The Corporate Governance System in Banking:
What Do We Know?”

STEPHEN PrOWSE

How does the corporate governance mechanism operate in
banks? In what ways is it similar to the mechanism that operates in
nonfinancial firms and in what ways is it different? What are the
reasons for any differences? Is the corporate governance problem
more ot less severe in banks than in nonbanks, and why? How does
the way the agency problem is mitigated between shareholders and
managers in banks impact on the moral hazard problem between
bank shareholders and deposit insurance schemes? Are there sysiem-
atic differences in the way in which banks are governed between the
major industrialized countries?

These issues have become of much greater intetest to policy-
makers and researchers in all the industrialized countries over the last
decade. Yet until very recently research on these issues has been
relatively sparse. There are a number of reasons for the increasing
academic and policy-maker interest in the corporate governance
mechanism that operates in banks.

First is the continuing importance of the banking sector in all
developed countries. Despite its alleged decline in recent years in a
number of industrialized countries, banking remains an extremely
important industry both for the transmission of monetary policy and
for the channelling of savings to firms and households. In all industri-
alized countries, banks remain the single most important provider of
credit, being responsible for between 40% (in the US) and 85% (in
Italy) of the total credit made available to businesses and consumers
(Table 1). They are also the most impottant financial intermediary in
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TapLe 1

THE RELATIVE IMPORTANCE OF BANKS TN THE INDUSTRIALIZED COUNTRIES
{Lozns from banks as a percentage of total loans aund total credit, 1993)

r Bank loans Bank loans '
as o percentage of iotal loans a3 a petcentage of total credit
us 30 40
UK 92 75
Germany 89 84
Japan 4 49
Traly 89 85

LFtance 85 72 J

Source: Baok for International Settlements (1995). UK. includes building societios as banks. France includes
specialized ctedit instilutions as banks.

the industrialized countties, providing between 50% (in the US) and
92% (in the UK) of total loans made available to borrowers. Thu?,
policy-malkers interested in the efficient intermediation of the nation’s
savings clearly havé an interest in the way in which the banks govetn
themselves, The warning Schumpeter gave in 1939 (p. 116) is still
relevant today:

“[..7 traditions and standards may be absent to such a degree that
practically anyone can drift into the banking business, find customers, anfl
deal with them according to his own ideas [.]I. This in itself [..] is
cufficient to surn the history of capitalist evolution into a history of
catastrophes”.

Second, the dramatic changes that are occurring in thf: financial
systems of many developed countries have increased Fhe interest of
policy-makers in constructing legal and regulatory environments :chat
encourage efficient governance of banks. Many 1.n.dustr1a.1hz‘e.d
countries, such as Japan and Germany, have recently initiated signifi-
cant changes in their financial markets. Others, such as France.and
Ttaly, are considering vast privatisation efforts and concomitant
changes in their financial system. Finally, the ex-communist countries
are putting in place entirely new systems of property rights, business
law, and financial markets. In deciding on how to craft the new
outlines of their financial markets, policy-makers must decide the
optimal way to organize the banking system, whose success is vital to
the economic health of their country - including deciding on a legal
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and regulatory envitonment that will allow banks to be governed in
the most efficient way possible, In doing so, policy-makers clearly
would bepefit from an understanding of the factors that impact on
how banks are governed.

This interest by policy-makers has been intensified by the well
publicized problems banks have cxperienced in many countiies
throughout the industrialized world in recent years. Banking systems
in the US, Japan, Sweden, Norway and Finland have all expetienced
substantial financial distress in the last decade. Indeed, although the
US has often been singled out with regards to its bank problems, the
relative scale of the financial distress in banking has been far larger in
the Notdic countries and Japan (see Bank for International Settle-
ments 1993). Tn all these countries, questions have arisen as to the
cause of such banking problems. The effects of deposit insurance on
bank sharcholders’ incentives to take on added tisk have often been
mentioned. Recently, however, such problems have been linked, in
the US at least, to an alleged corporate control problem in banking.
Similatly, Murto (1994) presents evidence that Finnish banks got into
trouble in the late 1980s by expanding market share too fast, which
might reflect managers’ preferences for size at the expense of profits.
The degtee to which bank insolvencies in the 1980s were the result of
a corporate control problem has generated interest in research into
the efficiency of the governance system in banks.

Third, researchers are increasingly interested in how corporate
governance mechanisms in general vary in different legal and regulat-
oty environments. One line of research has been to examine how
governance mechanisms in nonfinancial firms differ between coun-
tries with different legal and regulatory environments (see, for ex-
ample, Prowse 1995a). Another natural experiment is to contrast the
governance mechanism of firms in the same country that operate
undet different legal and regulatory environments. Banks operate
under substantially different legal and regulatory environments than
nonfinancial corporations and so focus on the differences in govern-
ance mechanisms between banks and nonfinancial firms is a natural
experiment to consider.

For example, regulatory restrictions on the market for corporate
control for banks and the oligopolistic advantages that commercial
banks have traditionally had in issuing insured debt may mean that
important external market mechanisms for disciplining managers -
the takeover and product market — have been significantly weaker for
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banks. The regulatory cnvironment of the banking industry may
substitute to some degrec for the weaker market mechanisms of
corporate control. However, intervention by the regulatory authot-
ities is widely regarded as a more costly substitute for market control
mechanisms, both because of bureaucratic and political problems that
interfere with the efficient functioning of regulatory agencies and
because maximizing sharcholder value (the objective of matket mech-
anisms) is not the same as minimizing the probability of failure (the
regulatot’s objective). The special legal and regulatory environment
of banks is not a phenomenon confined to the US. Indeed, in most
industrialized countries banks have been treated differently than their
nonfinancial countetpatts, both with regatds to the (implicit or ex-
plicit) insurance of their Habilities and the power regulators have over
changes of corporate control in banks. Thus it is quite possible that in
many countries the nature and effectiveness of the corporate control
mechanism in banks differs markedly from that in nonfinancial firms.

The research on the cotporate control mechanism in nonfinancial
firms is vast, However, there has been comparatively little research on
the cotpotate control mechanism operating in banks. Recently how-
ever there has been an increase in research on this topic. The purpose
of this papet is to review the current literature, draw implications for
what we know about the corporate control mechanism in banks and
to pose a number of questions for future research on the topic.

I first present an ovetview of the various corporate control
mechanisms that go to make up a firm’s governance system. I then
consider how the legal and regulatory environment of banks in most
countrics may impede the wotking of a number of these mechanisms,
and cause the way managers are disciplined in banks to be different
from other firms. I then review the research literature on this issue,
stariing with Diamond’s (1984) model of delegated monitoring,
through the early empirical literature on expense-preference behavior
of managers in banking, to the most recent literature examining how
moral hazard and cotporate control issues interact in banking, and
what the most important corpotate control mechanisms in banking are.
While the vast majortity of this literature focuses on US banking, [ will
attempt to bring in evidence on banking from other countties, and
draw inferences in a generic fashion for banking in all countries.
Finally, I look at some issues future research needs to address and draw
some policy implications from the research as it stands to date.

e

|
|
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An overview of corporate control mechanisms

‘ Ever since Berle and Means (1932) and Coase (1937), econom-
ists have realized that all firts — banks and nonbanks — ate not the
simple production functions represented in most microeconomic text-
books, but may be vulnerable to problems involving corporate con-
trol al.’ld external finance. These problems stem from the fact that the
generic firm’s shareholders, managess and creditors cach have differ-
ent preferences over how the firm’s resoutces should be employed
and t%‘lat providers of external finance have imperfect methods of
asscssing what managers are doing with their money, Because infor-
mation asymmetries between shareholders, managers and creditors
mf;tke it impossible for providers of external finance to write contracts
Fmth the firm that guarantee the agent (management) will always act
in the best interests of the principal, managers may have some leeway
to engage the firm in activities that are in their own best interests
rather than those of the firm’s investors. The situation is even more
complicated by the fact that there are almost always multiple princi-
pals in a large firm, such as sharcholders and debtholders, who
themselves have different preferences that can creaie conﬂict;.

