2011; Ellul and Yerramilli, 2012), and take lesks—proxied by the
size of banks’ trading books, the amount of deiveat on the balance sheets, and volatility of
banks’ share prices (Kashyap, 2010). These findcm®plement the evidence on CEO
centrality (Bebchuclet al, 2007), which suggest that higher relative impaeeaof CEO with
respect to other top executives is associated lawtier firm valuation (proxied by industry-

adjusted Tobin’s Q), lower accounting profitabilignd quality of acquisitions.
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6. Conclusions

Financial firms, notably banks, are different fraon-financial firms. These differences are
largely caused by a) regulation, b) the capitaicitire of banks (i.e., funding through deposits
and high leverage), and c) the complexity and dpa their business and structure. The
traditional corporate governance approach focusangthe interests of shareholders is
therefore insufficient, since it largely negleckese features which distinguish banks from
non-financial firms. Valuation should not be thdesmetric to assess the performance of
banks, but risk of failure (and associated so@ats) and contribution to systemic risk should
be also considered (see also Laeven, 2012). Umiately, most empirical research on
corporate governance of banks sticks to the taawli corporate governance approach,
ignoring the interests of other stakeholders. ldlitawh, most studies covered here use
observable data (largely from the US where datadse abundant), hence their findings are
limited mainly to listed companies.

Having said that, the research surveyed here stgdbat some of the empirical
regularities found in the literature on corporab&ernance of non-financial institutions (e.qg.,
the positive (negative) association between boadependence (size) and performance) do
not hold for banks. Several recent studies concthdeboard independence is not positively
related to bank performance in banking industrykehiise, quite a few recent studies
conclude that board size is positively related he performance of banks. Informational
asymmetries are more pronounced for banks (anadiabfirms in general) than for non-
financial firms due to their opacity and complexifyhis suggests that expertise of directors
may be more important in the financial industryt the results of studies surveyed here yield
very mixed findings for the relationship betweepertise and financial performance.

Ownership and remuneration structures, standamoocate governance mechanisms,
may mitigate agency problems and may affect bahkecentives for excessive risk-taking.
Our review highlights the conflicting results frahe empirical literature on a) the role played
by different corporate governance mechanisms saabutside and inside ownership, and b)
the relation between managerial compensation ankishask-taking.

With respect to the former, there is evidenceboth a positive, as well as a negative
impact of concentrated ownership on performancee@pslanation for this divergence is that
the documented risk-taking behavior of banks reduitm the interaction between regulation
and ownership structure, which is often not takea account. When concentrated ownership
takes the form of government control, the existiagearch generally finds a negative impact
on governance quality and banks’ performance.
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With respect to the latter, our review suggesas ghspecial attention should be given
to the role played by compensation and ownershipsaders (and the interaction between the
two) on risk-taking incentives. The empirical Itdure again reports mixed results as to the
guestion of whether CEO compensation and owneyglapote excessive risk-taking. Some
studies report that higher compensation, and iniqodar stock option compensation and
other pay-for-performance schemes focused on s$éort-objectives, lead to higher risks.
Other studies find different results, identifyingpet positive impact that management
ownership has on banks’ performance and highlightihe benefits of contingent
compensation focused on shares distribution instdaolptions. This divergence in views
suggests that a better understanding of incenstresture and the alignment of the interests
of the executive management and shareholders taed stakeholders) is warranted.

In view of the differences between financial firgsd non-financial firms, it should
not come as a surprise that the ‘optimal corpogateernance’ of banks is different, even
from a traditional corporate governance perspectyar review has shown that there is
clearly no consensus in the literature on the rofedifferent corporate governance
mechanisms. There are at least three explanatimnghfs. First, one important reason
suggested by several studies surveyed here isnieeperiod covered, notably whether or not
the crisis period is included. Banks taking higdksi may outperform the more prudent ones
before the crisis, while they underperform durihg trisis. Second, the interdependence of
different dimensions of corporate governance igdhrignored. Since the effectiveness of
one dimension may be conditioned by another dinoenss of great importance not to assess
the role of each mechanism in isolation. Finalliy,banks from different countries are
included, differences in national regulations angegnance systems may also play a role in
explaining differences between studies as theresuisstantive evidence that corporate
governance of banks and financial regulation antdomal governance interact. Further
research is thus necessary to establish whethealitnee explanations (and in particular the
interactions between different dimensions of coap®wrgovernance) are indeed the main
drivers for the mixed results we have documentedddition, future work needs to examine
the effects of other (non-traditional) governancechanisms, such as the impact of
governance of large shareholders (if they are caomepaand not individuals), or the role
played by large creditors in disciplining bank mg@aent.
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