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Abstract

This study empirically examines the effects of Risk Committee (RC) characteristics and Chief
Risk Officer (CRO) attributes on the risk and performance of U.S. commercial banks,
specifically from the period 2016-2019. Using a sample of 241 banks with 966 bank-year
observations, the research investigates the relationships between RC and CRO characteristics
and three distinct types of risk - credit, regulatory, and insolvency — and two performance
measures: Return on Equity (ROE) and Return on Assets (ROA).

This study explores the impact of Risk Committees (RCs) and Chief Risk Officers (CROS) in
the context of U.S. commercial banks' risk management and performance. The analysis shows
that RC existence correlates significantly with a reduction in credit risk, possibly due to
heightened attention towards managing this crucial risk factor. However, RC presence doesn't
markedly affect regulatory or insolvency risks, nor does it significantly impact key performance
metrics such as Return on Equity (ROE) and Return on Assets (ROA). RC size positively
associates with credit risk, suggesting that larger RCs might have greater confidence in
managing and controlling such risks. Still, no significant relationship is found with other risks
or performance measures. Interestingly, RC independence doesn't significantly influence any
risk or performance measures. This study reveals a positive correlation between the
gualifications of Risk Committee (RC) members in finance and accounting and the acceptance
of higher credit risk by banks. This implies that well-qualified RC members, armed with their
depth of knowledge and experience, might enable the bank to navigate and manage higher
levels of risk more confidently. However, the study finds no significant association between
RC qualifications and regulatory risk, insolvency risk, and the bank's performance, possibly
due to various factors not captured fully by the study models. Moreover, the study establishes
a significant positive relationship between the frequency of RC meetings and credit risk,
suggesting that more active RCs (those holding frequent meetings) tend to take on more credit
risk. This behaviour might reflect greater confidence due to their active involvement in risk
management. However, a significant negative relationship was observed between the number
of RC meetings and regulatory risk, implying that active RCs could help mitigate regulatory

risk. The study found no significant impact of RC meetings on the bank's performance.

The research also considers specific attributes of the CRO. It reveals that the presence of a
CRO in an organization shows no significant association with credit, regulatory, and insolvency
risks, but it does have a significant association with performance. This suggests that while the
mere presence of a CRO may not directly impact the management of various risks, it does
correlate negatively with organizational performance. This could indicate that CROs reduce
senior managers ability to take risky decision with higher returns. The power of the CRO shows

a positive and significant association with credit and regulatory risks but no significant



association with insolvency risk and performance. This implies that CROs with greater
authority or influence are better able to manage credit and comply with regulations, highlighting
the importance of their role in these specific areas. However, their power doesn't seem to
translate effectively into managing the risk of insolvency or enhancing overall performance.
Interestingly, CRO qualifications do not show a significant association with any of the risks or
performance metrics considered. This might suggest that formal qualifications or specific
educational backgrounds are not the primary drivers of effectiveness in the CRO role. Instead,
other factors like experience, organizational support, or the specific context of the organization
might play more critical roles. CRO tenure shows a mixed impact. There is a negative and
significant association with both credit and regulatory risks, but no significant association with
insolvency risk. However, it positively correlates with performance. This complexity may reflect
the learning curve and growing influence of a CRO over time, where extended tenure helps in
refining organizational strategies for better performance, though it might not necessarily
reduce certain types of risks. The gender of the CRO, specifically being a female CRO, is
significantly associated with insolvency risk but not with credit risk, regulatory risk, or
performance. This singular significant association could indicate that gender might play a role
in specific risk management areas, like insolvency risk, though the underlying reasons for this

require further investigation.

These research findings could have profound implications for standards-setters and regulators
in various ways. Given the evidence that the existence of a Risk Committee (RC) reduces
credit risk, and a Chief Risk Officer (CRO) tenure correlates negatively with bank’s credit risk,
regulators may want to further enforce the establishment of these mechanisms in banks. They
may also consider guidelines on the ideal size of an RC, and the specific qualifications
desirable for RC members. The findings highlight the value of gender diversity in risk
management, as female CROs seem to manage insolvency risk better. This could prompt
regulators to advocate for more diverse gender representation in executive roles, especially
within risk management. The study's indication that CROs with longer tenures manage risk
more effectively could lead to regulatory encouragement for continuity in risk management

leadership roles, thereby reducing frequent changes in these positions.

The research findings could also have thoughtful implications for banks in general and U.S.
commercial banks specifically in many ways. The findings clearly underscore the importance
of having a Risk Committee (RC) in managing credit risk. Banks might consider forming an
RC voluntarily. Banks may also assess the size of their RCs, given that larger RCs appear to
accommodate greater credit risk. The research indicates that more qualified RCs are
associated with a proactive approach to risk management that leads to an acceptance of
higher credit risk. Therefore, banks may want to ensure that their RCs are highly qualified and

capable of managing and accepting higher credit risks. The findings highlight the positive



impact of a Chief Risk Officer (CRO) tenure on bank performance. Furthermore, the positive
correlation between CRO tenure and risk management suggests that banks should strive to
retain their CROs for longer periods. The research indicates that banks with female CROs
demonstrate lower insolvency risk. Banks might want to consider this while making hiring
decisions for the CRO and other high-ranking risk management positions. Finally, the study
found that CROs with finance or accounting qualifications show no impact on bank’s risk or
performance. This insight can be beneficial when recruiting for the CRO position or for offering

further education opportunities to current CROs.

Investors are key stakeholders who are likely to benefit from the findings of this research. The
existence of a Risk Committee (RC) and a Chief Risk Officer (CRO) tenure are associated with
lower risk and better bank performance, respectively. Investors might take these factors into
account when assessing the governance of banks in which they consider investing. Investors
can understand the risk profile of a bank better by considering the characteristics of its RC and
CRO. For instance, larger RCs accommodate greater credit risk, and RCs with more
gualifications accept higher credit risk. In addition, longer-tenured CROs seem to manage
credit and regulatory risks more effectively. Investors can use these findings to evaluate the
performance of a bank. The finding that several relationships, such as RC independence and
risk measures, show insignificance might make investors more aware of bank's practices and
underlying risk factors. The findings indicate that banks with female CROs exhibit lower
insolvency risk and superior performance. This could lead investors to appreciate gender

diversity in leadership roles as a factor contributing to a bank's performance and risk profile.

The research findings enhance the rare literature regarding risk governance in banks. It
underscores the significance of an RC's existence in the reduction of credit risk, arguably the
most consequential risk faced by commercial banks. However, the non-impact on regulatory
or insolvency risks and performance metrics challenges prevailing assumptions about RCs'
universal risk mitigation and performance enhancement role. This encourages further
investigation into the efficacy of RCs in managing different types of risks and advancing
performance. The positive correlation between RC size and credit risk opens a new dialogue
on risk acceptance and risk management capabilities of larger committees. Moreover, the
absence of a significant relationship between RC independence and risk or performance
measures presents an opportunity for further academic exploration, focusing on the interaction
between RC autonomy and its impact on a bank's risk and performance landscape. The study
also reveals a fascinating connection between the qualifications of RC members and their
acceptance of credit risk, suggesting a higher risk appetite in banks managed by highly
gualified committees. The implications of this finding are substantial for academia, calling for
additional research to elucidate the complexities around qualifications, risk appetite, and risk

management. The study's focus on the role of CROs brings new insights into the gender



dynamics in risk management. The finding that banks with female CROs tend to have lower
levels of insolvency risk stimulates further discussion about gender diversity in leadership roles
and its impact on risk management. It also points towards the possibility of distinct risk
management strategies adopted by male and female CROs. The study's focus on specific
CRO attributes - presence, power, qualifications, tenure, and gender - and their relationships
with risk and performance outcomes significantly enhances the understanding of the CRO's
role. Particularly, the findings about CRO tenure having a negative relationship with credit and
regulatory risks and a positive association with bank performance highlight the value of
experience and continuity in this critical role. Overall, this study enriches risk governance
literature by bringing attention to the multifaceted roles of RCs and CROs. It emphasizes the
need for a differentiated approach to managing various risk types and offers valuable insights
for improving risk governance practices within commercial banks. Its findings provide an
impetus for further research, focusing on the interplay of various RC and CRO attributes and

their impact on risk management and bank performance.

Keywords: Risk Governance, Risk Committee, Chief Risk Officer, Risk in Banks, and
Banks’ Performance.
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Chapter One: Introduction

1.1 Introduction

Following the global financial crisis of 2007/2008, many regulators, academics, and
investors attributed, the tragical unprecedented crisis to, among many other things,
incompetent governance mechanisms. They stated that Financial Institutions (FIs) Boards
were unable to manage and/or control risk (Kashyap, Rajan and Stein, 2008; Kirkpatrick,
2009; Bebchuk and Spamann, 2010).

Excessive risk taking and poor risk management were main areas of deficiencies in the
Fls corporate governance (Erkens, Hung and Matos, 2012; Gupta, Krishnamurti and
Tourani-Rad, 2013). And given the importance of the financial sector, regulators were very
quick to act to address gaps/insufficiencies in FIs governance.

The Walker Review (2009) examined corporate governance in the UK banks and Fls. It
recommended, among others, Banks and FIs should establish a board level standalone
Risk Committee, separate from the Audit Committee to oversight and advice Board on
current risk exposure and future risk strategy. The reports argued that risk management
requires more time and resources that can’t be provided by the already restrained Audit
committee. The review also recommended the appointment of an independent Chief Risk
Officer (CRO) who should report to the RC with direct access to the committee’s chairman.
The report believes that a risk champion within a bank setting is required to improve the

overall risk management and oversight.