' There do, however, exist a number of corporate control mecha-
nisms that comprise the genetic firm’s corporate governance system
‘.chat can prevent the firm from deviating too far from value maximizi
ing policies in favor of one stakeholder and at the expense of others
.Stlglin (1985) emphasizes that the most important of these mechan:
isms involves the concentration with which the financial claims of the
firm are beld. If the equity of the firm is concentrated in the hands of
a few investors, each investor will have sufficient private incentives to
invest in information acquisition and monitoring of management
Further, their large shareholdings also give them the ability to exett
control over management eithet through their voting power or
Fhrough representation on the board of directors, or both, Similatly
if the Flebt of the firm is concentrated in the hands of a few lenders,
these investors will also have incentives to engage in monitoring.! ’

. Absent concentrated claimholding, there are a number of in-
dszect mechanisms with which investors can control management
Dispersed lenders rely primarily on costract terms - the maturity of

1 Of course, as di it 1
X scussed later, deposit insurance may dull these i i
lenders to banks (depositors) ’ e dncentives for
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the loan and covenants — to control bortowers’ behavior, Dispersed
sharcholders rely primarily on #he board of directors to protect them
against incompetent ot shirking management. Boards of directors are
supposed to hire, fire and set the compensation of top management,
supervise their actions, provide advice and veto poof decisions.
Although these control mechanisms for lenders and shareholders can
cleatly operate even under conditions of dispetsed ownership of debt
and equity, they are likely to be mote cffective the more concentrated
the firm’s claims are in the hands of a few investors.
Well-functioning, competitive matkets for managerial labot, for
equity capital and for final product can also be important mechanisms
for encouraging managerial discipline. The managerial labor market
can help discipline managers through the presence of competition
among managers within and outside the firm. The extent to which
management compensation is linked to the profitability of the firm is
also important in aligning the interests of managers and shareholders,
T'he capital markets can also place constraints on managetial behavior.
Management must worry about ihe terms on which capital will be
supplied to the firm. Even shirking managers should desire cheaper
financing of their amenities. The credible threat of a takeover, In which
management is usually replaced, can also discipline managers to act in
shareholders’ interests. Finally, competition in the market for final
product can have a disciplining effect on management by providing
the threat of bankruptcy for firms that arc not fun efficiently by
managers.

So far the discussion has not differentiated between firms based
on their line of business or legal and regulatory environment. But it
should be clear that different legal and regulatory environments for
patticular firms may effect the power and efficiency both of individual
corporate control mechanisms and of the cotporate governance sys-
tem for the firm overall. In particular, the different legal and regulat-
ory environment under which banks operate in many countries may
mean that its corporate governance system is different from that in
nonbanks.

In the US, for example, a major difference in the legal and
regulatory environment for banks is federal and state regulation of
the bank takeover market. In the banking sector, there traditionally
have been significant restrictions on the takeover matket, For ex-
ample, the Bank Holding Company Act (as amended in 1970) and the
National Banking Act generally tequire that the acquiror of a com-
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mercial bank also be a commercial bank or bank holding compan
mergers between nonbank corporations and commercial banlics Yr_
prohibited - and there ate more general testrictions on the Ii'e
of banks by nonfinancial corporations, M
it 'In addltlon', regulz}uon may make-permitted hostile takeovers
within commercial banking more expensive and time-consuming th
in nc?n!oank sectors. Interstate banking tegulations may for exgm fiﬂ
pro.h1b1t many possible bank metgers. In addition, bank taka -
typi(:?lll.y face extensive delays, owing to the requirelilent that t}f]?OV‘?I';TS
scrutmlzf:d by bank regulators and the Justice Departmente}z .
}Sarafdwgfq, Fraser and Furtado 1990). In all, the takeover process Z:E
;st EUI months or'longer. In many cases, these restrictions may make
the threat of a hostile takeover — where speed is usually of the es
~ in commerciaill banking insufficient to discipline managers e
Sucl'.l.restrlctions may also influence the ownership stru.cture of
Fommerclal -banks. Currently, nonfinancial corporations and firms i
important financial sectots such as the insutance industry are Srn
hibited from pwning commercial banks in the US. To a lazge extltjan(:
:)lzelra\zrosirlct.s 10Emeli‘sh%) of commercial banks to individuals ané,l
r commercial banks. To the degree that thi icti
tIlle hlfehhood that banks will have e%luity hoﬁdt?rl: \:S:flfi:;lo; sizl(juces
risk, it also may reduce the effectiveness of one mecghanisnfs mf:
corporate control: the monitoring and oversight performed by sh )
holders motivaied by their large holdings. Yo
. Anoth_er_important factor is deposit insurance. As is the ¢
with any 111n1t.ed liability fitm with debt outstanding, bank stoaie
holders h'ave incentives to take on inefficient risk. I’-Iowever t?he;
Ecr{(()l?:izn; 1118 more (;cgte ailrll cltj)mrnercial banks where stockholde,rs in
di ave traditionally been subject to the distorting incentive
%:;:‘::fpfrr:nrfi tl;e elxlsl,tence of. fixed price deposit insuraice pre'n;]ias.
pese prem ;1 t he:L::it l;n a sul;sldy to bank shareholders that increases
i value with th skiness o the be}nk, .T_hus bank shareholders have
puen stror egmsel cent1vels] to take on inefficiently risky investments that
the wanpa ]:es ];?t ; e cmpense2 of the fieposit insurance fund and
oo ot y: . at back the fund.? In addition, bank lenders (deposi-
ate relieved of the need to monitor bank actions, thereby

2 Risk-h it insue i
of the Pt :Is%iedeppsit insutance premiums were Introduced in the US by a provision
b sy oo thli)osl—:t psurance Corporation Improvement Act in 1993. It is too earl
s has mitigated the moral hazard incentives in banking. ’
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removing any private matket incentives for investors to control bank
risk.

Competition in the product market can play a role in reducing
the extent to which managers shirk from value maximization goals.
Commercial banks in the US have traditionally had stong oli-
gopolistic advantages on the liabilities side of their business — the
issuance of insured debt. This oligopolistic position may have given
banks the scope to be more inefficient in some aspects of their
business, for example, in the degree to which managers follow value
maximizing policies, yet still be competitive with other financial
institutions that have not had the benefit of issuing liabilities backed
by a federal guarantee. However, the advantages from issuing insured
debt for banks likely have declined over recent years with the
emergence of numerous good substitutes, such as money market
mutual funds.

