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1. Introduction 
 
“Corporate governance deals with the ways in which 
suppliers of finance to corporations assure them-
selves of getting a return on their investment” 
(Shleifer and Vishny, 1997). Michael Jensen and 
William Meckling (1976) who studied the agency 
problem inside the firm stimulated interest in corpo-
rate governance research. Managers are the agents 
who make decisions on behalf of the shareholders 
(the principals) who supply the capital. Conflicts can 
arise when agent incentives are not aligned with 
those of the principals. Jensen and Meckling con-
cluded that a potential cost of agency arises when the 
manager owns less than 100% of the firm’s residual  
cash flow. Their paper sparked a flood of research 
attempting to understand the nature of the agency 
problem to design a more efficient institutional 
framework that minimizes agency cost. The banking  

 
 
 
 
 
 
 
 
 
industry presents a unique set of agency problems to 
consider. The industry is heavily levered and is sub-
ject to a great degree of regulatory oversight. The 
added role of the regulator modifies the traditional 
manager/stockholder relationship. The regulator acts 
as the agent of depositors to ensure the safety and 
stability of the banking system which is not always 
compatible with shareholder or manager objectives. 
Market discipline, considered the universal solution 
to the agency problem has limited scope in banking 
firms where their assets are insured, any transfer of 
ownership must be approved by the regulatory body, 
and many of the largest firms are considered to “big-
to-fail”. The re-regulation of the global banking in-
dustry recognizes effective corporate governance is 
essential to future health of the enterprise.  
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The paper is divided into eight sections. Follow-
ing introduction, we explain the term corporate gov-
ernance in section 2. Section 3 deals with issues spe-
cific to banking industry. Section 4 analyzes various 
mechanisms of corporate governance. Section 5 ex-
amines the differences between bank holding and 
manufacturing companies boards. Section 6 analyzes 
regulatory changes and global banking issues. Sec-
tion 7 discusses Basel II and corporate governance in 
banking. Section 8 concludes the paper. 
 
2. Corporate governance fundamentals 
 
The agency problem arises when shareholder objec-
tives and managerial incentives do not coincide. 
Shareholders desire positive valuation gains in their 
stock holdings. Managers work for the shareholders 
to achieve maximum shareholder value. Managers, 
who control the assets of the firm, may choose to 
satisfy their personal ambitions rather than that of 
shareholders; imposing costs on shareholders. Denis 
(2001) provided simple examples of agency cost that 
includes managers engaging in activities that directly 
benefit themselves such as managerial shirking (golf 
games) and managerial consumption of perquisites 
(plush offices, expense account meals, corporate jets, 
etc.). These actions may also benefit shareholders; 
but if they do not, the cost is borne by shareholders’. 
Shareholders, anticipating such problems will the 
discount the price of shares. In this manner, agency 
costs are borne by the original shareholders. These 
activities may be easily observed, however there are 
many cases where the actions of management are 
more damaging to shareholder wealth.  
 
2.1. Agency costs 
 
Jensen and Meckling point out three areas of agency 
costs that create conflict between shareholders and 
management: manager desire to remain in power, 
managerial risk aversion, and managerial use of free-
cash flow. 
 
2.1.1. Management entrenchment 
 
Denis (2001) points out when shareholders perceive 
a management team is performing adequately, share-
holders will retain the management team to continue 
overseeing the day-to-day operation of the firm. 
Management is seen operating the firm in a proper 
manner where no conflicts of interest are relevant. 
When shareholders perceive management is not op-
erating the firm in a proper manner, it may be deter-
mined by the shareholders that a new management 
team could operate the firm in a manner that would 
maximize its value. In order to maximize the value 
of the firm at all times, a proper management team 
should control the assets of the firm to avoid con-
flicts of interest between management and share-
holders. 
 

2.1.2. Managerial risk aversion 
 
Managers and shareholders experience different lev-
els of risk within the firm. Shareholders place a capi-
tal outlay into a firm but in most cases will have 
capital outflows from more than one firm. Assuming 
shareholders have well diversified portfolios, the 
shareholder has very little risk in any one firm. This 
diversification shields the investor from potentially 
devastating performance of a firm in its portfolio 
which has little impact on overall wealth. Denis 
(2001) writes that management has a significant 
amount of human capital invested in the firm and 
possibly even financial capital. Thus, management 
suffers more than shareholders if the firms’ projects 
are unsuccessful. This can create conflicts between 
the managers and the shareholders in both project 
selection and investment. Well-diversified share-
holders prefer a simple investment policy: invest in 
all positive net present value (NPV) projects. Man-
agers may not always follow this strategy since they 
have more to lose when a project fails. Therefore, 
when the risk is high enough, management may not 
invest in projects that are worthwhile to sharehold-
ers. 
 
2.1.3. Using free-cash flow 
 
Jensen (1986) defines free-cash flow as cash flow 
generated by the firm that is in excess of the amount 
required to fund all available positive NPV projects. 
Free-cash flow can cause potentially serious conflicts 
of interest between management and shareholders. 
Management can inevitably do three things with 
free-cash flow: pay it out to the firm’s investors in 
the form of dividends, reinvest it into new or existing 
projects, or keep it as retained earnings. Free-cash 
flow will also be used when a firm has outstanding 
debt holders. Debt contracts are contractual obliga-
tions that require principal and interest payment to be 
made to the holders at specific times. In theory, any 
remaining free-cash flow rightfully belongs to the 
shareholders as written in their equity contracts. 

Management should reinvest in projects avail-
able to them that are positive NPV. In this case free-
cash flows are not free and should be allotted as in-
vestment capital. When positive NPV projects are 
not available, shareholders prefer the firm to retain 
the cash, or pay it out to shareholders instead of in-
vesting in inferior projects. Paying the “excess” cash 
out to shareholders would prevent management from 
investing the free-cash flow on inferior projects and 
alleviate the potential agency related issues. Man-
agement may prefer hold on to the free-cash flow or 
“take a chance” and invest in negative NPV projects. 
This may be inadvertent as management may not 
have sufficient information to decide which projects 
are positive NPV and which are negative NPV. 
Management may wish to have a larger asset base 
under control within the firm. Managers seek power 
and prestige enhanced by managing a larger firm 
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(i.e., one with higher sales). In many cases, executive 
compensation is tied directly to firm sales, so inferior 
investments will increase sales, firm size and man-
agement compensation.  
 