In the US, the Dodd-Frank Provisions regarding Risk Committee was introduced in 2010.
Dodd-Frank requires an establishment of board level standalone Risk Committee for (1)
Publicly traded nonbank financial companies supervised by the Board of Governors; and
(2) Publicly traded bank holding companies, with total consolidated assets of greater than
$10 billion (Dodd and Frank, 2010). This requirement has been made mandatory since the
start of 2015.

Basel committee (2010) also supported the Walker Review (2009) and called for Fls to
establish a separate Risk Committee at board level. Further, it also recommended that risk
management function should be under and independent CRO who has sufficient resources

and access to the board.
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Seeking more adequate corporate governance in the financial sectors, regulators
continued to provide further rules, regulations, and guidelines regarding risk governance
in the sector. In 2016, the Financial Conduct Authority (FCA) stated that banks and
insurance firms that are listed in FTSE 100 should appoint a CRO and establish a
standalone RC (Financial Conduct Authority, 2016). In 2018, the FCA’s new rules said that
significant Capital Resources Requirement (CRR) firms (that includes most of UK listed
banks and Fls) ! must establish a separate Risk Committee composed of non-executive
members who must possess appropriate skills, knowledge, and expertise to fully monitor
the risk strategy and appetite of the firm (Financial Conduct Authority, 2018). The new rules

did not provide similar “emphasis” for CRO appointment.

While the literature has covered corporate governance in Fls intensively following the
financial crisis of 2008, there is limited work on empirically investigating the impact of RC
and CRO characteristics on Fls risk taking and performance. This research will expand the
current knowledge and understanding of the role and importance of RC’s attribute and

CRO’s characteristics on Fls/Banks’ risk and performance.

1.2 Research Questions

Motivated by the recent regulatory changes regarding risk governance in banks, this
research will investigate the impact of Risk Committee attributes and CRO characteristics
on the performance and risk of commercial banks in the USA. Specifically, it will address

the following two broad questions:

- What is the influence of standalone Risk Committee’s attributes on US commercial
banks’ risk and performance?
- How do Chief Risk Officer’s characteristics impact US commercial banks’ risk and

performance?

This research extends the scarce empirical literature on risk governance in commercial
banks post the implementation of the newly introduced rules and guidance period. The

research will focus on the period from 2016 - 2019.

1 CRR firms include UK banks, building societies, and an investment firm that is a EU CRR.
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1.3 Research Objectives

Following the 2007/2008 global financial crisis, regulators in the developed world explored
ways to improve financial sector stability, including enhancing risk management function. The
regulators introduced, among other measures, two risk governance requirements: to establish
a board level standalone risk committee, and to appoint a chief risk officer. These requirements
evolved and became mandatory for US banks with total assets exceeding $10 billion. Despite
this agitation from regulators on the significance of these rules, empirical studies examining
the impact of adhering to these rules on banks’ risk and performance. This research aims to
provide more insight and clarity on the relationship between the two mechanisms and the US

commercial banks’ risk and performance. Specifically, the research main objectives are:

First, address the research question “What is the influence of standalone Risk Committee’s
attributes on US commercial banks’ risk and performance?” by providing more details about
the impact of establishing a standalone RC on banks’ risk and performance. Exploring the
relationship between key RC characteristics, like size, independence, qualification, and

number of meetings (activeness), on banks’ performance and risk.

Secondly, explore the research question: “How do Chief Risk Officer’'s characteristics impact
US commercial banks’ risk and performance?” and reveal more insight on the importance of
employing a chief risk officer, and the influence of CRO attributes, like presence, power or

seniority, qualification, tenure, and gender on banks’ performance and risk.

1.4 Motivation and Contribution

Stability of financial sector is key to the overall stability of the economy. This was further
illustrated during the 2007/2008 global financial crisis which led the global economy to its worst
recession for decades. Thus, research in risk governance in commercial banks, being the core
bone of the financial sector, is significant for almost everyone. However, | identified four
institutions or groups to be particularly interested in the findings of this research, namely:

regulators, banks, investors, and academics.

By providing more insight about the significance of appointing a Chief Risk Officer (CRO) and
establishing a board level stand-alone Risk Committee (RC), the research will assist regulators
to determine how much emphasis to put on these two mechanisms going forward. While most
research have focused on the impact of establishing a standalone RC and appointing a CRO,
this research will also provide more details regarding the “desired” characteristics of RC and

CRO that may improve the risk management and oversight in commercial banks leading to a

15



more stable financial sector and a reduced default probability. For countries that still did not
introduce these requirements (establishing a standalone RC, and appointing a CRO), the
research will provide more guidance and clarity on future direction for potential rules-

adaptation regarding the two control mechanisms.

The research will benefit both (1) large banks (Assets > $10b), who are obliged to establish a
standalone RC and appoint a CRO, and (2) small banks, whether they already have voluntarily
adopted the new rules or not. Large banks will have more evidence regarding the benefits of
establishing a board level standalone RC and appointing a CRO. More significantly, the
research will improve the general understanding of the relationship between banks’ risk and
performance and the key characteristics of RC and CRO. This could lead to “designing” a more
efficient standalone RC and appoint a more competent CRO. Small banks who have voluntarily
adopted the rules will gain more insight and clarity whether to continue adhering to the rules.
Also, they will have an enhanced view about the relationship between their risk and
performance from one side and the characteristics of RC and CRO from the other side. For
small banks that do not have a standalone RC and/or do not employ a CRO, this research will
provide more evidence regarding the importance of implementing these two control
instruments. In summary, the findings of this research will assist Fls in making decisions
related to: (1) the structure and composition of their RC; (2) CRO compensation and reporting

line; and (3) level of support and resources given to a CRO.

The research will assist investors to better understand risk governance and risk management
in commercial banks and in financial institutions in general. It will also assist investors to
determine the premium (discount) for investing in firms that do not (do) appoint a CRO and/or
do not (do) establish a standalone RC. The results of this research may influence investors’
selection criteria and risk assessment in the future. Further, the study can provide institutional
investors more clarity regarding the impact of RC and CRO characteristics on commercial

banks risk and performance.

This research makes many contributions to academia. Firstly, the thorough literature review
highlights key findings in current scarce empirical literature and identifies significant literature
gaps. Secondly, the study is the first research, to the best knowledge of the author, to
investigate the period post rules-implementation for US commercial banks. Unlike earlier
periods, this period is significant as it presents an era of well-established RCs, which facilitates
a more robust results and findings. Thirdly. empirical literature on risk governance in
commercial banks is limited with contradicting findings. Most of existing literature focus on the
financial crisis period and on the importance of establishing a standalone RC with very few
studies investigating the importance of RC key characteristics like size, independence,
qualification, and activeness. Similarly, existing literature on CRO examines the significance

of having a CRO with very few studies investigating the importance of CRO key characteristics
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like seniority, qualification, and experience. Therefore, the study will extend the empirical
literature on corporate governance in commercial banks providing more emphasis on the role
of two of the most important, from the regulators’ perspective, risk governance mechanisms:

board level risk committee and the chief risk officer.

1.5 Thesis Structure

This chapter provides details regarding research objectives, questions, motivation, and
contribution. Chapter Two explains corporate governance definition, theories, mechanisms,
and systems. The chapter concludes with exploring the development of corporate governance
for Banks with more emphasis on risk governance mechanisms. Chapter Three investigates
the empirical relationship between standalone risk committee characteristics from one side
and the risk and performance of US commercial banks on the other side. Chapter Four
examines the impact of chief risk officer attributes on US commercial banks’ risk and
performance. Results and Limitations will be discussed in Chapter Five, in addition to
highlighting potential future research.

17



Chapter Two: Corporate Governance and
Financial Institutions

2.1 Corporate Governance Definition

Corporate governance definitions can vary widely. However, they tend to fall into three main
categories. The first group of definitions focuses on the protection of shareholder’s interests.
These interests are, in many cases, severely neglected by managers’ decisions and
behaviour. Definitions that belong to this category are based on the agency theory. The
second category contains definitions that take a broader view than the first group. Definitions
in this group focus not only on the interest of shareholders but the welfare and interest of all
stakeholders. The last set of definitions includes different views and opinions regarding
defining corporate governance. Where some definitions focus on the way firms are directed
and controlled (Cadbury, 1992), others highlight the need to protect minority shareholders from
managers and controlling shareholders (Mitton, 2002).

Hussey (1999) declared that corporate governance is the manner in which organizations are
managed and the nature of accountability of the managers to the owners. In the same
contents, Mayer (1997) stated that corporate governance is concerned with ways of bringing
the interests of investors and managers into line and ensuring that firms are run for the benefit
of investors. These definitions share similar principle. That corporate governance objective is
primary about “forcing” managers to act and behave in the best interest of owners. However,
other scholars argue that the benefit of all stakeholders should be considered when defining

corporate governance.