Most of these aspects of banks’ legal and regulatory environment

in the US apply also to other countries. Pradential regulation is
broadly similar across the major industrialized countties, involving
supervision of balance sheet ratios and tisk diversification. Protecting
small depositors is almost univessally accepted as a public policy goal
in the developed world. Although formal deposit insurance schemes
vary widely in theit scope and size across countries, common among
most industrialized countries is the universal unwillingness of govern-
ments to allow large banks to fail. The banking acquisition matket in
most countties is regulated. In Germany, Ttaly, Japan, the UK and the
US bank mergers and interbank patticipations require ptior notifi-
cation and approval by the authoritics (see OFCD 1992). There are
some differences in the regulation of bank ownership, with the UK,
US and Italy generally having more restrictions on the acquiting of
significant equity stakes in banks by nonbank financial institutions of
nonfinancial companies. Overall, however, banks differ from othet
firms in most countries with regard to theit prudential regulation,
deposit insutance, and regulation of the merger market, Thus we
might expect any differences between the way banks and nonbanks
govern themselves to be an international phenomenon.
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Corporate governance in banking — A sutvey of the literature

” Diamond (1984) was the first to address the issue of the corpor-
mongi;)v:rna;nf:e o}f baﬂks (what he termed the problem of delegated
oring) in the theory of financial i iati
: ' ntermediation, I i
o : . In previous
CO::)lrles, an m‘termechary (such as a bank) was delegated thep task of
fromyiin(;ytonr.;fl of loan contracts written with firms who borrowed
. Financial intermediaries had a cost ad i
. ' advantage in collecti
information about the borrowing fi : diror
owing firm because the al i i
e e b e alternative (direct
y individual savers) involved ef icati
to | ither the dupli
of monitoring effort if each | ni veo rider
ender monitored direct] i
( y or a free rider
Stl;(f{k;k;nmtghere no len]d)er monitored because each had such a small
¢ outcome. Diamond was the fir
] the | : st to note that delegatin
Eﬁiﬁg?ﬂ;ﬁg dt?Sk to ai]f mtci;mediary generated incentive pro%jlemi
ediary itself — the “who monitors th. itor?”
for | : 1 onitors the monitor? tob-
tie;}] He exammed. c:ondlu?ns under which the intermediation IEunc-
tlor \:flil:nont Ifl]:t efﬁclent —i.e. where delegated monitoring costs were
0ss cost savi i i iati
o tha g avings of pooling the intermediation
pmbl{:r;n ]glfrlnn(l)?]tils simodeiithere are two ways of controlling incentive
: oring and contracting, An importa
mot ing, nt general feature
zfl énotSt‘ prm?lpal-agent pr}oblems is that if there is little underlying
bEher .amtyr],? }tl en an agent’s Performance can be closely linked to his
banli:l(:;iﬁ hus b;nk dngsitors can use debt contracts to induce
, which are diversified and thus exposed to li i
: h; ittle uncertaint
monitor efficiently those firm i s
s to which they lend
these conditions, financial i iation is cffi e o
, cial intermediation is efficient b
ediz ecause the costs
ﬁf:es(?tfd by tcllle deleg?tc-ed monitoring problem are small relative to
Hs § save b}{ avoiding the duplication or free rider problem
o owevet, this does not necessarily mean that the delegated
ot dormg problem d_oeg not involve large costs in and of itself. Even
Diamo(;e;’ not, dthellre is in any case the question of how applicable
Hamen s mo el is to th'e institutional and regulatory environment
o b ms in many countries today. Diamond’s model requires that
pane - agagﬁrs can be given the correct incentives to monitor ef-
ent y Yh aving debt contracts with depositors. That is certainly
e s £sl<13l with most banks in most countties today - the lion’s share of
additionzlnce Clomes from deposits.. However, there are a number of
real wotld complications that cloud the applicability of
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Diamond’s result. The first is deposit insurance which Diamond does
ot consider in his model. Deposit insurance, which explicitly ot
implicitly exists in most major industrialized countries, removes de-
positots’ incentives to penalize banks through higher deposit rates if
the bank does not monitor its loans efficiently. It also gives share-
holders incentives to take on excessive risk. The second is that in
many countries (sach as Japan and Germany) banks hold equity in the
firms they monitor as well as debt. Whether these differences are
material in changing Diamond’s result is hard to say. In the end, the
Diamond model can tell us little about the severity of the corporate
control problems in banks in practice -- empirical evidence is required
on the issue, which we are only just starting to accumulate.

There is in fact only a relatively small amount of empirical
literature, particularly of recent vintage, that attempts to document
the existence of corporate control problems between banlk share-
holders and managers. Much of the catlicr literature uses data from
the 1970s and earlier and thus has an uncertain televance to the
banking industry as it now is configured, However, a recent surge in
cesearch on this issue has added to our understanding of how the
corporate goVernance mechanism in banks operates and whether

there is a corporate control problem in banking today.

The eatly literatute: expense-preference behavior

The catly literature on this topic can be dated from Edwards’
(1977) analysis of expense-preference behavior in banking. Edwards’
study on the telationship between product market structure and
expenditures on items for which managers are decmed to have a
preference spawned 4 qumbes of similar studies such as Hannan and
Mavinga {1980), Smirlock and Marshall (1983) and Akella and
Greenbaum (1988) which focused on the relationship between prod-
act market stracture, the degree to which managets could act in their
own interests as opposed to those of their shareholders (managerial
dlack), and the firm’s behavior.

This easly literature had a pumber of common characteristics.
Pirst, it explicitly offered Williamson’s (1963) expense-preference
theory as the alternative hypothesis to the neoclassical theory which
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repr i i ti
SO]; efi(;rizd thle ﬁ:}l:l a;; a s}mple production function. In the William-
wortk, the firm’s managers maximi ili
_ ize uiility rather th
profit and managets have a positi f o
; positive preference for expendi
items such as staff size, office furnishi D sness of the
; rnishings and the huxuri
o )0 uxuriousness of the
. When circumstances allow, ma i
Gom's premises. low, managets increase expen-
items beyond the levels justifi i
aiture ' justified by profit max-
1 ‘ : ax
ttﬁlézznzl:? E'he clflcumstan;es which make such behavior possible are
aration of ownership from control i i
: and impertfections in th
goods and capital markets. Und itd .
. er these conditions, the ¢
1al ; osts to
i};ﬁho]id}elrs ‘?f percelving and taking actions against n,onprofit maxi-
i 1 g(;i ehavior by managers may significantly limit the likelihood of
e rS oing so in all but the most egtegious cases.
L leconz{l, 1the general method of the studies was to specify a
, L
o E Ifdil:lo el of the‘banks input decisions, then to regress bank
adgitionlsre on such inputs against a variety of control variables in
addi 0 a measure of product market structure (typically a concen-
I Otéflngstlll(;; and a measute of managerial slack (typically a measure
concentration, or a dummy variable b
: e based on such a
E(;as?e)}.l T}llle hypothesm was that managerial expenditutes on inputs
Ofﬁw ich they were assul.n‘ed to have a preference (such as staff and
o c;re:(cipe?ses) xlnreref posl}‘ilvely related to the degree of monopoly in
oduct market for the bank’s out
. _ ' put and the degtee of mana-
%e:ézl ]s;lack 11; ;gg)bsﬁlk itself. Thus (with the exception of Akella and
nbaum the studies focused on Y i
on managers’ input decisi
specifically staff and office o
: expenses. There was in particul
consideration of output effects, i i se-proference
s, 1.e., the impact of
Sonsideration of o , Le., expense-preference
size of the firm, or the riski irm’
pehavior on the irm, skiness of the firm’s cash.
. on, the studies often made r i
s. In ' ather simple, ad hoc
gl:lisiglctlo.ns Off banks into owner or manager controlled c;,tegories
¢ basis of a single measure such i
on the basis as the degree of ownership
bank;lj'lril:lljly‘,[ CEWIFh' the exception of Akella and Greenbaum 1988)
ut decisions were based on a model of inancial fi
o ! el of a nonfinancial firm
whict emlzlloye.:d standard assumptions concerning neoclassical de:
functi’ production and market relations, a Cobb-Douglas production
exogezn, al c?instant elasticity market demand schedule and an
eously determined market sha i
te for the firm, Such i
N ' e . Such studies
el thléeizlﬁi)j'e in fact joint tests of the expense-preference hypothesis
ity of the underlying model in capturing the essence of
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the banking firm, and were thus vulnerable to errors in modelling
true banking behavior.