3. Issues specific to the banking industry 
 
3.1 Control issues in banking 
 
Hughes et al. (2003) show U.S. commercial banks 
experience different control issues in comparison to 
manufacturing or other industries due to the presence 
of heavy regulation and the federally backed “no-
fail” initiatives that act as a safety net. Notable con-
trol issues in the banking sector include: the direct or 
indirect insurance of bank deposits and varied bank 
debt which reduces or virtually eliminates the incen-
tives for debtholders to monitor activities of bank 
managers placing emphasis on the monitoring func-
tion provided by the regulatory bodies. Other exam-
ples of this include: strict restrictions placed on 
banks over bank merger activity, a probation period 
required for ownership of financial institutions by 
non-financial firms; and requiring regulatory ap-
proval of all acquisition activity. Prowse (1997) and 
Mester (1989) note that these restrictions on poten-
tial buyers reduced the disciplinary role played by 
takeovers and have increased the importance of regu-
latory supervision as a disciplinary mechanism. 
DeYoung, Spong, and Sullivan (2001) finds that 
bank supervision has focused on preventing impru-
dent managerial risk-taking while not necessarily 
discouraging managerial inefficiency that compro-
mises stakeholders’ wealth. Anderson and Fraser, 
2000; Gorton and Rosen, 1995; Houston and James, 
1995; Saunders et al., 1990 show how research has 
branched into many different areas of control includ-
ing how ownership structure and managerial com-
pensation can have influence over risk-taking. This 
literature investigates the impact of ownership struc-
ture, how market discipline influences market value, 
compensation and evidence of managerial entrench-
ment. Hubbard and Palia (1995) find a positive rela-
tionship between pay and performance, which was 
stronger in banking markets where interstate entry 
was permitted. Also, CEO turnover increases after 
interstate branching deregulation. Brook et al. (1998) 
and Hughes et al. (2003) examine the effects on 
value of the passage of the Interstate Banking and 
Branching Efficiency Act of 1994 (Riegle–Neal 
Act), which eliminated most restrictions on interstate 
market entry and branching by 1997, and find that 
banks had large, statistically significant abnormal 
announcement returns during the legislation’s pas-
sage. Hughes et al. (2003) believe it is possible for 
management to observe market discipline where they 
can just as easily consume agency goods. Agency 
goods encompasses a wide range of areas including; 
risk aversion, minimal effort, empire creation, in-
crease the control of management, consumption of 
free-cash flow, and reducing the probability of a 

takeover. Agency goods can be compliments or sub-
stitutes in a managers preference ordering. One ex-
ample of managements’ consumption of agency 
goods is the avoidance of risk to protect the man-
agements’ human capital that is invested in the firm. 
Consumption of agency goods will reduce the firms 
overall performance and can be carried out until the 
manager can no longer resist market disciplines. 

Evanoff and Ors (2001) examine the effect of 
liberalizing interstate entry laws and the effect of 
market entry on incumbent banks’ cost efficiency. 
They find that both types of events are associated 
with an improvement in cost efficiency in the three 
years that follow liberalization. Hadlock et al. (1999) 
confirm that banks with higher levels of managerial 
ownership are less likely to be acquired while Brook 
et al. (2000) find that higher levels of outside block-
holder ownership and a more independent board in-
crease the probability that a bank will be acquired. 
These various studies provide strong evidence that 
banking regulations, such as interstate branching 
restrictions, have limited market discipline and sug-
gest that managerial objectives other than value 
maximization may play an important role in bank 
consolidation. This is consistent with the expectation 
that a more active takeover market will raise a 
banks’ value. Hughes et al. (2003) also found that 
the value of poorly performing banks react more 
positively, while banks with higher insider owner-
ship, lower levels of outside block-holder ownership, 
and less independent boards obtain lower returns. 
This suggests that management whom observes mar-
ket discipline will reduce the benefits in an active 
takeover market. 
 
3.2. Mergers in banking 
 
Rhodes (2000) showed bank consolidation is not 
limited to the U.S. but is explosive around the globe. 
In the U.S., over 8000 bank mergers took place be-
tween 1980 to 1998. The largest number of the ac-
quisitions, nearly half, occurred during a period be-
tween 1995 to 1998. Banking Institutions in Europe 
and elsewhere have experienced a surge in consoli-
dation activity as well. A study produced by the 
Group of Ten (2001) found a high level of merger 
and acquisition activity in the 1990s among financial 
firms in 13 countries studied (Australia, Belgium, 
Canada, France, Germany, Italy, Japan, the Nether-
lands, Spain, Sweden, Switzerland, UK, and the 
U.S.), with a noticeable acceleration in consolidation 
activity from 1997 through 1999. Hughes et al. 
(2003) studied the features of the 7304 financial 
mergers that were documented and founds nearly 
61% involved banks. This consolidation activity cre-
ated a number of large, complex financial institu-
tions, and the number of banking firms declined in 
almost every country during the decade. 

Stiroh (2000), Hughes et al. (2000), and Hughes 
et al. (2001) have shown that strong scale economies 
appear following consolidation by enhancing the 
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value of banks in the industry. A second factor driv-
ing the value-enhancing consolidation is the possible 
economies of scope that develop between institu-
tions’ various product lines. Proponents of bank 
mergers criticize bank management for building lar-
ger institutions at the expense of firm value. In some 
instances, bank mergers have not produced the an-
ticipated cost saving or increased revenues that were 
prescribed as the motivating factor for the merger. 
Peristiani (1997) conducted research to support this 
theory in certain instances. However, Shaffer (1993) 
did not find increased efficiency from bank mergers 
and finds profits after bank acquisitions and market 
value after a merger have mostly negative affect of 
shareholders. Acquisitions among industrial firms 
and acquisitions in the banking industry are gener-
ally targeted for takeover gains. Houston and Ryn-
gaert (1994) use a sample of 153 bank acquisitions 
between 1985 and 1991 and finds that target banks 
on average earn positive abnormal returns of 14.4%. 
However, it is also found that the bidder sharehold-
ers suffer average negative abnormal returns of -
2.3%. Although the target shareholders realize gains, 
the target bank’s managers are generally unemployed 
after being acquired while the bidding bank’s man-
agers will preside over the newly formed institution. 
Hadlock et al. (1999) find that more than one-half of 
the top executives in their sample of target banks are 
not employed by the buying bank two years after the 
acquisition. Brook et al. (2000) find that only the 
target bank shareholders directly benefit from merg-
ers. Also, the target banks’ market-adjusted an-
nouncement returns average 18.4% and a median of 
16.0%. In contrast, the bidder announcement returns 
average -2.1% and a median of -2.2% in their sam-
ple. These returns are consistent with the 20% aver-
age announcement return found by Houston and 
Ryngaert (1994). Brook et al. (2000) also show the 
bidder and target returns statistically differ from zero 
and from each other. Takeovers clearly benefit target 
shareholders however the managers of target firms 
may not benefit. Brook et al. (2000) conducted an 
examination of bidding bank proxy statements one 
year following takeovers. This revealed that target 
top managers retain a high-level position in the bid-
ding bank after takeovers. Only 5% of target CEOs 
held positions in the bidding bank that have positions 
high enough to warrant mention in the bidder’s 
proxy statement. Board representation is somewhat 
higher (16%), but it is clear that many, if not most, 
target CEOs do not maintain their status after an ac-
quisition. The chairmen of target banks’ boards fare 
similarly while only 23% retain a board seat after the 
merger. 
 
3.3 Special problems of banks 
 
Many issues in corporate governance transcend in-
dustries irrespective of product or regulation. How-
ever, the banking sector is unique in many facets. 
The purpose of this section is to discuss corporate 

governance issues that directly impact the banking 
sector or are unique to the banking sector. Special 
corporate governance problems are observed in the 
banking industry. In the banking industry sharehold-
ers are not the exclusive beneficiaries of the institu-
tions productivity.  
 