According to Demb and Neubauer (1992, p. 9) “Corporate Governance is the process by which
corporations are made responsive to the rights and wishes of stakeholders”. Similarly, Tirole
(2001) described corporate governance as “the design of institutions that induce or force
management to internalise the welfare of stakeholders”. Solomon (2004, p. 14) proposed a

“

more comprehensive definition that “corporate governance is the system of checks and
balances, both internal and external to companies, which ensures that companies discharge
their accountability to all their stakeholders and act in a socially responsible way in all areas of
their business activity”. Banks (2004, p. 3) introduced a more “balanced” definition, where he
defined corporate governance as “the structure and function of a corporation in relation to its

stakeholders generally, and its shareholders specifically”.
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Definitions in the last group vary. Some scholars focus on the function and participants of
corporate governance. Monks and Minow (2011, p. 442) describes corporate governance as
the “relationship among various participants in determining the direction and performance of

corporations”. The main participants are board of directors, management, and shareholders.

More definitions were introduced by several institutions and organizations. According to
Organisation of Economic and Cooperation Development (OECD) (1999, p. 4) “Corporate
governance is the system by which business corporations are directed and controlled. And by
specifying the distribution of rights and responsibilities among the different participants to the
corporation the corporate governance framework comprise elements that are essential for a

successful outcome at all stages in the investment process.”

2.2 Corporate Governance Main Theories

2.2.1 Agency Theory

Modern firms are owned by large number of owners but controlled by few numbers of executive
managers. Owners/investors seek to maximize their wealth by maximizing share value.
Therefore, they want managerial decisions that improve firm’s resources utilization. Moreover,
owners/investors are interested in projects that positively impact their overall target
(maximizing share value). Managers, on the other hand, may have their own goals and
objectives, which may not necessarily be consistent with the share value maximizing objective.
This conflict of interest between the shareholders’ (principals) interests and managers’

(agents) interests establishes the foundation of the Agency Theory (Berle and Means, 1982).

Significant amount of research on corporate governance were directed towards answering this
guestion: How can corporate governance mechanisms reduce (minimize) agency costs? Berle
and Means (1932) initiated this topic. They argued that separation of ownership and control
causes principal-agent problem. To better understand this conflict, one needs to clarify two
important issues. First, what are the shareholders’ interests and how do they differ to those of

managers? Second, what is the cost of reducing the principal-agency problem?

Shareholders’ aim to maximize their wealth; minimize the probability of corporate default; and
ensure the availability of adequate, reliable, complete, and timely information, about their firm
(investment). On the other hand, managers seek maximizing their own wealth. To do that, they
may engage in self-interest behaviours. The literature provides many examples of the conflict

of interest between managers and owners. Some of these examples are excessive perquisite
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consumption (Jensen and Meckling, 1976); conflict over managers’ compensation packages
(Jensen and Murphy, 1990); empire-building, through pursuing negative net present value
projects (Shleifer and Vishny, 1997); resistance to value-increasing takeovers (Walking and
Long, 1984).

Therefore, firms incur some costs (agency costs) to align the interests of managers and
shareholders. Agency costs, as defined by Jensen and Meckling (1976), encompass the
combined expenses of monitoring by the principal, the agent's efforts to assure their
commitment, and any remaining losses. Where monitoring cost includes external auditing cost
and cost of having independent board members. Bonding cost include agents owning a larger
than desired equity stake and adopting a riskier compensation package. Jensen and Meckling
(1976) characterized residual loss as the monetary value representing the decline in the
principal's well-being due to differences between the agent's actions and those that would
optimize the principal's welfare.

The theory offers an incisive elucidation of potential conflicts that are inherent in organizations,
especially those that have a vast and dispersed shareholder base where there exists a distinct
delineation between ownership and management. It has been instrumental in shaping various
mechanisms and tools within the corporate governance landscape. Notably, performance-
tethered remuneration is one such mechanism that aims to synchronize the interests of
management with those of the shareholders. Furthermore, Agency Theory underscores the
vigilant oversight of agents and thereby validates the critical roles that internal and external
auditing bodies, along with independent directors, play in ensuring robust corporate
governance. An essential facet of this theory is its emphasis on meticulously crafted contracts,
asserting that they serve as potent tools to ensure that the actions of agents are closely aligned

with the aspirations and interests of principals.

However, while the theory's contributions are significant, it does come with its set of limitations.
A foundational premise, and perhaps an oversimplified one, is its unwavering focus on the
self-interest of agents. This assumption, although occasionally accurate, may overshadow
instances where managerial decisions, even if they deviate from immediate personal gain, are
in alignment with the broader objectives of the organization. The theory also places a
disproportionate emphasis on the costs associated with monitoring, which might inadvertently
lead to an environment that curtails innovation and creativity due to undue surveillance.
Furthermore, its analytical scope predominantly zeroes in on the interactions between
shareholders and managers, potentially neglecting the broader spectrum of stakeholders that
contemporary corporations have. This spectrum includes employees, clients, and broader

societal entities, all of whom significantly influence organizational trajectories. An additional
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concern arises from the theory's potential to inadvertently promote myopic strategies by
closely aligning managerial incentives with immediate shareholder returns, potentially
sidelining long-term organizational resilience. Lastly, one must question the universal
applicability of Agency Theory's assumptions, especially when transposed onto diverse
cultural matrices where fiduciary and moral responsibilities might overshadow purely economic

motivations.

In conclusion, while Agency Theory's contributions to the lexicon of corporate governance are
invaluable, its limitations within the complex and ever-evolving landscape of modern business
are evident. The contemporary corporate governance landscape demands an integrative
approach, one that seamlessly weaves insights from Agency Theory with a plethora of
academic postulations and pragmatic observations, to sculpt a governance framework that is
both robust and adaptable to the dynamism inherent in the corporate world.

2.2.2 Resource Dependence Theory

In the realm of corporate governance, understanding the factors that influence organizational
behaviour is crucial for the development of effective management strategies. One theoretical
perspective that has gained prominence in this context is the resource dependence theory.
Originally proposed by Pfeffer and Salancik (1978), the resource dependence theory posits
that organizations are inherently dependent on their external environment for resources, which
influences their behaviour and decision-making processes. The resource dependence theory
is grounded in the idea that organizations require resources to function and survive, and these
resources are often controlled by external actors (Pfeffer and Salancik, 1978). As such,
organizations must establish relationships with external stakeholders, such as suppliers,
customers, and regulatory bodies, to secure the necessary resources and mitigate potential
risks (Hillman et al., 2009).

According to Pfeffer and Salancik (1978), organizations are likely to engage in various
strategies to reduce their dependence on external resources and increase the dependence of
other actors on their own resources. These strategies may include diversification, mergers and
acquisitions, and the establishment of alliances or partnerships (Pfeffer and Salancik, 1978;
Hillman et al., 2009). Furthermore, the resource dependence theory suggests that
organizations will attempt to influence their external environment and the allocation of
resources through actions such as lobbying, advocacy, and the appointment of key individuals
to their boards of directors (Pfeffer, 1972; Hillman et al., 2009).
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Resource dependence theory offers several benefits as a lens through which to analyse
corporate governance. Firstly, it provides a valuable framework for understanding the complex
interdependencies between organizations and their external stakeholders (Pfeffer and
Salancik, 1978). This can help organizations identify potential vulnerabilities and opportunities
in their relationships with external actors and develop strategies to manage these
dependencies effectively (Hillman et al., 2009). Secondly, resource dependence theory
highlights the role of boards of directors in managing external dependencies and securing
resources for the organization (Hillman and Dalziel, 2003). This perspective emphasizes the
importance of selecting board members with diverse backgrounds, skills, and connections,
which can enhance the organization's ability to navigate the external environment and access

critical resources (Hillman et al., 2000).

However, the resource dependence theory also faces some limitations. Critics argue that the
theory is overly deterministic, implying that organizations are solely driven by their external
dependencies and have little agency in shaping their own behaviour (Oliver, 1991). This
criticism suggests the need to consider other theoretical perspectives, such as institutional
theory and the resource-based view, to develop a more comprehensive understanding of
corporate governance and decision-making processes (Oliver, 1991; Barney, 1991).
Additionally, the resource dependence theory has been criticized for its lack of specificity
regarding the mechanisms through which organizations manage their dependencies (Davis
and Cobb, 2010). To address this limitation, future research should explore the various
strategies and tactics employed by organizations to mitigate resource dependencies and their

impact on corporate governance outcomes.

The resource dependence theory has important implications for corporate governance
practices and policymaking. Organizations must recognize the significance of their external
dependencies and adopt strategies to manage these relationships effectively. This may
involve building a diverse and well-connected board of directors, engaging in strategic
alliances or partnerships, and actively participating in industry associations or lobbying efforts
(Hillman and Dalziel, 2003). For policymakers and regulators, understanding the dynamics of
resource dependence can help inform the development of regulations and guidelines that
promote effective corporate governance. For example, encouraging transparency and
disclosure regarding organizational dependencies and board composition can empower
shareholders and other stakeholders to make informed decisions and hold organizations

accountable for their actions (Hillman et al., 2009).

The resource dependence theory offers valuable insights into the dynamics of corporate

governance and the relationships between organizations and their external stakeholders.
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Despite its limitations, the theory provides a useful framework for understanding the factors
that influence organizational behaviour and decision-making processes. By considering the
implications of resource dependence theory in corporate governance, organizations can
develop strategies to effectively manage their relationships with external stakeholders and
mitigate potential risks. Additionally, regulators and policymakers can use this perspective to
design policies that promote transparency, accountability, and effective governance. However,
it is important to acknowledge the need for a multi-theoretical approach in order to develop a

more comprehensive understanding of corporate governance and organizational behaviour.