Edwards (1977) was the fitst in this literature. As mentioned
above, Edwards used a simple model of the firm to estimate 4
reduced-form demand for labos. He then applied this model to a
sample of banks in the mid-1960s, classifying banks as either monopo-
listic or competitive according to whether theit product market
concentration ratios were above a particular threshold level. After
controlling for a variety of factors, Edwards found that monopolistic
banks had higher labor expenscs and larger staffs than competitive
banks. While his focus was on the impact of monopoly power {rather
than ownership structure) on the degree of expense preference,
Edwards nevertheless argued that his results indicated a degree of
managerial freedom from the profit maximizing tenet sct down by
sharcholders.

Hannan and Mavinga (1980) extended study of this issue by
looking at how input expenditures differed between banks that were
classified as owner controlled versus managet conirolled. In this study
an ownet controlled bank was arbitrarily defined as one in which the
largest shareholder held a greater than 25% stake in the bank.
Manager-controlled banks were lassified as those where the largest
shareholder had a 10% or less stake in the bank. Hannan and
Mavinga found that — consistent with the implications of expense
preference behavior - manager-controlled banks operating in
noncompetitive markets spent more on items likely to be preferred by
managets, such as total wages and salaries, furniture and equipment
expenses, and expenses associated with the bank’s premises, than did
owneg-controlled banks in the same situation.

Smirlock and Marshall (1983) related the degree of expense-
preference behavior by managers to a bank’s size and complexity.
They argued that as bank size increased the optimal level of share-
holder ownership concentration of the bank fell as the bank’s de-
mands for capital surpassed the wealth of any few individuals. In
addition, they argued that size and complexity were positively cotre-
lated — as bank size increased it became mote difficult for outside
shateholders to monitor managers to ensure profit maximization.
Thus, larger banks necessarily incurred larger agency costs than

smaller banks, and some of these costs are reflected in greater
expense-preference behavior by managers. In a sample of 97 banks in
1978, they found that expense-preference behavior did increase with
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E:;k slze, an‘d that inclusion of the size variable for banks in fact
0;:; 1?ny influence on such behavior of product market structure
" ice a an(g Greenbaum'(1988) further cxtended the Edwards
" ayﬁtlll a 1}ulmf, er of ways. irst, they used a simple stochastic model
of 2 f Egaa dIrm (af' (leposel;i to a model of the nonfinancial firm
wards applied to banks) to model the 1
_ Hdwards appli oan suppl.
financial intermediaries. Second, they focused on the elf)fiti I())};
expe.nsg-preferet.lce behavior on the owtput of the financial intermedi-
?;);eiag fez sl;an‘ t1ts c%mlce oj i{aputs. In particular they focused on the
osits taken and loans made by the indivi inanci
. ; ; y the individual financial
E:termedlhalry, arguing 'that managers preferred to work for larger
ms as this tenfied to increase their salaries and the staffs under their
1s;.uperv1s1on. 'Th1rd, they examined differences in output choices be-
weenltwodkmds of savings and loan institutions from 1978 to 1982:
ﬁz;fw and sﬁoc% savings and loans. Mutual savings and loans are b§;
owned by depositors, but they have no ow ip ri
ned o1, nership right
respcl)lnSIblllt}es. .No residual claim attaches to ownerslﬁp gndS r?(]):
gilrc as: pfrlce is f1'equ1red for the stake. The depositor has neither
rospects for profit or loss (if protected by deposit i
‘ ! t insurance) and
cannot dissolve the firm. The le Vs incor
. . gal owner’s incentive to monitor
?atllagle.m.ent is consequentlly minimal. Stock savings and loans are
lyp.l:l:a 1]011nt‘ stock corpotations where individual equity owners have
residual claims :etnd voting rights, and therefore some incentive and
ﬁfu\szl té)&riﬁonltosl (Iinanagers. Akella and Greenbaum found that
s tended to expand deposits and loan i
ual & s b
maximizing levels as predicted by their model. eyond profi
litemil::s?atnbanddRhoaﬂes (c11980) was the only study in the catly
ot based on the Edwards’ methodology. Th i
over 1400 US banks in 1975 and 1976 e ratined
to see if profit rates and
and growth were related to the i  bank -
g ownership structure of the bank
specifically whether the bank ntrolled.
‘ ank was owner- or manager-controlled
00£wtr11lers]l;1p1control was defined as where the greateptl’fanﬁ% owners'
Othefw iss;ntril ogneﬁl a cczlmblneéi equity stake of greater than 60%
e bank was deemed to be controlled b i
ise y managers. Th
;ers(,)uflitt:s rmtdlcaltled that owner-controlled banks tended to hﬁve hig}fel:i
ates than manager-controlled banks, H h
manager control on other h i e e et o
ypothesized goals of managers (gro
rol th
?}I:ed ;?fst pert;nsslveness) was not as clear. In addition, thfy fOlEIgld glat
e s 0?cts of owner control wete not evident until a relatively high
ownership concentration existed, a level that only small banks
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experienced. Large banks in general exhibited behavior consistent
with being under control of managers.

The main conttibution of this eatly research was to demonstratc
that measures of managerial slack in banks were generally positively
correlated with managerial behavior that was inconsistent with profit
maximization. However, such studies did not focus in detail on how
or why the corporate governance system allowed such managerial
slack to exist. Nor did they focus on types of managerial behavior
other than increased expenditures on perquisites, that might be of
morte interest to regulators and policy-makers, such as the effect of
managerial slack on bank tisk taking. Such research would however
soon be spurred by the developments in the 1980s.