3.3.1. Banks as creators of liquidity 
 
Diamond and Dyvbig (1986) showed that banks are 
distinguished from other firms in their capital struc-
ture in two ways. The first is banks tend to have 
seemingly little equity relative to other firms. In gen-
eral, manufacturing firms use more equity financing 
than debt financing. In comparison banks have a 
capital structure that features 90% or more of debt 
financing. A second defining feature of banks is that 
most liabilities are in the form of deposits. Deposits 
are available to their creditors/depositors on demand, 
while assets often take the form of loans that have 
longer maturities (although increasingly refined sec-
ondary markets have mitigated to some extent the 
mismatch in the term structure of banks’ assets and 
liabilities). Banks as financial intermediaries are spe-
cial in their production of liquidity. By holding illiq-
uid assets and issuing liquid liabilities, banks create 
liquidity for the economy. Macey and O’Hara (2003) 
reveal a collective-action problem with the liquidity 
production function can arise with depositors since 
the bank only keeps a proportion of its deposits at 
any given time. A depositor demanding the return of 
their deposits simultaneously cannot be fulfilled 
since the bank does not keep sufficient funds to se-
cure all deposits on hand. A mismatch between de-
posits and liabilities creates a problem in the form of 
a “bank run” which is a collective-action problem for 
the depositors. When large and unanticipated with-
drawals start to take place at a bank, depositors may 
observe this trend and rationally conclude they must 
withdraw their assets from the bank before they are 
lost after a run on the bank. This logic has provide 
the framework for deposit insurance which is often 
justified on the basis that it dissipates this problem 
by deterring the rationale for any single depositor to 
demand repayment of his deposits at a sporadic mo-
ment. 
 
3.3.2. Creation of deposit insurance 
 
Congress passed the Banking Act of 1933 in re-
sponse to the mass failures of depository institutions 
in the U.S. This legislation created the Federal De-
posit Insurance Corporation (FDIC) which gave the 
federal government the power to insure consumer 
deposits in qualified banks. It is widely believed that 
the creation of federal deposit insurance is a signifi-
cant factor in effectively preventing bank runs. 
Friedman and Schwartz (1963) believe that deposit 
insurance has succeeded in achieving what had been 
a major objective of banking reform for at least a 
century, namely the prevention of banking panics. 
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Hanc (1999) and Macey and O’Hara (2003) find 
despite the positive effect of FDIC insurance on pre-
venting bank runs, the implementation of deposit 
insurance poses a regulatory cost of its own; it gives 
the shareholders and managers of insured banks in-
centives to engage in excessive risk-taking. This 
moral hazard occurs for two reasons. One, the bank 
shareholders are able to transfer some of their losses 
onto innocent third parties. These third parties are 
the healthy banks whose contributions to the FDIC 
pay off depositors of failed banks. This ultimately 
impacts the federal taxpayers whose funds replenish 
the federal insurance funds when they are depleted. 
A second moral hazard is also present because de-
posit insurance premiums have been unrelated to, or 
have not fully compensated the FDIC for increased 
risk posed by any particular bank. Hanck (1999) and 
Macey and O’Hara (2003) also show when a bank is 
at or near insolvency moral hazard problems will 
surface. In this situation the shareholders have incen-
tives to increase their risk-taking since they can allo-
cate their losses to depositors other than themselves 
while still receiving any benefits realized that may 
result from the risky behavior. Industrial companies 
that are close to insolvency have incentives to take 
added risks but their actions may be impeded by 
normal market forces or contractual obligations. In-
solvent companies also suffer significant liquidity 
problems. However, when banks are near insolvency 
they continue to attract liquidity in the form of de-
posits which are federally insured. The federal de-
posits insurance acts as a buffer against the market 
forces that cause liquidity problems for non-financial 
firms. The federal government has instituted capital 
requirements in an effort to replace the market 
forces. Initiating a high capital requirement will 
force shareholders to place more money at risk, 
therefore reducing the moral hazard.  
 
3.3.3. Disputes between debtholders and sharehold-
ers 
 
Conflicts of interests between debtholders and the 
interests of shareholders exist in every firm. This is 
attributed to the fact that any investment strategy that 
increases the riskiness of the firm transfers the 
wealth of the firm from the fixed claimants to the 
residual claimants. This problem is of a particular 
concern in banking because of the high debt-to-
equity ratios of the institutions and the federal 
backed deposit insurance. Macey and O’Hara (2003) 
show in the publicly held corporation, the problem of 
excessive risk-taking is mitigated by two factors. 
First, various mechanisms serve to protect fixed 
claimants against excessive risk-taking. Corporate 
lenders typically demand protection against actions 
by corporate managers that will jeopardize their 
fixed claims. Second, risk-taking is reduced by some 
extent because managers are not perfect agents of 
risk-preferring shareholders. Managers are fixed 
claimants so that the portion of their compensation is 

designated as salary. Managerial incentives for risk-
taking are reduced as managers have invested their 
human capital in their jobs. Another risk-reducing 
element is the fact managers are generally more risk 
adverse than shareholders. 
 
3.3.4. Negative impact of deposit insurance 
 
The creation of deposit insurance has reduced moni-
toring by interested parties and increased the recep-
tivity to fraudulent activity. Macey and O’Hara 
(2003) find that fraud and self-dealing transactions 
were “apparent” in as many as one-third of bank 
failures during the 1980s. A similar statistic shows 
that between 1990 and 1991, insider lending contrib-
uted to 175 of 286 bank failures. Although this type 
of activity can be prevalent in any firm, these types 
of problems are more likely to arise within financial 
institutions where the majority of the firms’ assets 
are highly liquid. While the creation of deposit in-
surance reduces the level of monitoring, shareholders 
continue to have an incentive to monitor the institu-
tion for instances of fraud and self-dealing. How-
ever, many individual shareholders do not have the 
incentive to monitor one firm that is placed in a well 
diversified portfolio. Some believe that the FDIC 
deposit insurance transfers the risk of the creditors 
from the depositor to state and federal regulators. It 
is widely believed that regulators are more informed 
and financially more sophisticated in bank monitor-
ing fraud. Reporting requirements placed on finan-
cial institutions by regulators and their right to on-
site inspections support for this view. Additionally, 
when fraudulent activity is discovered or the regula-
tors suspect the bank is participating in activity that 
is unsafe or unsound, the federal regulating body can 
order the activity to cease.  
 
4. Mechanisms of corporate governance  
 
Shleifer and Vishny (1997) point out that the major-
ity of the evidence finds that managers do not always 
act in the best interest of their shareholders. This 
conclusion follows from research in this area using 
the event study methodology. Researchers evaluate 
the abnormal stock return reaction to the announce-
ment of a particular event. “If the reaction is, on av-
erage, significantly negative, as it is for bidders when 
they announce an acquisition, then this suggests that 
the particular action is generally not in the share-
holders’ interest (and vice versa) (Denis 2001).” This 
demonstrates the need for a series of measures to 
close the gap between the interest of shareholders 
and management. The mechanisms evaluated in this 
section were first presented by Michael Jensen 
(1993). 
 