2.3 Corporate Governance Models

The market economies today follow one of two different corporate governance systems which
are market-based system and group-based system (Carati and Rad, 2000). The difference
between these systems is due to different regulatory, institutional, and political environment
and cultural values. According to Franks and Mayer (1994) the differences in corporate
governance models between countries do not occur because of the way in which financial
systems are used to fund the companies, but rather because of the way in which ownership

and control are organized.

2.3.1 Shareholder Centric Models

The market-based system has been adopted by the United States and Britain which is also
known as shareholder centric system, while the group-based system, followed by other
countries, is known as stakeholder centric system. As the names suggest, each system is
designed to provide maximum protection to a specific group (s), i.e., the shareholders in the
first model, and the wider stakeholders in the second. The reason behind these terminologies

will be shortly revealed as each country’s governance system is studied in detail.

United States

Given the significant amount of regulation and academic search on board of directors, it is
considered the most important corporate governance mechanism in the United States. This
board has the responsibility to ensure that the management of publicly traded companies acts
in the interest of shareholders. Among the core functions of this board are to appoint the CEO
of the company, nominate other directors, evaluate, and review the company’s strategy, and
to review the financial statements of the company. The structure of the board of directors in

United States is typically composed of executive and non-executive members, where non-
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executives are further classified as independent and dependent; independent composing
those who would not be affected in case of any profit or loss that the company makes (Kluyver,
2009). Executive directors are limited in the committees they serve according to the
governance laws, and thus majority of directors in US are non-executive. Typically, the founder
or family member who retained a significant ownership position in the company also serve on
the board. Some board committees are mandatory in this system (usually known as standing
committees). These are audit committee, nominating committee, governance committee, and
risk committee. All these standing committees must have at least three independent members.
Apart from these standing committees, the board is also allowed to make additional teams as
per the nature, size, and complexity of the company. This might include external affairs
committee, strategy committee, and Corporate Social Responsibility (CSR) committee.

In the late 20th century, several high-profile corporate scandals (such as those involving Enron
and WorldCom) led to a renewed focus on corporate governance. In response to these
scandals, Congress passed the Sarbanes-Oxley Act in 2002, which introduced major changes
to the regulation of corporate governance and financial practice. The Act increased penalties
for destroying, altering, or fabricating financial records and for attempts to defraud
shareholders. In the aftermath of the 2008 financial crisis, the Dodd-Frank Wall Street Reform
and Consumer Protection Act was signed into law in 2010. This law made significant changes
to financial regulation and corporate governance in the United States, including introducing
the "say on pay" vote, which gives shareholders a non-binding vote on executive remuneration.
Moreover, corporate governance in the U.S. has started to move beyond just shareholder
interests. The rise of ESG (environmental, social, and governance) investing and the concept
of stakeholder capitalism have broadened the scope of corporate governance. This has led to
increased focus on issues like climate change, diversity and inclusion, and corporate social

responsibility.

CEO in this system is typically a professional manager and separate from the board. He/she
is hired by the board and guided by them to manage the operations of the company as planned
by the board. Typically, the CEO maintains quite an influence over the board of directors in
Anglo-Saxon model. This influence may explain the generous CEO’s compensation in the US,
according to one study posted by CBC News, US CEOs are incredibly overpaid as compared
to their peers in other countries, for example CEO pay ratios were 1-11 in comparison with
Japan, while 1-22 in comparison with Britain?. One major event in the corporate governance
model of US worth mentioning is the Sarbanes-Oxley act which was passed after the Enron
scandal with the purpose of curbing fraud and increasing accountability with addition layers of

governance (Kulp and Lane, 2006).

2http://www.cbc.ca/news/story/2009/11/04/consumer-ceo-pay.html
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United Kingdom

The corporate governance model of United Kingdom shares many similarities with that of
United States since it is also shareholder centric and part of the Anglo-Saxon model. The
model being practiced in the UK today is inspired by the points of Cadbury Committee’s code
of best practices (Cadbury, 1992) and Higgs report (Higgs, 2003). The major points of the two

reports are summarized below.

Code of Best Practices (Cadbury Committee, 1992):

o Separation of chairman of the board and CEO of the company.
o Inclusion of independent directors in the board.

o Independent audit committee.

° Review of the effectiveness of company’s internal controls.

Higgs' Report (2003):

° At least half of the members in the board of directors should be non-executive.
° Nomination committee should be headed by non-executive director.
. Executive director should serve not more than a six-year term.

Although separation of Chairman and CEO did not become part of the governance policy in
the UK, Kluyver, (2009) reveals that about 95% of all Financial Times Stock Exchange 250
companies support this point as opposed to one-third of US companies. Further, it was
observed that the director independence was more popular in US where 10 of 12 directors

were non-executive on average as compared to half in the UK.

2.3.2 Stakeholder Centric Models

Ooghe and Langhe (2002) compared the shareholder centric model of Anglo-Saxon with the
stakeholder model. They observed that one major difference between the two models is that
in the former, the concentration of shareholders is quite low, while in the latter a few groups
hold a large percentage of total shares of the company. Hence, due to their low concentration
in Anglo-American countries, shareholders’ do not have much power, and management itself
decides the strategy and how to tackle problems faced by the company. While on the other
hand, in the Continental European model a few shareholders who hold large percentage of
the company’s ownership can dictate terms and control the operations of the company. Hence,
in the Anglo-Saxon model, the decisions are in favour of the management while in the
Continental European model, they are skewed in favour of stakeholders. Two such

stakeholder-centric models are of Germany and Japan which are discussed below.
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Germany

Under the corporate governance model of Germany, the board structure is two-tiered. The first
one called Vorstand or management part, which oversees management functions and day-to-
day activities. While the other called Aufischsrat or supervisory board and looks after the
management board and takes strategic decisions. Executive members are allowed only on
management board while the supervisory board is required to have one-third to half of its
members as labour representatives depending upon the size of the company. One clear
difference between the governance laws of Germany and those of US and UK is that these
laws are legal obligations and part of legislation unlike bylaws. Also, the representation on the
board is typically dominated by founding families, banks, labour unions, and other financial
institutions. Therefore, the public shareholders have relatively far less power over board
matters (Seibt and Kulenkamp, 2022).

Japan

The corporate governance model of Japan was reshaped after World War Il when zaibatsu
(The term zaibatsu was used in the 19" century to refer to large family-controlled banking and
industrial companies in Japan®) were banned by the military. The new system, known as
Keiretsu, was formed under which all major players of the supply chain of a company
maintained its small ownership. This unique model enabled the companies to work in
collaboration. This model shared certain similarities with that of Germany where financiers also

had a stake in the company and board of directors were usually internal.

In 2003 however, a law was passed in Japan which allowed two corporate governance
systems to operate concurrently in the same corporate domain where the other governance
model was shareholder centric (Anglo-Saxon model). Eberhart (2012) conducted a study
where he found that the companies which had adopted the alternative model showed

significant increase in firm value and reduction in agency cost.

2.4 Corporate Governance Mechanisms

The literature shows that there are many conflicts within organizations. In addition to conflict
between managers’ interests and shareholders’ interests (the most researched one); there is
another conflict between shareholders’ interests and the interest of stakeholders. As a result,

the need for mechanisms that control and minimize the cost of these conflicts has risen. In

Shttp://are.berkeley.edu/~sberto/Zaibatsu.pdf
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general, corporate governance mechanisms, regardless of the system that is adopting it, can

be classified into two groups: external mechanisms and internal mechanisms.

2.4.1 External Corporate Governance Mechanisms

The most researched external corporate governance mechanisms are:

i. Takeover Threat

The concept of takeover threat is a key factor that influences corporate governance dynamics.
Takeover threat refers to the possibility that a firm may be acquired by another firm, which can

influence managerial behaviour and decision-making by imposing the threat of dismissal.

Takeover threat is a mechanism that imposes discipline and accountability on managers by
creating the possibility of dismissal in the event of poor performance or managerial
opportunism. This threat can be initiated by shareholders, who can acquire a significant stake
in the firm and use it to force changes in management or sell the firm to another entity (Jensen,
1986). Alternatively, the threat can be initiated by external parties, such as activist investors
or potential acquirers. Takeover threat is based on the assumption that managerial
opportunism and agency costs are more likely when managers face weak or absent external
discipline mechanisms. In this context, takeover threat can provide a valuable external
mechanism that imposes accountability and discipline on managers, incentivizing them to

pursue long-term value creation (Shleifer and Vishny, 1986).

Takeover threat can serve as an effective corporate governance mechanism, promoting
accountability, discipline, and long-term value creation. It can help prevent managerial
opportunism and agency costs by imposing the threat of dismissal in the event of poor
performance or unethical behaviour. This threat can also encourage managers to pursue long-

term value creation by aligning their interests with those of shareholders.

However, takeover threat also faces several limitations. One criticism is that it may create
short-termism and discourage investment in long-term projects, as managers seek to
maximize short-term profits to avoid being targeted for acquisition (Bebchuk, 2002). This
suggests that takeover threat should be balanced with other governance mechanisms that
promote long-term value creation, such as performance-based compensation, risk
management, and strategic planning. Another limitation is that takeover threat may lead to the

loss of valuable organizational knowledge and culture in the event of a merger or acquisition.
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This suggests that firms should carefully consider the potential costs and benefits of takeover

threat before implementing it as a governance mechanism.