The recent literature: corporate control and moral hazard effects on
bank risk taking and alternative mechanisms of corporate control

The more recent literature has two distinct strands. The fitst
builds on the ecatlicr literature by looking to see if banks with
measurable differences in managetial slack exhibit differences in
behavior. Saunders, Strock and Travlos (1990}, Allen and Cebenoyan
(1991) and Gorten and Rosen (1995) ase important wotks in this area.
The analysis in these studics, as one might expect, is somewhat mote
sophisticated and more of interest to policy-makers and regulators
than the eatlier literature, in that the focus is on the effect of
managerial slack on bank risk taking. Second, these studies address
the issue of how the corporate control and moral hazard problems
interact in banking and what incentives are the most important in
determining banks’ behavior. Finally, there is an effort to examine the
issue of whether corporate control of moral hazard problems were
the most important in contributing to the problems banks faced in the
1980s.

Much of this first strand of literature measures managerial slack
by the size of managetial ownership of equity in the bank (inside
ownership). Of course, the relationship between managerial slack and
insider ownership is complicated since, over some range of equity
holdings, increasing managers’ equity stakes may increase their incen-
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tives to act like shareholders, and over other ranges it may simpl
increase their ability to tesist outside shareholder monitorin ySe: el?:a)i
-:stufhes of nonfinancial firms find a nonlinear relationshipgi)et\:reen
1ns1d'e1' ownership and firm value, reflecting this trade off. Morck
Shleifer and Vishny (1988) find that as insider ownership inci‘:eases u ’
to 5%, ,managers’ incentives become incteasingly aligned with sharep-
holders . Between levels of 5% and 25% however, increasing insider
ownership simply increases management’s degree of enttenchment
From :25% up, increasing insider ownership acts to align mana emené
incentives with shareholders once again. A number of studiesg find a
islmll)larkl:'elati‘onshig between managerial slack and insider ownership
}I.‘:; as:? (11n9g9,51)r-1c1ud1ng Gorton and Rosen (1995) and Anderson and
. The second strand of recent literature looks more closely at the
differen't elements of the corporate governance mechanism in banks
attempting to find evidence on which elements are the most import:
ant and which are the least important in disciplining managers. One
patt of this litetature compares bank behavior in the differont legal
and regulatory environments found in different US states. It tal%es
Edvantage of the fact that banking in the US traditionally has been
.balkamzed” by state regulations which create variations across states
in the degree to which the market for cotpotate control is allowed to
opetate. Historically, most states did not allow mergers or any sort of
branching activity across states in an attempt to preclude banks from
other states competing in the home state market. Starting in the
197033, however, a number of states relaxed such restrictions, thereb
creating the potential for a “natural expetiment” between ,banks irz
states in which the corpotrate control matket was precluded b
regulation and banks in states in which the corporate control mark {
was substantially more active. )

. Much of the empirical work in this atea revolves around testin
variations of the “substitution hypothesis™: that is, do different elg-:
El;ll-el:,tsed thehbank’s corporate governance system act as substitutes
for_ o isan;: lejj (i[r;) partlculr'ar, whete the matket for corporate
o precluded by regulatlc‘m, do other corporate control mech-

ersfms (such as t_he le.vel of direct owner monitoring or the pay-
fhe ggr::;c;nrelauorﬁhlp for managers) play a more important role in
fhe goven thc;a mechanism? If so, the effects of such regulation may
faced b bani serfere on the Ox{erall corporate governance problem
ts. If not, banks in states that do preclude takeover
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market activity may face a substantially mote severe corporate govern-
ance problem than banks in other states. James (1984), Brickley and
James (1987}, Schranz (1993) and Hubbard and Palia (1995) ate
important works in this area.

Another patt of this second strand of literature compares bank-
ing as a whole with nonbanks, taking advantage of the different legal
and regulatory environments banks and nonbanks face. In particular,
such studies attempt to see if the “substitution hypothesis” applies
across industiies, and uses the fact that federal regulation impedes
takeover matket activity in banking compared to nonbanking. It
investigates whether corporate control mechanisms other than
takeovers play a more important sole in banks than in nonbanks. If
so, then the governance problem in banks may not be substantially
different than in nonbanlks. If not, then banks may face a more severe
governance problem than other firms. Prowse (1995b), Houston and
James (1995) and Crawford, Ezzell and Miles (1995) are important
works in this area.

The two strands of literature are largely complementary. While
the first strand attempts to find evidence of a corporate control
problem in banks in the 1980s, the second tries to identify the aspects
of commercial banks’ corporate control mechanism that may be
deficient and why these deficiencies may occur. 1 look at each of these
strands in turn.

Bank acquisitions, motal hazard and bank problems in the 1980s

There have been numerous studies since the mid-1980s which
extended the question of whether corporate acquisitions ate in the
interests of shareholders to the banking industry. The studies that
focus on the stock value performance of the bidder in the post-
acquisition announcement petiod have mixed results. Some indicate
bank acquisitions are value-enhancing, others indicate they are value-
reducing, still others indicate they are value-neuiral.” However, a
oumber of other studies provide evidence that at least some acqqui-

3 See for example Bertin er al. (1989) for evidence that acquisitions are value
enhancing, Cheng, Gup and Wall (1989) for evidence they ate value reducing, and Neely
(1987) for evidence they are value neutral.
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sitions in banking are motivated by managerial preferences that are

. inconsistent with value maximization. For example, since managers,

unlike shareholders, have an undiversifiable stake in the bank that
e.m.ploy? them, they may wish to pursue non-value maximizing acqui-
sitions in an effort to reduce risk. Beatty, Santomero and Smirlock
(‘195_47) find that ptior to the acquisition, acquiring banks tend to be
riskier than do targets, suggesting a risk reducing motive for bank
mergers. Dubofsky and Fraser (1989) find evidence of overbidding in
bank mergers, Finally, Allen and Saunders (1989) document a tend-
ency for bank managets to putsue temporaty increases in size even
when contrary to shareholders’ wishes.

In one of the most recent and accomplished studies, Allen and
Cebenoyan (1991} examine the relationship between bank acquisition
strategy and bank ownership structure. They model the incentives for
bank.managers to acquire other banks, Managers maximize a utility
function subject to parameters set by shareholders, including the
degree of ownership concentration by shareholders and the degree of
management ownetship in the bank. They find that banks with
entrenched management (i.e. banks with low shareholder ownership
concentratior} and high management ownertship) tend to engage in
the most active acquisition programs, consistent with the view that
such programs ate designed to increase the perquisites available to
management (which vary directly with the size of the firm) rather
tl:lan to increase profitability. They also find evidence of positive
bidder returns only for those banks with management that is not
entrenched. Their evidence suggests that a reason for the mixed
results of those studies that investigate whether bank mergers are
value-enhancing or reducing may be those studies’ failure to take into
account the degree of managerial slack in the bank.

The corporate control issue in banking is complicated by the
moral ha}zard problem. The moral hazard view of banks assumes that
all lending and borrowing decisions banks face ate made in the
shar?hs)lders’ interests. Of course shareholders have incentives to
I;i}:it:{uzde bthehvalue of the (fixed rate) deposit insurance subsidy
pro \)E(:/ hﬂy the government. Th‘ey can do this by taking on excess
mak'in the CII: c lmoral' hazard. view assumes that shareholders are
pal gh e decisions, in practice .of course it is the managers of the
: al}i who make the lending decisions, and they may act more or less
1; ine with sharehc_)ldelzs’ wishes depending on the efficiency of the
governance mechanism in existence. The moral hazard view of bank-
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ing has dominated the academic literature for many years, but the
tecent rise of corporate control issues in banking has complicated its
message somewhat, The empirical question that atises when corpot-
ate governance issues are introduced is how the sharcholder-manages
conflict in banlks has manifested itself in the risk taking behavior of
the bank.