4.1. Legal and regulatory mechanisms 
 
The most fundamental corporate governance mecha-
nisms actually are external to the firm. This is the 
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system of laws that govern corporate activity. How-
ever, U.S. courts are generally hesitant to question a 
management team within a firm unless there is 
strong evidence management is making decisions in 
bad faith. This allows a management team to a fairly 
open degree of liberty in overseeing the activities of 
the firm. Regulatory frameworks are created by po-
litical institutions which may create the potential for 
conflicts of interest. This can have influence over 
decisions and create agency problems between man-
agement and shareholders as well as regulators and 
politicians. Research on the influence of the law on 
corporate governance is gaining prominence since 
the recent wave of corporate failures. La Porta, Lo-
pez-de-Silanes, Shleifer, and Vishny (1998, 2000) 
demonstrate that both the applicable laws and the 
degree of enforcement of those laws make  

U.S. investors among the most protected in the 
world. La Porta et al. (1998, 2000) find that cross-
country differences in ownership structure, capital 
markets, financing, and dividend policies are all re-
lated to the degree to which investors are legally 
protected from expropriation by managers and con-
trolling shareholders. They document an inverse re-
lationship between the degree of protection in a 
country and the degree of ownership concentration in 
firms in that country. Shleifer and Vishny (1997) 
argue that within the large corporations of various 
countries the fundamental agency problem is not 
between managers and shareholders because control 
is the decision primarily of the large shareholders. 

Denis (2001) states that regulators have a major 
role in the monitoring of bank managers’ actions. 
This directly impacts the interests of management 
and shareholders irrespective of the board’s inde-
pendence. Banks are governed by a regulatory struc-
ture that focuses on reducing negative cashflows 
associated with bank failure and fair lending prac-
tices. Banks offer their customers deposit insurance 
which protects the depositors where regulation that 
promotes issues such as consumer protection and fair 
lending practices.  

Flannery (1994) noted that the existing structure 
in the banking industry and the excessively high de-
gree of leverage at which banks operate impacts the 
managerial actions while shareholder wealth is mag-
nified. It is commonly argued that deposit insurance 
is not priced to fully reflect the risk of the institution 
and provides owners and mangers incentives to en-
hance risk-taking behavior. Saunders et al. (1990) 
found evidence that ownership structure affects the 
amount of risk-taking in banking firms. This sug-
gests an increased need for the monitoring of man-
agement to insure that decisions are consistent with 
shareholder wealth maximization. Furthermore, the 
lack of hostile takeovers in the banking industry sug-
gests this discipline has impact on the matching of 
the incentives between management and the share-
holders. In the 1990s, bank regulators were awarded 
the responsibility of intervening at the first sign of 
financial or managerial weakness within an institu-

tion. This meant heavy monitoring of management 
actions that impact the safety and soundness of a 
bank. Booth, Cornet and Tehranian (2002) believe 
the extent that management monitoring by regulators 
limits the amount of managerial discretion, and thus 
its effects on shareholder wealth, monitoring by out-
side directors, inside stockholders, or a separate CEO 
and board chair becomes less important. The moni-
toring by regulators and the threat of actions taken 
by regulators as they follow prompt corrective action 
mandates provides the incentive of managers to op-
erate soundly. The role of the regulator is to limit the 
amount managerial discretion in the decision making 
process. Regulators are not necessarily concerned 
with shareholder wealth or firm valuation maximiza-
tion. 
 
4.2. Internal control mechanisms 
 
The primary mechanisms within a firm that influence 
the degree to which management 
represents shareholders’ interests are the board of 
directors. The board decides issues such as compen-
sation plans for management and the firm’s owner-
ship and debt structures. The function of the board 
has been of great interest and has sparked much aca-
demic research. 
 
4.2.1. Board of directors 
 
Every corporation in the U.S. is required by law to 
have a board of directors. Both the number of direc-
tors on the board and their composition are choices 
that appear to influence the effectiveness of the 
board but are not determined by law. The sharehold-
ers of a firm elect a board to hire\fire management, 
set compensation levels and to advise top manage-
ment on behalf of the shareholders. Theoretically the 
board of directors monitors the firm for the small 
stockholders; however it can be questionable at best 
whether the board members have the proper incen-
tives to complete the task. Additionally, management 
may influence who is placed on the firms’ board of 
directors. Denis (2001) commented that board size 
and the relative independence of the members them-
selves are the two characteristics of the board of di-
rectors that stand out in the literature. It has been 
observed that smaller boards are more effective be-
cause they can hold more candid discussions and 
make decisions quickly. Smaller boards are also less 
influenced by management than a large, cumbersome 
group of directors. The variable of greatest interest 
with respect to board composition is the proportion 
of outside directors on the board. The general con-
sensus is that directors who are members of the 
firms’ management or who are affiliated with the 
management (generally termed inside directors and 
affiliated/grey directors, respectively) are less effec-
tive as monitors of management than are members 
who have no family or business ties to firm man-
agement. Hermalin and Weisbach (2001) find nu-
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merous characteristics of boards including; smaller 
boards with a greater proportion of outside directors 
appear to lead management teams and take actions 
that are more parallel with the shareholder interests 
in some situations; firms with a greater proportion of 
outsiders on the board appear to make better acquisi-
tion-related decisions; firms with smaller boards also 
set CEO compensation plans that are more plausible 
to CEO performance. Weisbach (1988) find a sig-
nificant relationship between firm performance and 
CEO turnover when at least 60% of the board is 
comprised of outside directors. Rosenstein and 
Wyatt (1990) show a positive stock price response to 
the announcement of 1251 outside director appoint-
ments from a period of 1980-1985. Byrd and Hick-
man (1992) use 128 tender offers between 1980-
1987 to show bidding firms with a majority of out-
siders on their boards have significantly less negative 
abnormal returns around the announcement of a 
takeover when compared to firms without outside-
dominated boards.  
 
4.2.2. Executive compensation  
 
It is the responsibility of the board of directors to 
determine the level and structure for the compensa-
tion for the top executives within the firm. This de-
termination has sparked an exuberant amount of re-
search in the past few decades. Existing research on 
executive compensation zooms in on two overriding 
issues: the compensation package of the executives 
and the sensitivity of performance pay plans. Mur-
phy (1999) showed that the constant dollar median 
cash compensation for the CEOs of the S&P 500 
firms have more than doubled in the past 30 years. 
When considering executive stock options the aver-
age salary has roughly quadrupled over the same 
period. Managers are risk adverse and have a large 
amount of human capital involved in the firm. This 
can create resistance on the part of the manager to 
accept a major portion of compensation directly 
linked to stock performance and therefore prefer 
cash compensation in order to maintain a well diver-
sified personal investment portfolio. Under risk aver-
sion, managers will value stock or stock options in 
their own firm to be cost less than the cost to the firm 
that provides it to them. However equity based com-
pensation creates is more expensive to the firm than 
cash compensation. Recent research by Core et al. 
(2001) and Murphy (1999) reveal the following 
about stock-based compensation: the sensitivity re-
garding executive compensation linked to firm per-
formance is increasing over time; the majority of the 
sensitivity comes from executive ownership or op-
tion based around common stock; stock options 
compensation is the fastest growing element of CEO 
compensation packages. Increases in executive’s 
holdings with a firm of stock and stock options will 
increase the sensitivity of the executive’s wealth to 
firm performance. Murphy (1999) reports that this 
sensitivity has increased more than threefold over the 

last 20 years. Core et al. (2001) interpreted the evi-
dence which suggests that, on average; firms base 
their equity incentives on systematic and theoreti-
cally sensible economic factors. 