Takeover threat has important implications for corporate governance practices. It can serve
as an effective mechanism for promoting accountability, discipline, and long-term value
creation. To optimize the benefits of takeover threat, firms should carefully consider the
potential costs and benefits of this mechanism, balancing it with other governance

mechanisms that promote long-term value creation and organizational stability.

Takeover threat is a valuable mechanism for promoting accountability, discipline, and long-
term value creation in corporate governance. By considering the implications of takeover threat
in corporate governance, organizations can develop more tailored and effective governance
mechanisms that foster transparency, accountability, and long-term value creation. However,
it is important to recognize the limitations of takeover threat and consider complementary
theoretical perspectives in order to develop a more comprehensive understanding of corporate

governance dynamics.

Shareholder activism has increasingly become a significant force influencing the management
of publicly traded companies. It is a process by which shareholders utilise their equity stake to
influence the company's behaviour, policies, or corporate governance (Goranova and Ryan,
2014). Shareholder activism manifests in various forms such as proxy fights, shareholder
proposals, and litigation. Investors engage in such actions with the ultimate goal of enhancing
shareholder value. Shareholder activists often target firms with apparent management
inefficiencies, poor financial performance, or controversial corporate social responsibility
(CSR) practices (Brav et al., 2008). Activist shareholders can play a critical role in corporate
governance. They often act as a check on managerial power, holding the management
accountable for their decisions (Yermack, 2010). These activist shareholders help mitigate the
agency problem by aligning the interests of the management with the shareholders (Jensen
and Meckling, 1976). Their activities may thus result in improved operational efficiency and
financial performance (Cziraki, Renneboog, and Szilagyi, 2010). Shareholder activism can
also trigger improvements in CSR practices, promoting more sustainable and ethical business
practices. Several studies suggest that activist shareholders can push companies towards
better environmental, social, and governance (ESG) performance (Reid and Toffel, 2009;
Gond and Piani, 2013). However, shareholder activism also has its critics. Some argue that it
may lead to short-termism, prioritising immediate returns over long-term sustainable growth
(Bebchuk, Brav, and Jiang, 2015). It is also suggested that shareholder activism can distract
management from core business functions, negatively affecting the overall company's
performance (Clifford, 2008).
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ii. Managerial Labour Market and Mutual Monitoring by Managers

The concept of managerial labour market and mutual monitoring by managers are two key
factors that influence corporate governance dynamics. Managerial labour market refers to the
competition for managerial talent and the external factors that affect it. Mutual monitoring by
managers, on the other hand, involves the surveillance and evaluation of managerial peers,

influencing managerial behaviour and decision-making.

The managerial labour market refers to the competition for managerial talent, which is
influenced by various external factors, such as economic conditions, industry trends, and
regulatory changes (Finkelstein and Hambrick, 1989). The concept highlights the importance
of external factors in shaping corporate governance dynamics, as managers seek to maximize

their career prospects and compensation by moving between firms.

Managerial labour market theory suggests that the competition for managerial talent can
create pressure for firms to adopt more shareholder-friendly policies, such as greater
accountability, transparency, and performance-based compensation (Demsetz and Lehn,
1985). This competition also implies that managerial talent is a scarce resource, and firms may

need to compete to attract and retain the best managers.

Mutual monitoring by managers refers to the surveillance and evaluation of managerial peers,
which can influence managerial behaviour and decision-making. This concept suggests that
managers are not only accountable to their superiors but also to their peers, who can provide
feedback and evaluation on their performance (Lorsch and Maclver, 1989). Mutual monitoring
by managers can promote collaboration, information-sharing, and accountability within
organizations, as managers are incentivized to monitor and report on the actions of their peers
(Fama and Jensen, 1983). This can help prevent managerial opportunism and promote ethical

behaviour, as managers are aware that their actions will be subject to scrutiny by their peers.

Managerial labour market and mutual monitoring by managers are important components of
effective corporate governance. Managerial labour market theory highlights the importance of
external factors in shaping corporate governance dynamics, encouraging firms to adopt more
shareholder-friendly policies. Mutual monitoring by managers can promote accountability,
collaboration, and ethical behaviour, by incentivizing managers to monitor and report on the

actions of their peers.
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However, both concepts also face several limitations. One criticism of managerial labour
market theory is that it may overemphasize the importance of external factors, downplaying
the role of internal factors, such as organizational culture and values (Lounsbury and Glynn,
2001). This suggests that a more balanced approach, which considers both external and
internal factors, may be more appropriate in understanding corporate governance dynamics.
Another limitation of mutual monitoring by managers is that it may create incentives for
managers to engage in rent-seeking behaviour, such as focusing on short-term performance
rather than long-term value creation (Lorsch and Maclver, 1989). This suggests that firms need
to carefully balance the benefits of mutual monitoring with the potential costs of managerial

opportunism.

Managerial labour market and mutual monitoring by managers have important implications for
corporate governance practices. For example, the competition for managerial talent implied
by the managerial labour market suggests that firms need to adopt more shareholder-friendly
policies to attract and retain top talent. This may involve adopting greater transparency,
accountability, and performance-based compensation policies.

Mutual monitoring by managers, on the other hand, highlights the importance of fostering a
culture of collaboration, information-sharing, and ethical behaviour within organizations. This
may involve promoting accountability and feedback mechanisms among managers, providing

incentives for cooperation and knowledge-sharing, and promoting ethical values and norms.

The managerial labour market and mutual monitoring by managers are two essential
components of effective corporate governance, influencing managerial behaviour and
decision-making. By considering the implications of these concepts in corporate governance,
organizations can develop more tailored and effective governance mechanisms that promote
transparency, accountability, and collaboration. However, it is important to recognize the
limitations of these concepts and consider complementary theoretical perspectives in order to

develop a more comprehensive understanding of corporate governance dynamics.

iii. Product Market Competition

The concept of product market competition is a key factor that influences corporate
governance dynamics. Product market competition refers to the level of competition that a firm

face in its industry, which can influence managerial behaviour and decision-making by

imposing pressure to innovate and improve efficiency.
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Product market competition is a mechanism that imposes discipline and accountability on
managers by creating pressure to innovate and improve efficiency. This pressure is exerted
by the market forces of supply and demand, as firms compete for customers and market share.
Product market competition can also influence corporate behaviour by encouraging firms to
invest in research and development, improve production processes, and enhance customer
service (Porter, 1980). Product market competition assumes that firms are more likely to
engage in rent-seeking behaviour and opportunism when they face weak or absent external
discipline mechanisms. In this context, product market competition can provide a valuable
external mechanism that imposes accountability and discipline on managers, incentivizing

them to pursue long-term value creation (Baron, 2001).

Product market competition can serve as an effective corporate governance mechanism,
promoting innovation, efficiency, and long-term value creation. It can help prevent managerial
opportunism and agency costs by imposing discipline and accountability on managers,
incentivizing them to pursue long-term value creation. Product market competition can also
encourage firms to invest in research and development, improve production processes, and

enhance customer service.

However, product market competition also faces several limitations. One criticism is that it may
create barriers to entry and discourage competition in certain industries, leading to market
concentration and reduced consumer welfare (Gabaix and Laibson, 2006). This suggests that
product market competition should be balanced with other governance mechanisms that
promote market competition and prevent market concentration. Another limitation is that
product market competition may lead to a focus on short-term profits rather than long-term
value creation. This suggests that firms need to carefully balance the benefits of product
market competition with the potential costs of short-termism, such as reduced investment in

research and development.

Product market competition has important implications for corporate governance practices. It
can serve as an effective mechanism for promoting innovation, efficiency, and long-term value
creation. To optimize the benefits of product market competition, firms should carefully
consider the potential costs and benefits of this mechanism, balancing it with other governance

mechanisms that promote long-term value creation and market competition.

In summary, product market competition is a valuable mechanism for promoting innovation,
efficiency, and long-term value creation in corporate governance. By considering the
implications of product market competition in corporate governance, organizations can

develop more tailored and effective governance mechanisms that foster innovation, efficiency,

31



and long-term value creation. However, it is important to recognize the limitations of product
market competition and consider complementary theoretical perspectives in order to develop

a more comprehensive understanding of corporate governance dynamics.

There are other external corporate governance mechanisms that one needs to highlight. The
market for corporate control serves as an effective mechanism to discipline management.
Poorly performing firms become targets of better-performing firms, which may acquire them
and replace the inefficient management (Jensen, 1988). This threat of takeovers can drive
managers to work in the best interest of the shareholders (Franks and Mayer, 1996).
Regulatory oversight by government agencies or regulatory bodies is another pivotal
external corporate governance mechanism. Agencies such as the U.S. Securities and
Exchange Commission (SEC) enforce rules and regulations to ensure that firms act
responsibly and honestly (Coffee, 2006). The role of external auditor oversight is critical in
ensuring the reliability of the financial reporting process. Independent audits can help in
identifying fraudulent accounting practices, hence ensuring management accountability
(DeFond and Zhang, 2014; Cohen, Krishnamoorthy and Wright, 2004).

Analyst coverage also plays a significant role in corporate governance. Financial analysts
scrutinize a company's performance and issue recommendations. Their evaluations can
influence market perception and drive management to prioritize profitability and growth
(Bradshaw, 2011). Lastly, the media and public opinion can significantly shape corporate
governance. Public opinion and media coverage can pressure companies to behave
responsibly, promoting ethical and sustainable business practices (Dyck and Zingales, 2002).
In conclusion, external corporate governance mechanisms are fundamental to ensuring the
effective functioning of corporations. They hold the power to ensure the alignment of interests
between the management and the shareholders and promote ethical and responsible business

practices.