Saunders, Strock and Travlos (1990) investigate the relationship
between bank ownership structure and risk taking, They argue that
banks with less managerial slack have greater incentives to take on
risk than banks with greater managerial slack, owing to the incentives
provided by fized rate deposit insurance. They find that banks with a
higher degree of management ownership — which they classify as
banks with lower managerial slacl — are somewhat riskier when risk is
measured by various capital market measures. In addition they find
that this relationship becomes stronget in periods of deregulation.
The interpretation of their results is somewhat questionable however
because they do not take into account the non-monotonic relation-
ship between manager shareholdings and managerial slack that has
been documented for banks and nonbanks.

Gorton and Rosen (1995) tty to distinguish between the moral
hazard and corporate control explanations for US banking problems
in the 1980s. Tn particular, they try to explain why well-capitalized
banks would take on excessive tisk.* They formulate a model where a
corporate control problem is the ptimary reason for such behavior. In
their model, when investment opportunities for the banking industry
are declining (as they argue was the case for banking in the 1980s),
bank managers may have incentives to take excessively risky actions in
an attempt to persuade shareholders that they are good managers.
They present evidence that entrenched managets may be a more
important problem in banking than the motal hazard associated with
deposit insurance. In a sample of well capitalized banks in the 1980s,
the authors find that, after accounting for the non-monotonic re-
lationship between insider ownership and managerial entrenchment,
banks that ate charactetized as having managements that are rela-
tively frec from outside shareholder control make the riskiest and

most unprofitable investments. These results are consistent with a

4 The authors do not take issue with the argument that when capital ratios are low,
both managers and shateholdets may have incentives to take risky actions under fixed-
price deposit insurance. Gorton and Rosen focus on the guestion of whether such
incentives also exist for well-capitalized banks.
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cotporate control problem being at the heart of bank behavior in the
1980s, but are not consistent with the moral hazard model, which
would suggest that banks with the leass amount of manageri,a\l slack
should take on the riskiest projects. Gorton and Rosen conclude that
for WF.EH (;?pitalized banks the corporate control problem was a serious
S:;it:]lizi CE 1980s and a proximate cause of banks becoming low-
Houston and James (1995) provide additional evidence against
m9ral hazard being a large problem in the 1980s, They find little
evidence that compensation policies in banks were structured to
promote excessive risk taking by managers. In a sample of banks in
tl}e 1980s, they find that factors influencing compensation policies
did not filffer markedly from nonbanks that were not subject to moral
h?zard incentives. Further they find that thete were no significant
differences in top management pay packages at troubled banks than at
healthy banks. If moral hazard was a problem one would expect that
tFoubled banks would have given their managers much more incen-
tives to take on risk than healthy banks. Similatly, Crawford, Ezzell
a.n!d.Mlles (1995; hereafter CEM) find that pay—performan’ce sen-
sitivities for top management did not differ between high and low
capitalized banks in the 1980s. However, they also find that pay-
Performance sensitivities for top management increased signiﬂcanti,
in the late 1980s.” This is consistent with a motal hazard view if ch
value of the put option associated with deposit insurance increased in
the .late 1980s and led to shareholders providing CEOs with more
e.qulty—based i'ncentives to encourage risk taking. However, an alterna-
tive esiglanatlon is that bank deregulation in the 1980’3 expanded
banks’ investment oppottunity set and managerial discretion over
what asseis to invest in. If so, the appropriate response by share-
holdefs would be to %ncrease the use of equity incentives for manage-
Ee(ilt in order to mitigate the potentially greater discretion managers
ad to engage in non-value maximizing policies. CEM find that
pay?peFformance sensitivities increased equally for low- and high-
capitalized banks, suggezstin'g that the purpose of such increases was to
encgllzrage v;nalalth creating investment activity and to mitigate agency
Lr)::)h emhs arising from increased discretionary powet for management,
er than to encourage managers to take on excessive risk,

3

ke ?:Cl:.ii;lﬂ(llo'ust%n and James also found that the use of equity-based incentives for

oo 2 ;lé’l the late 19805 compared to the early 1980s, they found this had no
pay-performance sensitivities between the early and late 1980s.
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While much of the recent literature on this topic is still open to
challenge, it has at least opened the following questions up for
further research: i) Has moral hazard been overemphasized as an
explanation of the complete story for the problems faced by banks in
the 1980s? i) Are corporate control problems a competing expla-
nation fot bank risk taking and bank metger activity? If so, then the
question arises as to what specifically are the failings of the cotporate
governance mechanism in banking. This quesiion is examined by the
sitand of literature that focuses on alternative methods of corporate
governance in banks,

Alternative mechanisms of corporate control in banks

James (1984) was the first work in this area. He investigated the
relative importance of the matket for corpotate control (the takeover
matket) as a govetnance device in banking, by looking at the effect of
different legal restrictions on bank acquisitions in different states. A
sample of banks from 1979 was divided into two groups: the first
group consisted of banks in states where regulation largely precluded
bank acquisition activity (nonacquisition states); the second group
consisted of banks in states where a more active acquisition market
existed (acquisition states). James then compared the petformance of
banks in these two groups. Following Edwards, James assumed that
managetial slack manifested itself in excessive bank expenditures on
salaries and wages and occupancy expenses. His results were a strike
against the substitution hypothesis: James found that bank salary and
occupancy expenses and total bank employment were lower in acqui-
sition states than in nonacquisition states. James concluded that other
mechanisms of corporate control did not substitute completely for the
absence of a takeover market.

Brickley and James (1987) examined the relative importance of
the market for corporate control, the independence of the board of
directors and the degree of ownership concentration as governance
devices in banking. They compased the composition of bank boards
of directors in acquisition and nonacquisition states. They found that,
contrary to the substitution hypothesis, bank boards were substan-
tially more independent in acquisition states; further, that bank
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owne-rshlp concentration was #o higher in the nonacquisition states
than in t}‘m acquisition states. However, in support of the substitution
Pypothesls, for banks in the nonacquistion states they did find an
inverse r.elationship between the degree of ownership concentration
and Fhe lttdependence of the boatd of directors, They found no such
relationship for banks in the acquisition states. They in addition
found that_ managerial consumption of perquisites displayed an in-
verse relationship with both ownership concentration and the inde-
pendence of the board in banks in nonacquisition states. They con-
cluded that the function of outsiders on the board of di.rector}; ma
vary systematically depending on the nature of the market for (:orpol:)j
ate control: where this market functions freely, outside directors ma
serve lffss of a governance role and mote of a strategic plannin 03;
consulting 'role.ﬁ Where this market does not function freely thengthe
concentration of ownership and the role of outside direcl:ors’ma 1
a substitute role in governance, Y