Ang, Lauterbach and Schreiber (2002) exam-
ined the compensation practices of 166 U.S. banks 
that provided compensation information for the 
CEO, the compensation of non-CEO top executives, 
and compensation in varied bank sizes. Their re-
search shows that compensation comparisons analyz-
ing top executive teams (less the CEO) have been 
overlooked. Notable exceptions are two studies of 
pay structures among management teams. Murphy 
(1986) in a study of a broad sample of U.S. corpora-
tions in the period 1964–1981 does not find any sig-
nificant difference in pay to performance sensitivity 
between CEOs and their lower rank top executives. 
 
4.2.3 Impacting executive compensation 
 
Ang et al. (2002) found a sizable gap compensation 
between the CEO and the second highest paid execu-
tive and a much narrower difference between the 
second highest paid and the remaining executives 
using the data from 166 banks. The compensation 
package of the number 3–5 rank executives appear to 
be similar. This presents a three-tier structure com-
pensation structure for other top management. This 
structure of executive compensation relatively coin-
cides with the models derived in the labor economics 
literature. 

Ang et al. (2002) show that the level of each 
compensation component is monotonically increas-
ing with bank size. In each case, the dollar amounts 
are larger for medium (over small) and large (over 
medium) banks. Similarly, the level of each compen-
sation component increases with executive rank from 
executive #4 to the CEO. One exception occurred in 
small banks where the average option granted to the 
third highest ranking executives were slightly lower 
than those of the fourth highest ranking executives. 
The weight of base salary as percentage of total pay 
was decreasing with bank size. Base salary accounts 
for 62.3% (33.0%) of CEO compensation in small 
(large) banks, respectively. For executive #4, base 
salary comprises 70.9% of total compensation in 
small banks and 41.2% in large banks. “It appears 
that large banks offer higher performance pay to 
their executives in both absolute (dollar level) and 
relative (percentage of total pay) terms (Ang et al 
2002).” This would suggest that the compensation 
that a top bank executive can expect to receive is 
based upon the rank of the executive and the per-
formance of the institution. 

Hughes, Lang, Mester, Moon and Pagano 
(2003) studied the option based compensation pack-
ages for bank executives. They show the mean re-
sponse of the shortfall ratio to a proportional change 
in the fraction of outstanding common shares granted 
as options to insiders. The effect of options on the 
shortfall ratio is similar to that of ownership in most 
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of the sub-samples. Hughes et al. (2003) find that 
options are positively correlated with the shortfall 
ratio within banks with the highest investment op-
portunities in the upper two-thirds of the sample. 
Options are negatively correlated with the shortfall 
ratio within banks in the lower third of the sample 
evaluating investment opportunities. Hughes et al. 
(2003) suggest that an increase in options granted to 
insiders reduces agency conflicts between insiders 
and outsiders among banks with lower investment 
opportunities and among banks that are relatively 
efficient, while it worsens performance at relatively 
inefficient banks, at banks with better investment 
opportunities, and at smaller banks. The similarity in 
effect between ownership and options suggests that a 
high proportion of options during this time period 
may have been in the money. 
 
4.2.4. Inside ownership 
 
Reviews of the evidence on inside ownership are 
found in Murphy (1999) and Core et al. (2001), as 
well as in Holderness (2001). The evidence on the 
relation between inside ownership and firm perform-
ance is mixed. Denis (2001) summarizes the afore-
mentioned research and finds there exists evidence 
that firm performance first increases and then de-
creases with percentage ownership, suggesting that 
the incentive alignment effect of increased owner-
ship is more important at lower levels of managerial 
ownership while the entrenchment effect dominates 
at somewhat higher levels. Increases in insider own-
ership will influence the insider’s consumption of 
agency goods in several ways. First noticed is a price 
effect or the increase in insider ownership will in-
creases as the opportunity cost of agency goods in-
creases. Every dollar consumed by management of 
agency goods will reduce the value of insider’s stake 
in the firm by the larger ownership proportion (Jen-
sen and Meckling, 1976). Second is an income effect 
which shows increases in insider ownership will in-
crease the insider’s claim on the potential or future 
value of the firm. Insiders who consume agency 
goods will produce value for both themselves and 
outsiders. The third is a control effect, or the increase 
in insider ownership will increase as the insider’s 
control over the firm’s assets and the ability to con-
sume agency goods within the firm. 

Hughes et al. (2003) find that the effects of an 
increase in insider ownership have two basic effects: 
an alignment-of-interests effect and a contrasting 
entrenchment effect. While an increase in insider 
ownership will better align the incentives of outside 
and inside owners which reduce manager’s incentive 
to consume agency goods. This also confers more 
control on insiders and awards them better ability to 
resist market discipline, therefore consume agency 
goods. These effects of proportionality increase as 
insider ownership on the shortfall ratio strongly sug-
gests that managers are entrenched within banks 
where they hold at least 25% of common shares out-

standing. This holds true when the investment oppor-
tunities are in the upper two-thirds of the sample 
banks and in the three-fifths range of the sample with 
the smallest total assets banks. However it is not as 
apparent to how managerial ownership through stock 
and stock options improves firm performance. Inside 
equity ownership presents a unique set of circum-
stances. In one perspective, inside ownership better 
aligns the financial incentives of management with 
shareholders. On the other side, managers may want 
to consume benefits of the firm at the expense of the 
shareholders. When management has a greater pro-
portion of ownership, the fear of stockholder retribu-
tion may become a diluted threat.  
 
4.2.5. Impact of debt 
 
What impact does debt have over corporate govern-
ance? Are there conflicts of interest that arise be-
tween managers and shareholders over debt related 
issues? When free-cash flow exists, management 
may choose to return a portion of the cash to equity 
investors via dividends or share repurchases. How-
ever, management also has an obligation to return 
specified amounts of cash to debtholders during 
specified times or the potential exists where man-
agement can lose of some or all of its control rights. 
Having the ability to make consistent cash payments 
presents management with greater incentives to op-
erate efficiently and produce greater cash flow. 

Sinkey and Carter (2000) conducted research 
examining banks that use derivatives compared to 
banks that that do not. While the concentration of 
derivatives use in the largest banks is well docu-
mented, less is known about other factors that under-
lie a bank’s decision to use derivatives.  

After controlling for variable such as bank size 
and dealer activities, they find that banks that use 
derivatives in comparison to banks that do not use 
derivatives are associated with riskier capital struc-
tures. The risky capital structure is generally com-
prised of less equity capital but more frequent use of 
notes and debentures. Banks that do not use deriva-
tives were found to have larger maturity mismatches 
among on-balance sheet assets and liabilities, greater 
loan charge-offs and smaller net interest margins. 
One interesting relationship not supported by Sinkey 
and Carter (2000) is a regulatory hypothesis in which 
banks must have stronger capital positions to engage 
in derivative activities. Because thousands of banks 
are not using derivatives, it is unlikely for them to 
have duration matched balance sheets. These banks 
as well as the taxpayer-backed FDIC are highly ex-
posed to interest-rate risk. This can be potentially 
bad news. The positive side is that banks that do not 
use derivatives generally have financial profiles that 
suggest less on-balance sheet risk-taking. Sinkey and 
Carter (2000) conclude that the institutions stake-
holders should provide a proper incentive to encour-
age management to hedge both interest-rate exposure 
and credit risk.  