2.4.2 Internal Corporate Governance Mechanisms

i. Board of Directors (BOD)

The UK's 2018 corporate governance code, as presented by the Financial Reporting Council
(2018), states that the Boards of Directors hold the accountability for overseeing the
governance of their respective companies. Given its responsibilities in monitoring, controlling,
and managing company’s activities, BOD receives significant attention from academics,

regulators, and participants as it is one of the most researched corporate governance
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mechanisms in the literature. Impact of BOD attributes, like size, independence, committees,
and multiple directorships, on companies’ performance and risk is studied intensively in the
corporate governance literature. The literature reveals mixed results when it comes to

examining the relationship between firm performance and board attributes.

Board Independence

Boards of directors consist of two types of members: (1) executive directors, full time
employees who bring speciality to the firm benefit; (2) Non-executive directors, responsible for
monitoring CEO and executive directors decisions (Cadbury, 1992) to ensure that the benefit
of the shareholder is pursued. Board independence (where number of non-executive directors
exceeds the number of executive ones) effect on firm performance have been subject to

intensive research.

Agency Theory (Jensen and Meckling, 1976) suggests that independent directors can
enhance corporate governance by mitigating agency problems between shareholders and
management. Independent directors are less likely to have conflicts of interest, enabling them
to effectively monitor management and ensure that their decisions align with shareholders'
interests (Fama and Jensen, 1983). Conversely, Resource Dependence Theory (Pfeffer and
Salancik, 1978) posits that the presence of independent directors may limit a board's access
to essential resources, such as information and expertise, which can negatively impact

decision-making.

Some studies have found a positive association between board independence and bank
performance. For instance, Pathan and Faff (2013) analysed a sample of Australian banks
and found that a higher proportion of independent directors was associated with improved
bank performance. Similarly, Erkens et al. (2012) reported that banks with more independent
boards performed better during the global financial crisis, suggesting that board independence

can contribute to better risk management and resilience.

In contrast, other studies have found a negative or insignificant relationship between board
independence and bank performance. Minton et al. (2014) examined a sample of US banks
and found that greater board independence was associated with lower bank performance,
particularly during periods of financial stress. This finding supports the argument that
independent directors may lack the industry-specific knowledge and expertise necessary for
effective decision-making in the banking sector. Meanwhile, Adams and Mehran (2012)
reported an insignificant relationship between board independence and bank performance for

a sample of US banks.
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The relationship between board independence and bank performance may be influenced by
factors such as bank size, complexity, and the regulatory environment. For example, larger
and more complex banks may require more extensive monitoring and oversight, which could
be facilitated by a higher proportion of independent directors (Pathan and Faff, 2013).
Additionally, stricter regulations and higher levels of regulatory scrutiny might increase the
importance of board independence for ensuring compliance and effective risk management
(Erkens et al., 2012).

Board Size

Lipton and Lorsch (1992) and Jensen (1993) reckon that the optimal board size is 7 - 8
members. They argue that smaller boards lack the necessary resources and capabilities, while
members of larger boards become more polite and less frank, and this undermine their
controlling role. Since the publishing of their work, the literature has been divided regarding
the board size, where some academics are in favour of larger boards, and others favouring
smaller boards.

A larger board can monitor managerial actions more effectively since it has greater resources
and expertise (Upadhyay and Sriram, 2011). Further, larger boards can form multiple
monitoring committees, leading to better information transparency (Klein, 2002; and Anderson
et al. 2004). Also, firms with larger board can benefit from a wider range of connections and
views (Peng and Luo, 2000). In contrast, some academics argue that a board size will increase
to a certain number, after which the effectiveness of the board will diminish, impacting the
functioning of the board negatively (Jensen, 1993; Lipton and Lorsch, 1992; Yermack, 1996;
Eisenberg et al. 1998; and de Andres et al. 2005). Further, they suggest that larger boards
are: (1) easier, for CEO, to control, (2) affect firm valuation negatively, (3) communication

among its members is time consuming.

The banking sector presents a unique context for examining the relationship between board
size and firm performance, as banks are subject to strict regulations and face different risks
compared to non-financial firms. This section reviews the existing empirical evidence on the

relationship between board size and bank performance.

Some studies have found a positive association between larger boards and improved bank
performance. For example, Adams and Mehran (2012) analysed a sample of US banks and
found that larger boards were associated with higher performance, particularly for complex
banking institutions. This finding supports the notion that larger boards can provide more

diverse resources and expertise, which can enhance decision-making and oversight in the
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complex and highly regulated banking environment. Similarly, Pathan (2009) examined the
relationship between board size and bank performance for a sample of Australian banks and
found that larger boards were associated with higher performance. This study suggested that
larger boards can contribute to better risk management and compliance with regulatory

requirements in the banking sector.

In contrast, other studies have reported a negative or insignificant relationship between board
size and bank performance. For instance, Belkhir (2009) analysed a sample of US banks and
found that larger boards were associated with lower performance, particularly for smaller
banks. This study argued that the potential benefits of larger boards may be outweighed by
the coordination and communication problems that can arise in larger groups. Andres and
Vallelado (2008) investigated the relationship between board size and bank performance for
a sample of European banks and found no significant relationship between the two variables.
This study suggested that the impact of board size on bank performance might depend on
other factors such as board composition, bank size, and the regulatory environment.

Several studies have highlighted factors that may moderate the relationship between board
size and bank performance. For example, bank size and complexity have been identified as
potential moderators, with larger and more complex banks potentially benefiting more from
larger boards (Adams and Mehran, 2012). This is because larger banks typically face more
complex operations and risks, which may require diverse resources and expertise that larger
boards can provide. In addition, the regulatory environment may play a role in shaping the
relationship between board size and bank performance. For instance, stricter regulations and
higher levels of regulatory scrutiny might increase the importance of board oversight, leading

to a stronger positive association between board size and bank performance (Pathan, 2009).

To summarize, the empirical evidence on the relationship between board size and bank
performance presents a mixed picture, with some studies reporting a positive association and
others finding a negative or insignificant relationship. These inconsistencies may be attributed
to differences in the samples, time periods, and methodologies used in the various studies.
Moreover, factors such as bank size, complexity, and the regulatory environment might
moderate the relationship between board size and bank performance. Future research should
continue to explore these moderating factors and investigate the potential impact of other
aspects of board composition, such as board independence and diversity, on the performance

of banks.
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Multiple Directorships

Agency theorists suggest that busy board members will be less effective in monitoring the
executives’ performances (Ferris et al., 2003) as they will have lesser time and energy to
devote for every firm (Conyon and Read, 2006; and Fich and Shivdasani, 2006). This view
was initially developed by the work of Ferris et al. (2003) in what is known as the busyness
hypothesis. The theory is not supported by the empirical study of Ferris et al. (2003); however,
it was verified empirically by Fich and Shivdasani (2006). Further, Jackling and Johl (2009)
found that multiple directorships-firm performance relationship is negative in some Indian

firms.

In contrast, resource dependence theorists reckon that busy directors are assets to their firms.
Serving in multiple boards will increase directors outside connections (Ghosh, 2007), and
enhance their expertise (Carpenter and Westphal, 2001). Relatedly, Fama and Jensen (1983)
initiated the reputation hypothesis; they suggest that only talented well-reputed directors will
be offered the chance to serve in multiple boards. The multiple directorship-firm performance
positive relation is supported by some empirical studies (Harris and Shimizu 2004; Miwa and
Ramseyer, 2000; and Lu et al. 2013).

Board Committees

ii. Ownership Structure
Family, institutional, managerial, governmental, employee, individual, and foreign investors
are some of the most common ownership types that are discussed in the literature. However,
in this research the focus will be on four structures, namely, family ownership, state ownership,
institutional ownership, and managerial ownership.
Family Ownership
Most public shareholding firms, around the world, are family owned and controlled (Claesens
et al. 2002). In many cases, members of the controlling family hold key managerial positions
and roles.
The literature reveals mixed results regarding the effectiveness of family firms. While some

researchers established a positive relation between family-controlled firms and firm

performance (Anderson and Reeb, 2003; Villalonga and Amit, 2006), other researchers found
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an opposite result (Holderness and Sheehan, 1988; Faccio et al. 2001; Miller et al. 2006; and
Omran et al. 2008).

State Ownership

One would expect private ownership is more effective than state ownership, but some
academics found that state owned firms are as effective as privately owned firms (Martin and
Parker, 1995; and Kole and Mulherin, 1997). Moreover, some argued that state ownership
means closer management control resulting in improved firm performance (Bo's, 1991; Gong,
2000; and Hess et al., 2010). In contrast, some researchers concluded that state ownership
negatively related to firm performance (Boardman and Vining’s, 1989; Xu and Wang, 1999;
Pedersen and Thomsen, 2003; and Bai et al. 2004; and Li et al. 2009). As per Vining and
Boardman (1992), Megginson et al. (1994), and Boycko et al. (1996), this harming-effect
(coming from state ownership) is attributed to: (1) state is not value maximization oriented, (2)
state employs top management not based on their competencies but rather on their political

connections, (3) state-owned firms incur higher transaction cost.

Institutional Ownership

Large institutional ownership should provide more effective control on the firm management,
leading to lower agency cost and improved firm performance and firm value (Shleifer and
Vishny, 1986; Barclay and Holderness, 1990; Wu and Cui, 2002; Tong and Ning, 2004;
Ozkan2006, and Aggarwal et al. 2011).