Schranz (1993) made similar findings. In a study of banks in the
late 1970s and mid-1980s she found that banks in states with less
burdensome takeover regulations were mote profitable. In states
?vhere takeover activity was more restricted, Schranz observed the
increased use of other corporate control mechanisms, such as concen-
trated equity ownership and management ownership of stock, but
thesc‘a al!:eémative mechanisms appeated to have a smaller effeét on
profitabﬂxt}_,f and therefore did not completely compensate for the
more restricted merger environment. Similarly, Hubbard and Palia
(1995) found that in states with a more competitive bank merger
market, CEO pay was higher and more tightly related to perform-
ance, contrary to the substitution hypothesis.

fl\ll these: studies suggest that the different elements of govern-
ance in 'bankmg, i.e. an active market for corporate control, direct
monitoring by large stakeholders, an independent board an,d tight
pay-performance relationships for managers are all important devi{ies
fm;i controlling managerial behavior but are not perfect substitutes
:L}r]l m;y.ha\_re complex {elationships with each other. In particular

e substitution hypothesis does not appeat to be the rule in banks. ’

_—

¢ See Fama and Jensen {1983).
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Corporate control in banks versus nonbanks

A number of recent studies compare and contrast the governance
mechanism in banks and nonbanks. In my 1995b article, 1 examined
the relative importance of different methods of corporate governance
in banks by recording how many bank holding companies (BHCs) in
my sample underwent 2 change in corporate control by hostile take-
over, friendly merger, management turnover by the board of direc-
tors, or intervention by regulators from 1987 to 1992.7 T found that
the relative importance of these different methods differed dramati-
cally with that of a sample of manufacturing firms in terms of the
relative frequencies of the various control changes (Table 2). While
the frequency of fotal corporate control changes were roughly similar
actoss samples, market-based corporate control changes (excluding
changes owing to regulatory intervention) wete about two-thirds as
frequent among BHCs as they were for manufacturing firms. While
friendly mergers were slightly more frequent among BHCs, hostile
takeovers and management {UINOVEr WeIC martkedly less frequent.®
Hostile takeovers were less than 20% as frequent among BHCs than
among manufacturing firms. However, management turnover by the
board was half as frequent in BHCs as in manufacturing firms. Thus
the lower frequency of hostile takeovers among BHCs did #of appear
to be reflected in a greater tendency by boards to remove manage-
ment at BHCs than at manufacturing firms. Indeed, boards at BHCs
were less active in removing management for disciplinary reasons.

Why might this be the case? One reason may be because boatd
outside directors appear to take larger stakes in nonfinancial firms
than in banks.? Thus boards conceivably may be weaker in banks

7 Regulatory intervention is & response fo poot petformance in some aspect of the
BHC's operations, and involves a vatiety of actions, including divecting cutrent manage-
ment to attain specific capital ratios, suspend dividends or rectify loan quality problems,
ol even replacing current management. Regulatory intervention can thetefore be seen as
a “last resort”, non-market based, external mechanism of cotporate control,

s However, I found little evidence of the disciplinaty role of friendly metgers, which
appeared to take place primarily among BHGs that were performing well. T concluded
that the main motivation for friendly acquisitions were for reasons other than corporate
control, such as the desite to diversify opetations of capitalize upon another bank’s
customer base.

% Byrd and Hickman (1992) found the mean and median equity stake held by boatd
outsiders in their sample of nopfinancial firms was 2.0% and 0.08% respectively, com-
pared to 1.0% and 0.05% for my sample of BHCs.
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Tasre 2
FREQUENCY OF ALTERNATIVE CORPORATE CONTROL CHANGES
(% of total sample)

In 454 nésll;;lfacturing In 234 bank holding
H companies

Management turnover 205 10.3
Hostile takeover 8.8 1,7
Friendly merger 7.3

Market-based control changes 36.8 :Z;
Regulatoty Intetvention - 19.2
Total control changes 36.8 41,9

Sources: Manufacturing firms: Morck, Shleifer and Vishny (1989), Bank Holding Companies: Pr (1995h),
N OWse .

becafuse outside directors hold less equity and are presumably 1
motivated to impose disciplinary measures on management Whyt o
the reason .for weaker boards among BHCs, when combint;d '2hevT:Tr
regulatory impediments on hostile takeovers, thus they ma ‘ZI t"be
ute o a corporate governance mechanism in banks 3;hat yis (:lttﬂ —
efficient at disciplining managers as those mechanisms in nonbanlzs ®
T of course did not look at all the potential elements of :ch
g?vernffmce mechanism. In particular I did not consider the strengtg
cean i})gi—tﬁr;ieerf;in?ce‘ management_ col'npensation packages. Consist-
ot with 1) SenSi;si itution hypothesis, it may be that banks have a
wsers than o nonbanis A number of sincies T looked st the
; nks. A 1 er of studies have looked
ﬂ:q; }ieggn:;r;ce reéanonsmp for top managers at commercial ?atartlllz
e (19,95) E{g them Barro and Barro (1990), Crawford, Fzzel and
(199%). Thets e of diffrent methods, difcent sunge poinds and
different measures of compensation?njice li:luemnt e
o ' . em hard to compatre with
theh rgi;lilrel:r ;ﬁ;ln \th?o(;il':]eg %ﬁzﬁoils] _studies onhnonfinancial f?rms. But
coming is research to date is that -
Eflfftt?:tniﬁl: zzillsgtlvllty in banks does #o¢ seem to be too diffef:):rylt
ot Ly nonk a];n s, Barro and ]?xarro (1990, p. 62) find that their
and perfor etween growth in top management compensation
mance of the bank was “consistent in a general way with
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Mutphy’s (1985) findings for top management in manufacturing
firms”. Houston and James (1995) explicitly compare management
compensation packages between 134 commercial banks with 134
nonbank firms from 1980 to 1990. They found that on average there
was little difference between the sensitivities of total compensation to
firm performance for the two groups of firms. Both ITubbard and
Palia (1995) and CEM report total compensation sensitivities that
appear generally higher than those reported for the. sample of
nonfinancial firms in Jensen and Murphy (1990), but the methods and
definitions of compensation ate sufficiently different to make such
comparisons unmeaningful. Overall, we ate left with the impression
that there is no hard evidence to suggest large differences in the
pay-performance sensitivities of top management in banks as opposed
to nonbanks. '

Of course, the willingness of managers to follow shareholders’
wishes depends in addition to potential rewards, on management-
borhe costs of poor performance such as dismissal. As discussed
eatlier, in my 1995b atticle, I found that management turnover by the
board of ditectors in banks was markedly less frequent than in
manufacturing firms. Flouston and James (1995) find no difference in
fnanagement turnover rates between banks and nonbanks.'® Thus it
appears that management-bosne costs of failure are at least no highet
in banking than in nonfinancial firms.