Corporate Ownership & Control / Volume 1, Issue 4, Summer 2004 
 

     
102 

4.3. Mechanisms of external control 
 
Outside interests may find opportunities to earn a 
profit when legal, regulatory and internal control 
mechanisms do not warrant management to maxi-
mize the value of the firm. Outside interests can gain 
control of a firm through purchases of common 
stock, improve upon the operation of the firm and 
realize profit from increases in the stock price by 
raising the value of the share acquired if the effort is 
successful.  
 
4.3.1. Non-executive ownership 
 
Brook, Henderson and Lee (2000) find outside direc-
tor ownership in the banking industry is strongly 
correlated with becoming a target is consistent with 
substantial equity ownership giving outside directors 
an incentive to carefully monitor managers. It is also 
consistent with substantial equity ownership giving 
outside directors the ability to insist that corporate 
decision-making maximize shareholder wealth. 
These two effects are related but there is minimal 
incentive for outside directors to monitor managers 
without the power to discipline.  

Brook et al. (2000) show optimal corporate gov-
ernance characteristics have merit if the outside di-
rectors’ financial incentive is important. This impor-
tance through outside director ownership likely de-
pends on both the outside and inside director owner-
ship structure. Directors that own 10% of a bank’s 
stock are unlikely to yield much influence if inside 
directors own 35% or more of the bank’s stock. One 
interesting note is that higher inside director owner-
ship has no correlation with a bank becoming a tar-
get. However it is unlikely that manager and share-
holder interests can be perfectly aligned. Insider 
ownership makes managers shareholders which 
should have an impact on managerial incentives. 
Brook et al. (2000) contend it is possible that mana-
gerial ownership’s importance is not captured in 
their linear regression specification. 
 
4.3.2. Blockholders 
 
Blockholders or investors with more than a 5% hold-
ing of a firm’s common stock are not uncommon 
with one study showing at least half the manufactur-
ing firms with at least one blockholder. Additionally, 
block ownership is reasonably stable and firms that 
had a blockholder in the past are more likely to con-
tinue to have one in the future. Denis (2001) pointed 
out that evidence suggests that blockholders seek 
both to increase firm value (shared benefits of con-
trol) and to enjoy benefits that are not available to 
other shareholders (private benefits of control). 
These private benefits may come at the expense of 
the other shareholders although not a necessity.  

Hughes et al. (2003) showed the mean response 
of performance to proportional changes in the frac-
tion of outstanding shares held by outside blockhold-

ers. Their regression results indicated that block-
holder ownership does not indicate a significant pat-
tern of influence with respect to bank performance. 
This relationship holds true whether measured by the 
shortfall ratio or by using a Tobin’s q ratio. The lack 
of significance is surprising given the apparent im-
portance of blockholders is shown in their univariate 
comparisons. 
 
4.3.3. Banks as large shareholders 
 
Gordon and Schmid (2000) show that in stock mar-
ket based economies, corporate governance occurs 
by encouraging institutional investment through 
shareholder blocks in an effort to take over or influ-
ence manager decisions which makes this type of 
intervention valuable. A second type of economy 
exists where the stock market is highly illiquid and 
corporate listings may be scarce. In this scenario a 
new branch of research has evolved focusing on 
bank-based economies. In a bank-based economy, 
there is no market for corporate control although the 
banking sector is heavily involved in corporate gov-
ernance. Dow and Gorton (1997) argue that bank-
based economies can be equally as efficient as stock 
market economies and bank as institutional investors 
will improve the overall position of the firm.  

Bhide (1993) shows when stock markets are il-
liquid, bank blockholders can only sell their stake in 
a firm at a loss. This will create incentives for the 
bank to create and maintain close relationships with 
firms held in the banks’ portfolio. While this argu-
ment holds true for any blockholder, it is more so for 
bank blockholders since banks have the ability to 
impact a firm performance to a greater degree than 
non-bank blockholders. One explanation for this is 
banks cannot feasibly sell their blocks due to illiquid 
capital markets and firms have no outside option for 
financing, therefore firms rely on blockholding insti-
tutions for bank capital. The lack of a liquid stock 
market joins banks and firms into a quasi partnership 
which can substitute for disciplining via takeovers. A 
second explanation is the bank may be superior as a 
monitor compared to other blockholders. Banks may 
have access to better information and better re-
sources to disseminate the information from the firm. 

One explanation how banks can improve a firm 
performance is the positive correlation between a 
bank’s control rights through equity ownership and 
the bank’s ownership of the cash-flow rights. Jenson 
and Meckling (1976) and LaPorta et al. (1998) show 
that banks have a financial incentive to improve the 
performance of the firm when cash flow rights are 
held by the bank. Bank holding control rights and 
cash-flow rights can be positively correlated despite 
institutional pressures to disengage them such as: 
pyramiding, voting restrictions, cross-shareholdings, 
codetermination and stocks with multiple votes. 
Banks obtain their cash-flow rights in the form of 
loans which might be important in this regard. 
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A vast majority of the research studying bank-
based economies focus on Germany. Gordon and 
Schmid (2000) provide evidence that supports the 
notion that banks are valuable contributors to the 
corporate governance mechanism in Germany. They 
show that firm performance is measured by the mar-
ket-to-book value of equity and will improve to the 
extent that banks have control rights through equity 
ownership. Furthermore, they show that banks will 
not extract private value to the detriment of firm per-
formance, no conflicts of interest between banks and 
shareholders are apparent, and banks will not use 
proxy voting to further their own private interests. 
Elston (2004) investigates the bank’s influence on 
firm performance in Germany and finds that the 
closeness of the relationship between the bank, the 
firm and concentration of ownership can reduce 
agency problems and improve the monitoring of the 
firm. Elston (2004) concludes this will increase the 
performance of the firm while increasing the life of 
the firm. Edwards and Nibler (2000) consequently 
finds no evidence that German banks play a corpo-
rate governance role in large firms differently than 
any other large shareholder. However they do show 
that minority shareholders experienced gains when 
banks are majority shareholders. Additionally, they 
find no evidence that support the results presented in 
the Gordon and Schmid (2000) paper that large bank 
ownership has more of an impact on the book-to-
market ratio in comparison to other types of large 
shareholders. There overall conclusion is that Ger-
man banks do not play a significantly different role 
in the governance of large firms as any other large 
shareholder would. While the current research is 
indecisive on the impact of the bank as a large share-
holder, it is apparent that further research is needed 
to grasp an understanding of bank-based economies 
and the role the bank partakes. 
 
5. Bank holding company boards v. manufactur-
ing company boards 
 
Jensen and Meckling (1976) and Adams and Mehran 
(2003) argue that board structure, ownership struc-
ture, and compensation structure are determined by 
one another as well as by a range of variables, such 
as risk, real and financial assets, cash flow, firm size, 
and regulation. They suggest that these variables also 
influence a firm’s conduct and performance. The 
purpose of this section is to overview the current 
literature by providing an overview to the corporate 
governance practices of bank holding companies 
(BHC) and explore differences in corporate govern-
ance in the manufacturing sector. 