Managerial Ownership*

The separation of ownership (shareholders) and control (managers) is the fundamental of the
agency theory. Because managers control the firm’s assets, they tend to utilize it in a manner
that maximizes their interests, but in many cases these interests are not aligned with the
owners’ interest (Jensen and Meckling, 1976; Fama, 1980; and Fama and Jensen, 1983).
Logically, increasing managerial ownerships should align the interests of managers and

owners, consequently, reducing agency costs.

Many authors, like Morck, Shleifer, and Vishny (1988), McConnell and Servaes (1990), and
Florackis et al. (2009) found empirical evidence that established the positive correlation
between managerial ownership and firm value. Kamardin (2014) examined the relation

between executive ownership and two firm-level performance measures: return on assets

4 Executive or insider ownership
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(ROA) and Tobin’s Q. using a sample of 112 Malaysian PLCs in year 2006, the results showed
a significant positive relation between executive ownership and firms’ ROA, however, Tobin’s
Q showed a U-shape with a turning point at 31.38% for managerial ownership and 28.29% for
the managerial-family ownership. Further, other researchers confirmed the non-linear relation,
and suggest that the relation between percentage of managerial ownership and firm
performance diminishes after a certain level, in what is known as entrenchment hypothesis
(Shleifer and Vishny, 1988; Ali and Sanda, 2001; and Chee and MdTaib, 2005, among others).
However, Chee and MdTaib (2005) found the positive relation continues even at higher
managerial ownership percentages. These results emphasize the need for equity

compensation schemes for executive management.

The literature reveals other arguments that may not completely support the abovementioned
suggestion. Studies like Agrawal and Knoeber (1996), Han et al. (1999), Firth et al. (2002),
and Fernandez and Gomez (2002) report no evidence of any influence of insider ownership

on firm performance.

iii. CEO Duality

The board leadership structure has varied across countries. In the US, 70% to 80% of firms
combine the two positions of CEO and chairman, in what is called CEO duality (Rechner and
Dalton, 1991; and Rhoades et al. 2001). In the UK, only 10% of PLCs have the same person
acting as a CEO and chairman (Coles et al. 2001; Higgs, 2003; and Kang and Zardkoohi,
2005). For the rest of the world, it lies between these two extremes. And in Jordan, the
percentage reaches 22% in 2006 (Alwshah, 2009).

In order to mitigate agency risks, by reducing CEO power and improving board control, many
academics, regulators, and authorities demand the separation of the two positions (Fama and
Jensen, 1983; Cadbury, 1992; and Higgs, 2003; Central Bank of Jordan: Corporate
Governance Code for Banks, 2007).

The literature suggests two different views on the relation between CEO duality and firm
performance. Agency theorists support a separated board leadership structure. They argue
that the board will be dominated by a single person, which will undermine its independence
(Fizel and Louie, 1990; Finkelstein and D’Aveni, 1994; and Rhoades et al. 2001), and reducing
its monitoring ability (Levy, 1981; Daily and Dalton; 1993; and Jensen, 1993).

On the other side of the argument, stewardship theorists suggest that managers are

trustworthy stewards of firm assets (Anderson and Anthony, 1986; Donaldson, 1990; and
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Donaldson and Davis, 1991). They believe that work ethic, advancement, and recognition,
and establishing good reputation will eliminate any opportunistic behaviour form managers.
Further, managers will not act against shareholders’ interests in order not to jeopardise their
reputation and career. Consequently, stewardship supporters reckon CEO duality could yield

a strong unified leadership.

Empirical studies show diversified results regarding the relation between CEO duality and firm
performance. Some studies recommend the separation of the two positions as it will positively
enhance the firm value or performance (Rechner and Dalton, 1991; Pi and Timme, 1993; Daily
and Dalton, 1994; and Chen et al. 2005). In contrast, other studies encourage combining the
two positions (Donaldson and Davis, 1991; Brickley et al.1997; Coles et al. 2001; and Lin
2005). Further, few studies did not find any significant correlation between CEO duality and
firm performance (Baliga et al.1996; Dalton et al.1998; and Elsayed, 2007).

2.5 Development of Banking Corporate Governance Standards and
Principles

The stability of the banking sector is crucial for the stability of global economy. The 2007/2008
financial crisis, which is an example of times of when banking sector lacks stability, led the
global economy to its worst recession since the great depression in 1929 (Heather, 2008),
resulting in a devastating socially and economically outcomes. In the US, unemployment rate
reached 10% in October 2009, and stock market lost nearly $8 trillion during the crisis (Merle,
2018). Given the importance of stability in banking sector, regulators introduced a series of
rules and regulations to enhance banks’ governance and reduce the risk of another financial
crisis in the future. In this section, the importance of banking sector is discussed first, then a
summary of role of banks is provided, and finally, the report discusses the development of

corporate governance in banks.

2.5.1 Importance and Roles of Banking Sector

Banks play vital role in the financial system. Banks facilitate the borrower-depositors
relationship allowing depositors to save their extra cash for a return and providing borrowers
with access to funds. Further, banks are integral part in the payment systems. According to
the IMF (Gobat, undated), the fundamental function of banks is to collect deposits from
individuals with money, aggregate them, and then distribute these funds as loans to those in

need. Banks have three main roles: provide loans, facilitate payments, and transmit monetary

policy.
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Providing loans to individuals, businesses, and governments is one of the banks’ key roles in
the society. For individuals, these loans will facilitate home ownerships (through mortgages),
and pay for important expenditures such as students fees, furniture, holidays, etc. Small
businesses do not have access to bond market; therefore, they rely on banks’ funding for
expansion, asset acquisition, and project finance. Governments issue bonds and treasuries to

secure funding for public services. Banks are significant buyer of government bonds.

As per the World Bank, having secure, cost-effective, and easily accessible payment systems
and services promotes broader financial inclusion, drives development, and bolsters financial
stability (World Bank, 2022). Banks are vital component of payment systems as they act as
intermediary between sender and receiver. Banks can leverage their presence (physical and
virtual) to support payment systems especially in rural areas.

Monetary policy is key tool for central banks to stimulate the economy. Banks are key players
in transmitting monetary policy by influencing money supply. Banks can increase their reserves
at central banks, leading to less funds available for lending and this could lead to a “credit
crunch” resulting in an economic slowdown. Contradictory, banks can increase money supply
(by keeping the reserves level at minimum) leading to more available funds which will result in

helping the economy to grow.

In its 1999 “Enhancing Corporate Governance for Banking Organisations” report, Basel
Committee for Banking Supervision summarised the role and importance of banks by declaring
that Banks are a critical component of any economy. They provide financing for commercial
enterprises, basic financial services to a broad segment of the population and access to
payments systems. In addition, some banks are expected to make credit and liquidity available
in difficult market conditions. The importance of banks to national economies is underscored
by the fact that banking is virtually universally a regulated industry and that banks have access
to government safety nets. It is of crucial importance therefore that banks have strong

corporate governance” (Basle Committee on Banking Supervision, 1999)

2.5.2 Development of Banks Corporate Governance Principles/Guidelines.

The Need for Regulators’ Intervention

All companies are subject to a various degree of corporate governance rules and regulations
that are enforced by local authorities and governments. This may be impeded in company laws
and/or through designated county-level corporate governance codes. Therefore, banks are

already subject to these “general” corporate governance codes and mechanisms, so, why

40



extra codes, roles, and guidelines have been introduced specifically for banks and financial
institutions? Many studies examined this question: why regulators’ intervention in Banks’
corporate governance is necessary? The literature highlights three main reasons as potential
answer for the question. First some traditional corporate governance mechanisms, like
takeover threats, ownership concentration, and debtholder controls, are not effective for banks
(Levine, 2004; Laeven, 2013). Second, banks have opaque operation and complex products
which increases information asymmetry resulting in a weakened shareholders’ control (Andres
and Vallelado, 2008; John, de Masi and Paci, 2016). Third, the importance of banks in financial
systems stability and the significant social and economic costs of banks’ failure (Alexander,

2006; Franklin and Carletti, 2008). All three reasons will be explored below.

According to Levine (2004) and Laeven (2013), at least three corporate governance
mechanisms considered limited in the banking sector: (1) takeover threats; (2) ownership
concentration; and (3) debtholder monitoring. Hostile takeovers can discipline managers as
they (takeovers) increase the risk of managers being dismissed for weak performance
(Hagendorff, Collins and Keasey, 2010). Therefore, the threat of potential hostile takeovers
incentivises managers to make decisions that in the shareholders’ best interests (Jensen and
Warner, 1988; Jensen, 1993). However, in banks and financial institutions, the threat of hostile
takeovers is limited due to banks’ size (Acharya et al., 2009), the complexity (opaqueness) of
banks structures and operation (Hopt, 2015), and the restriction on purchasing banks shares
(Levine, 2004). Ownership concentration is a key corporate governance mechanism that
reduces agency costs and bridges the gap between managers’ interests and shareholders’
interests (Shleifer and Vishny, 1997). According to (John, de Masi and Paci, 2016),
institutional/Large shareholders have strong motive to monitor managers, and effectively
negotiate their contracts and compensations. However, for banks in many countries5,
ownership concentration is restricted to ensure the soundness of lending decisions. This
restriction could undermine the large shareholders’ monitoring power (Levine, 2004).
Debtholders control is another key corporate governance mechanism that does not work as
effectively for banks compared with non-financial institutions despite of the fact that banks are
highly leveraged firms. Banks heavily rely on deposits of clients as a main source of capital.
John, de Masi and Paci, (2016) believe that 90 percent of banks’ capital is from debt
(customers’ deposits). However, in most countries, these deposits are insured (protected) by
local authorities and governments. Therefore, banks’ bondholders have less incentive to
provide effective monitoring on banks because their investments are protected leading to a

weakened debtholder control (Demirgi¢g-Kunt and Huizinga, 2004).