How do we sum up what we have learned from recent tescarch?
Two points can be made. Fist, the simple interpretation of the
Diamond (1984) model does not scem to be borne out by the
empirical literature, From the earliest study on the corporate conttol
mechanjsm in banking to the most recent, we have evidence of
cotporate control problems in banking, based on the fact that a
number of corporate control mechanisms are not allowed to work
freely and that other mechanisms do not compensate completely for
this. Howevet, how big a problem this is in practice is very hard to
say. Second, the most important practical effect of any governance
problem would appear to be on bank incentives to take risk, not on
managers” tendency to spend mote on perquisites. Thete in particular
is quite a lot of evidence suggesting that moral hazard was not the

10 Houston and James define management turnover as amy change in the CEO,
whether it be voluntaty tesignation, or dismissal by either the board of directors or by
segulators, Their results are therefore not necessatily in contradiction to those of my
1995b artlele.
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E:lmary cause of the initial bank problems in the 1980s. The role of
e governance problem in explaining this phenomenon has been put

forward as a tentati ;
ative h i .
nation. ypothesis and is worthy of further exami-

Research from other countries

There is' very little academic research on the corporate govern
ance mechanism in banks in othet countries besides the US waever"
we do know that the legal and regulatory environment of banks in
many other countties is quite similar to that of the US in terms of th
effect on particular corporate control mechanisms. In particular the
regu-latory environment in most industrialized countries discoura :
]'nostlle’ta.keovers, and de facto deposit insurance schemes in mg ;
industrialized countries tend to relax depositors’ incentives to mo(:}t
tor bank management and increase bank shareholders’ incentives t :
take on added risk. Finally, even more so in non-US countries banlo
are often placed at a competitive advantage relative to other c,:or N
ate and consumer lenders such as nonbank intermediaries and COIPOI‘"
ate securities markets (see Prowse 1995a). While this does not uafr)orh
tee that the governance mechanism in banks in other (:c'ulrltrie;g wo?lr:-
identically to that in the US, it does make it likely that the gr :
nature of the corporate control problem faced by banks in g}?SS
countries may be qualitatively similar,!! e
. .lOne indication o'f this is that bank ownership structure appears
similar across countries and is quite diffuse, at least relative to
ilonfmancml firms in the same country (Table 3). For example, the 5
izr?:si; 1sl]nl:,:rel:(}ilolders of the largest 18 banks and bank trust com)panies
bankp lessothaznha\ifraghe only 15.7% of the outstanding shares of the
nonfi:n o alf what the largest 5 shareholders of the typical

ancial firm in Japan hold.'® The pattern appears similar for

" T do not incl i
clude het X i i
owned. e countries where the banking system is largely government
2Tn 1 : i
] org:n‘i:::teis the glgest sharcholder is a life insuter. All life insurers in Japan ave
cotpims ezt 0;131.01 iven mutual organizatiens may be patticularly susceptible to
problems {see, for example, Akella and Greenbaum 1988), this suggests

that bank mana Vi
efnent ili X i
lue. £ may not have diligent shareholders expeciing them to maximize
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TaBLE 3

OWNERSHIP CONCENTRATION IN BANKS AND NONFINANCIAL FIRMS
(% of the firm owned by the largest five shareholders)

Banks Nonfinancial firms

us 17.3 ' 254

UK 15.3 209

Japan 157 331

Germany 27.0 41.5
Sources:
Us: Banks: Allen and Cebenoyan (1991} nonfinancial firms: Prowse (1993a).
UK; Banks: calculated from the latgess 3 UK banks' anoual reports; nonfinancial flrms: Prowse (1993a).
Japan: Banks and nonfinancial firms: Prowse (1995a).
Germany: Banks: caleulated from the latgest 3 German banks” annual reports; nonfinancial firms: Prowse

(19953},

US, UK and German banks — ownership is markedly mote diffuse
than their nonfinancial firm counterparts. This would appear to be
prima facie evidence that, at least in these countries, the primary
governance role in banks is not likely to be played by the direct
monitoring of large active shareholders. In other words, the restric-
tions of the market for corporate control for banks is not being made
up for by greater direct shareholder monitoring.

In one of the few studies of corporate control issues among
non-US banks, Forbes and Molyneux (1994) examine the wealth
effects of merger announcements of European banks from 1989 to
1992, They find significantly negative wealth effects for shareholders
of bidding banks in such transactions, suggesting that much of the
merger and acquisition activity over this petiod was not in the
bidding bank’s shareholders’ best interests. In addition, they find that
bank mergers initiated by continental European banks had signifi-
cantly greater negative wealth effects than those initiated by UK
banks, They suggest that the governance system operating in conti-
nental European banks is not as sensitive to shareholder interests as
that operating in UK banks. If we assume that the governance
mechanism in UK banks is closer to that of the US than is the
governance system of continental European banks — which is certainly
the case for nonfinancial firms (see Prowse 1995a) — then this suggests
that cotporate control problems may be even greater in non-Anglo-
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Sax i
axon country banks. However, until more empirical rescarch is

Issues for future research and public policy implications

As me:n‘tioned previously, one obvious ates, for future research is
mote empirical analyses of non-US banks. Do the regulatory con-
straints on their corporate control mechanisms have the same iym act
on their governance system as in the US? Is there evidencel:) f
dlfferent. behavior between non-US banks with different dectees gf
manag‘erla‘l slack? Another issue of topical interest is the infreasin
f:orflsolldatlon of banking, both in the US and Europe. To what exten%
is increased merger activity the result of managers seeking to maxi-
mize shareholder value or simply build empires for themselvesy
Fipally, more analysis of the interaction of moral hazard incenti
and corporate control issues is needed. e

Of course, the results of the literature to date already have some
lessons for policy-makers. First, it suggests that policy-makers should
take corporate control issues seriously when consideting legislative
alterr}atlyes to the current system of bank regulaticgnl and
organization, In particular, the relatively diffuse ownership concen-
tration that appears to exist in banks as compared to nonfinancial
firms in many countries is a potential cause for concern. A common
theme of the empirical literature from Hannan and Mavir;ga (1980) to
Prowse (1995b), is that ownership structure matters, In particular
pootly performing baflks are often those with the lowest levels of
E:;ﬁ;rsiliphco.ncentrauOﬂ. Higher ownership concéﬁﬁ:ﬁﬁan among
bar moniforti nlmllg)r(ive performance by motivating greater oversight
by o tg y Iaf;‘ge stakeholders and :cht?ir representatives on the
ope of thatc ors. If so, the current restrictions on potential owners
s ks the tiXISt in alnumber of countries may have costs. In the
it e i‘ecencii y proPOSfed baqkmg legislation in Congress
it substantie‘l? uate hm this light, since different proposals vary
oo ally in the degree to which they relax the current
on on on permissible bank owners. In addition, regulators

take into account the ownership structure of the firm when
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evaluating the safety and soundness of banking organizations, and be
particularly wary of those banks that have diffuse outside ownership.

In addition, the absence of a credible takeover threat among
banks appeats to have a marked influence on the effectiveness of the
cotporate control mechanism operating in banks. This suggests that
there may be benefits in reducing the regulatory impediments that
bank mergets face in many countries. In the US in particular, while
regulators have been careful not to discriminate actively against bank
mergers on the basis of whether they are hostile or not, the long
regulatory process that all bank mergers have to go through tends to
male hostile takeovers much more difficult to achieve than friendly
mergers. This suggests that there may be beneficial effects on the
corpotate conirol hechanism in banks from removing some of the
more obvious obstacles to hostile takeovers in banking by, for ex-
ample, relaxing interstate banking regulations and increasing the
speed with which regulators process merger applications.
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