Current research shows that BHCs have larger 
boards and more outside directors compared to those 
in manufacturing firms, although they have been 
declining in size over time (Wu 2000).  

These differences could be accounted to the size 
of the BHCs, their organizational structure, the regu-
latory framework, and constraining abilities of BHCs 

to partake in hostile acquisitions. Thus, normative 
statements about either board size or board composi-
tion that do not take into account banking industry 
differences are potentially misleading. Adams and 
Mehran (2002) show that in contrast to the findings 
for non-financial firms, larger BHC boards on aver-
age are not value decreasing, and that board compo-
sition is unrelated to BHC performance. The fact that 
board composition is not positively correlated with 
performance seems surprising, since bank supervi-
sors share examination results with the boards of 
their respective holding companies. This is parallel 
to the theory that regulatory requirements are preva-
lent; directors will not emphasize the value maximi-
zation beyond the safety and soundness of the insti-
tution. In order to understand how performance im-
pacts the governance of a BHC, it is important to 
understand the expectations from the outside direc-
tors and its regulatory oversight. Adams and Mehran 
(2003) showed that BHC boards will be comprised 
of more committees and will meet more frequently 
than the boards of manufacturing firms. Hayes, Me-
hran and Schaefer (2000) believe it is hard to define 
the associated costs and benefits of BHC boards hav-
ing more committees. Adams and Mehran (2003) 
argue that regulations on the number of meetings 
may influence the bank’s choice of directors; thus, 
regulations can potentially affect the quality of direc-
tors willing to serve on these boards. Other charac-
teristics of BHC boards include; less emphasis on 
long-term incentive-based compensation packages 
and CEO ownership percentages in BHCs are less 
than ownership percentages in manufacturing, fewer 
institutional investor holding shares and percentage 
ownership of BHCs. Consequently, it is unknown 
whether institutional investors actively participate in 
the governance of BHCs. Two prevalent theories are 
that investor’s resolve governance issues privately or 
investors rely on outside regulators for governance 
issues. The current research suggests that governance 
practices are industry specific. Some believe these 
differences are due to different investment opportu-
nities each type of firm faces. Others believe that the 
difference in governance is accounted for by the 
presence of regulation.  
 
6. Regulatory changes and global banking1 
 
Regulatory changes according to the Basel II is 
based on three mutually reinforcing pillars: capital 
requirements, supervisory review, and market disci-
pline. The risk-based capital requirements are the 
major focus of the accord. The accord was designed 
to allow some banks to determine capital costs by 
using their internal risk-management models. How-

                                                 
1 This section is based on “The New Basel Capital Ac-
cord” Basel Committee on Banking Supervision Consulta-
tive Document, July 2003, and “A New Capital Adequacy 
Framework,” Basel Committee on Banking Supervision 
Consultative Document, March 2003. 
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ever, it was believed that the option could turn into a 
regulatory nightmare, even in industrialized coun-
tries. Though the accord had its advantages it wasn’t 
without flaw. It is desired by most national regula-
tory regimes that there is system that relies more on a 
competition approach. It the national governments 
with deposit insurance schemes want to institute 
minimum capital standards, a simple capital leverage 
rule with no risk weights would be sufficient if there 
exists no market discipline through a subordinated-
debt requirement and disclosure. However, countries 
that are without a public deposit insurance system 
should move toward a system of financial laissez-
faire. It is believed that important public policy bene-
fits can be obtained by improving the capital ade-
quacy framework along two important dimensions. 
First step the Committee has developed a strategy by 
developing capital regulation that will encompass not 
only the minimum capital requirements, but will deal 
with the supervisory review and market discipline. 
The second step is to increasing the risk sensitivity 
of the minimum capital requirements. The Commit-
tee aims to foster emphasis on risk management and 
also to encourage ongoing improvements in banks’ 
risk assessment capabilities. The Committee has 
made efforts to revise the Basel Accord through ex-
tensive dialogue with industry participants and with 
supervisors from outside member countries. As a 
result of these consultations, the Committee believes 
the new framework with its various options will be 
suitable for countries around the world to apply to 
their banking systems. 
 
6.1. Minimum capital requirement 
 
The first pillar of the Basel II is that of minimum 
capital requirements. In looking at this pillar one has 
to observe how the minimum capital requirements 
are calculated. As such there are three fundamental 
elements that compose the minimum capital re-
quirements. These are a definition of regulatory capi-
tal, risk weighted assets and the minimum ratio of 
capital to risk weighted assets. It is imperative to 
know how the minimum ratio of capital works. 
Based on research from the Bank for International 
Settlements in calculating the capital ratio, “the de-
nominator or total risk weighted assets will be de-
termined by multiplying the capital requirements for 
market risk and operational risk by 12.5 (i.e. the re-
ciprocal of the minimum capital ratio of 8%) and 
adding the resulting figures to the sum of risk-
weighted assets complied for credit risk. The ratio 
will be calculated in relation to the denominator, 
using regulatory capital as the numerator. The ratio 
must be no lower than 8% for total capital.” (Basel, 
2000). However it is believed by the Committee that 
this ratio should be applicable to all calculations in 
measuring the risks involved. The new approaches 
for calculating risk-weighted assets are intended to 
provide improved bank assessments of risk and thus 
to make the resulting capital ratios more meaningful. 

The current Accord explicitly covers only two types 
of risks in the definition of risk weighted assets: (1) 
credit risk and (2) market risk. Other risks are pre-
sumed to be covered implicitly through the treat-
ments of these two major risks. The treatment of 
market risk arising from trading activities was the 
subject of the Basel Committee’s 1996 Amendment 
to the Capital Accord. The proposed New Accord 
envisions this treatment remaining unchanged.  

The pillar one proposals to modify the definition 
of risk-weighted assets in the New Accord have two 
primary elements: (1) substantive changes to the 
treatment of credit risk relative to the current Ac-
cord; and (2) the introduction of an explicit treatment 
of operational risk that will result in a measure of 
operational risk being included in the denominator of 
a bank’s capital ratio. In both cases, a major innova-
tion of the proposed New Accord is the introduction 
of three distinct options for the calculation of credit 
risk and three others for operational risk. The Com-
mittee believes that it is not feasible or desirable to 
insist upon a one-size-fits-all approach to the meas-
urement of either risk. Instead, for both credit and 
operational risk, there are three approaches of in-
creasing risk sensitivity to allow banks and supervi-
sors to select the approach or approaches that they 
believe are most appropriate to the stage of devel-
opment of banks’ operations and of the financial 
market infrastructure. 
 
6.2. Supervisory review  
 
A series of guiding principles is the basis for the sec-
ond pillar of the New Accord. These principles look 
at the need for banks to assess their capital adequacy 
positions that are relative to their overall risks. These 
principles also allow supervisors to review and take 
appropriate actions in response to the assessments. 
These elements are critical in the effective manage-
ment of banking organizations and for effective 
banking supervision. Based on research from the 
industry and the Committee’s own work, this has 
shown the importance of the supervisory review 
process. Whether a bank complies with minimum 
capital requirements or not, the judgments of risk 
and capital adequacy are expected to be more of a 
substantial evidence than the assessment. Thus the 
benefit of having supervisory review has emphasis 
on the need for strong risk assessment capabilities by 
banks and supervisors alike. Also, capital adequacy 
framework will lag to some extent behind the chang-
ing risk profiles of complex banking organizations, 
particularly as they take advantage of newly avail-
able business opportunities. This proves the need for 
supervisory review.  
 
6.3. Market discipline  
 
The purpose of pillar three is to complement the 
minimum capital requirements of pillar one and the 
supervisory review process addressed in pillar two. 
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This can be done by seeking to encourage market 
discipline by developing a set of disclosure require-
ments that allow market participants to assess key 
information about a bank’s risk profile and level of 
capitalization. It is believed that public disclosure is 
particularly important with respect to the New Ac-
cord where reliance on internal methodologies will 
provide banks with greater discretion in determining 
their capital needs. By bringing greater market disci-
pline to bear through enhanced disclosures, pillar 
three of the new capital framework can produce sig-
nificant benefits in helping banks and supervisors to 
manage risk and improve stability. Considerable 
efforts have been made to ensure that the disclosure 
requirements of the New Accord focus on bank capi-
tal adequacy and do not conflict with broader ac-
counting disclosure standards with which banks must 
comply. This has been accomplished through a 
strong and co-operative dialogue with accounting 
authorities.  
 
7. Basel II and corporate governance in banking2 
 
Corporate governance is concerned with organiza-
tional structures and processes for decision making, 
accountability, control and behavior displayed by the 
board of directors and senior management. The best 
practice in corporate governance focuses on the 
structure and effective function of the board of direc-
tors. Boards are responsible for conformance with 
the company’s policies and procedures and the legal 
and ethical aspects within which the company oper-
ates. Additionally, the boards are accountable for the 
company’s performance, rewards and sanctions. 

The Basel II specifies the following core princi-
pals for banks to improve their corporate govern-
ance. Banking supervisors are charged with the re-
sponsibility of realizing the firm’s goals and objec-
tives, which include good corporate governance.  

(1) The absence of established strategic objec-
tives and corporate values. Without these the super-
visors’ performance is impeded and the success rate 
is limited considerably. Consequently, it is impera-
tive that the board of directors provides the mission 
and objectives of defining corporate values for itself, 
senior management and other employees. Support of 
its senior management is also important to the effec-
tiveness of the process. 

(2) The absence of reporting structure, responsi-
bility and accountability. This absence is counter-
productive to effective corporate governance and the 
onus is on the board of directors to design a clear and 
unambiguous organizational structure for its senior 
management. Similarly, senior management must be 
cognizant of its role to effectively manage the bank’s 
business and create structures of responsibility and 
accountability.  
                                                 
2 This section is based on Basel Committee on Banking 
Supervision Document on “Enhancing Corporate Govern-
ance for Banking Organizations,” September 1999. 

(3) Unqualified and inept Board of Directors 
and Senior Managers. Structurally, the board of di-
rectors is at the helm of the organization. This group 
should be comprised of qualified individuals with 
vision and skills to lead the organization. Qualified 
external directors can also become significant 
sources of management expertise in times of corpo-
rate stress. The board of directors and its senior man-
agement team should be able to add value to the 
banking organization. They can add value only if 
they are committed, and have the requisite skills and 
qualification to make that difference within the or-
ganization. The formation and effectiveness of func-
tional committees, such as Risk Management, Audit, 
Compensation and Nominations, can be beneficial to 
the management process and to enhance corporate 
governance. Additionally, they demonstrate open-
ness and transparency. 

(4) Senior management - Checks and balances. 
The senior management group is comprised of the 
Bank’s Divisional Heads, Chief Financial Officer 
and Chief Audit Officer. These incumbents should 
be suitably qualified personnel with requisite man-
agement skills to effectively manage those employ-
ees who report to them. Effective management im-
plies that there should be adequate and appropriate 
checks and balances within the banking system so 
employees can be held accountable for their actions. 

(5) Responsiveness to the findings of Internal 
and External Auditors. Internal and external auditors 
play a major role in ensuring there are appropriate 
checks and balances within the banking system and 
these serve to enhance the corporate governance 
process and the people therein. The document also 
speaks of the need for the board and senior manage-
ment to act expeditiously to findings of the auditors. 
It is important that the board recognizes and utilizes 
the contribution of the auditors as independent 
checks on the information received from manage-
ment on the operations and performance of the bank. 

(6) Linking of senior management’s compensa-
tion to business strategies. If the bank fails to link 
compensation to business strategies then some man-
agers can manipulate the system for their own per-
sonal gains and at the expense of not enhancing good 
corporate governance. To eradicate weaknesses 
within the compensation system, the banking super-
visors have suggested that the board should ensure 
that its management team is short and long term ori-
ented. As such, it is recommended that the board 
should approve the compensation of senior manage-
ment and key employees, and ensure that such com-
pensation is consistent with the culture, objectives, 
strategy and control environment of the bank.  

(7) Transparency and Accountability. The lack 
of transparency is no longer acceptable as manage-
ment can only be held accountable if there is trans-
parency. Transparency can reinforce sound corporate 
governance; therefore, public disclosure is desirable 
at all organizational levels.  
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8. Conclusion 
 
The term corporate governance refers to the complex 
interrelationships among management, board of di-
rectors, shareholders, depositors and the government 
in the banking industry. This provides a framework 
where corporate objectives are set and performance 
is evaluated. The boards of directors in the banking 
sector face scrutiny from the regulators, whose pri-
mary objective is to ensure the safety and soundness 
of the financial system. Banks performs three distinct 
roles: provider of liquidity, access to a nation’s pay-
ment system and maintenance of federally insured 
deposits. The Federal Deposit Insurance Corporation 
Improvement Act of 1991 and the Gramm-Leach-
Bliley Act of 1999 strengthened bank boards by 
holding them accountable for performance. Consoli-
dation has made effective governance more impera-
tive both within and across national boundaries. 

Corporate governance structure in the financial 
services industry remains elusive. It is not possible to 
examine the weakness and strength of an organiza-
tion’s governance by examining only a subset of 
factors affecting the governance structure. The com-
plex interactions between firm specific assets, size, 
industry and regulations influence the ultimate gov-
ernance structure in any industry. Corporate govern-
ance is considered generally weak in the corpora-
tions of most developing countries. Institutions in 
these countries are not well developed. Information 
asymmetries are more severe, market participants 
less experienced, and regulations, even if they exist, 
are not enforced effectively and impartially because 
of political corruption and the general weakness of 
judicial systems. Disclosures are also not adequate 
and accounting practices are not well developed. 
Consequently, corporations of less developed coun-
tries suffer from inefficiencies that adversely affect 
all stakeholders. The adverse effects of ineffective 
corporate governance can be more serious in the case 
of financial institutions because the number of their 
stakeholders is much larger and the systemic risks 
are much greater. Corporate governance is about 
authority, transparency, accountability, stewardship, 
leadership, direction and control.  
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