5 Barth, Caprio and Levine, (2004) found that 79 countries out of 107 countries, restrict ownership
concentration.
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Banks’ operations, products, and balance sheets are more complicated than non-financial
firms (Mulbert, 2009; Tao and Hutchinson, 2013). This complexity and opaqueness lead to
higher information asymmetry (Andres and Vallelado, 2008) increasing managers’ control over
company’s assets, and allow managers to easily modify investment risks and obtain
perquisites easily (Levine, 2004). The opaqueness of banks operations allows bank managers
to design compensation packages that overlooks the banks long term interests in favour of
managers’ short-term interests (Levine, 2004; John, de Masi and Paci, 2016). Therefore,
regulators’ intervention is required in banking sector to reduce information asymmetry resulting

from banks opaqueness which will lead to more effective protection to shareholders’ interests.

Stable banking sector is a key requirement for social and economic stability. The 2007/2008
global financial crisis showcased the catastrophic implications of instability in the banking
sector. Therefore, bank regulation is needed to: (1) mitigate the social costs that will be created
as a result of banks risk taking (Alexander, 2006); (2) protect depositors and reduce systematic
risk though ensuring the safety and soundness of the banking sector (John, de Masi and Paci,
2016); and (3) ensure banks operate smoothly and deliver the its’ key functions effectively with

minimum interruption (Franklin and Carletti, 2008).

The argument that traditional corporate governance mechanisms don't translate well into the
banking environment is persuasive. The explanation that hostile takeovers are limited because
of bank size, the opaqueness of their operations, and the restrictions on bank share purchases
is compelling. However, the contention could have benefited from elaborating more on the
specific restrictions imposed on bank share acquisitions and their implications. The mention of
ownership concentration and its role in reducing agency costs is a valid point, but its
application to banks is well argued. It's clear that certain regulations, meant to maintain the
stability of lending decisions, might inadvertently weaken the monitoring power of major
shareholders. The role of debtholders as monitors is interesting. The fact that bank capital is
majorly from client deposits but is protected by local authorities, thus diminishing the
debtholder's motivation to monitor banks, is a nuanced observation. The assertion that the
complexity of banking operations and products leads to greater information asymmetry is
cogent. When managers have greater control due to such opaqueness, it certainly can lead to
short-term decision-making that might not align with the bank's long-term interests. While the
assertion makes sense, some practical examples, or specific cases where managers acted
against the long-term interests of the bank would have provided greater weight to this claim.

The importance of the stability of the banking sector to overall economic and social well-being
is undisputed. The global financial crisis of 2007/2008 is a testament to this. The author aptly

lists the primary reasons for regulating banks, from mitigating risks to ensuring smooth
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operation. The mention of the social costs due to bank risk-taking is especially pertinent given

recent historical events.

In summary, regulator’s intervention in banks corporate governance is vital to compensate for
some of the less-effective corporate governance mechanisms, like takeover threats,
ownership concentration, and bondholders’ control. Further, banks are characterized by
opaque operation and complex products; that impower managers on the expense of
shareholders. And the social and economic costs of bank instability is significant, so extra
specific regulations are essential to support banking sector stability. | will summarize the main
corporate governance interventions, based on issuing body or regulator. The approach will
focus on the reports issued by key standards setting bodies at international level, namely Basel
Committee on Banking Supervision (BCBS), and Financial Stability Board (FSB).

Basel Committee on Banking Supervision (BCBS)

Following the failure of Bankhaus Herstatt in West Germany, and the instability in international
banking and currency markets in 1974, the G10 countries central bank governors established
the BCBS. Today, BCBS has 45 members constitute of central banks and bank supervisors of
28 jurisdictions. The committee is the primary global standard setter for the prudential
regulation of banks (The Basel Committee - overview, 2022). Based on the information on its
website, BCBS aims to boost financial stability by elevating the standard of banking oversight
globally. It also provides a platform for consistent collaboration among its member countries
regarding banking supervisory issues. BCBS releases Standards, Guidelines, and Practices.
Members are anticipated to integrate Standards into their legal structures. Guidelines provide
detailed explanations of the Standards, while Practices offer a reference point for members to

assess and enhance their existing methods.

In 1992, BCBS issued one of its first reports on banks supervision titled “Minimum Standards
for The Supervision of International Banking Groups and Their Cross-Border Establishments”.
The report aimed at improving information sharing across countries, with no mention of
corporate governance issues. 1996, another report titled “The Supervision of Cross-Border
Banking” was released; it suggested “proposals for overcoming the obstacles to effective
consolidated supervision of the cross-border operations of international banks” (History of the
Basel Committee, 2022). There was no reference to corporate governance in this report too.
The term Corporate Governance was mentioned for the first time in the 1997 report “Core
principles for effective banking supervision”. The term was cited 5 times with emphasis on the
need to encourage good corporate governance that can be achieved through having an
appropriate management structure and proper set of responsibilities for Board and senior

management (Basle Committee on Banking Supervision, 1997).
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As a response to the 1998 Asian crisis, BCBS issued its first report on corporate governance
principles in 1999 under the title: “Enhancing Corporate Governance for Banking
Organisations”. The report built on the 1999 OECD Corporate Governance Codes importance,
emphasised on the importance of good corporate governance. It recommended some key
“practices” to assist banks in improving its corporate governance. The report focused on
corporate structure (relationship between Board and senior management), and Board
responsibilities and roles. In 2006 and following up on the 2004 OECD’s report on Corporate
Governance Principles, BCBS published its second report with a title: “Enhancing Corporate
Governance for Banking Organizations”. The report included 8 principles to promote sound
corporate governance in banks. The report re-emphasised the roles and responsibilities of the
Board, managing conflict of interest, and the role of supervisors or regulators. Both 1999 and
2006 reports have little information about the importance and role of standalone board level
risk committee. In 2010, and following the 2007/2008 global financial crisis, BCBS issued a
third report titled: “Principles for Enhancing Corporate Governance”. The more detailed report
(42 pages compared to 14, and 30 pages of the 1999 and 2006 reports respectively) shifted
the attention and awareness to “risk governance”, especially the role Chief Risk Officer (CRO)
and Risk Management Committee. This attention is evident by the number of citations or
reference to the two terms in the 2010 report (30 times) compared to 3 times in the two
previous reports combined. The report presented 13 principles that elaborated on areas like,
risk management function, risk identification, monitoring, and controlling, risk communication,
and compliance. In 2015, BCBS published an updated report on banks corporate governance
with the title: “Corporate Governance Principles for Banks”. The “Guidelines” build on the 2013
FSB report: “Thematic review on risk governance”. The focus on risk governance issues has
strengthened in this report with more details about the characteristics of the risk committee:
(1) it should be chaired by an independent director; (2) majority of its members should be
independent; and (3) members should have experience in risk management issues and
practices. Further the report elaborated on the role and characteristics of the Chief Risk Officer
(CRO). The CRO oversees developing the risk management function and supervising it. They
ensure that the bank's risk management processes are strong and efficient enough to support
its strategic goals and all associated risk-related activities. (Basel Committee on Banking
Supervision and Supervision, 2015). Further, The CRO’s responsibilities include the ongoing
monitoring of risk limits adherence and risk-taking activities performance. CRO attributes were
also detailed in the 2015 report. CRO should be independent; have the necessary skills to
perform his/her duties; have enough authority and access to information; have direct access

to and meet regularly with the risk committee.
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Table 1: Summary of Basel Committee Reports

Description
Length (number of pages)®

Nature of Report

Triggered By

Theme/Emphasis

Number of times Risk
Committee is cited”

Number of times Chief
Risk Officer is cited?

Basel Committee Reports on Banks Corporate Governance

1999 2006 2010
14 30 42
Practices Principles Principles
High profile break
Asian Crisis ggygri;nnggr/porate 2007/2008

Financial Crisis
Follow up on

OECD principles

Bank structure;
Board

Risk Management;

Board roles and . )
internal control;

responsibilities;

responsibilities; X . and Board
. conflict of interest :
and compensations practices
1 2 8
0 0 22

RC AND CRO CITATION IN BCBS'S CORPORATE
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47

30

-

1999 2006 2010 2015

Figure 1: RC and CRO citation in BCBS's corporate governance reports

2015
43

Guidelines

2013 FSB
peer review
recommendations

Risk Governance
(risk culture and
risk appetite), and
Board, Risk
Committees, and
CRO roles.

17

30

In addition to the abovementioned corporate governance reports, BCBS influenced the banks’

risk-taking level by introducing the Basel Capital Accord in 1988 for what is known to be: Basel

I. Under the accord, banks to meet a minimum capital to weighted risk assets ratio of 8% with

at least 4% of the capital is core capital (equity). In 2004, BCBS published Basel Il, a new

capital framework, to replace Basel I. The new framework maintained the 8% capital ratio

6 Based on identifying number of pages for each report given all reports were accessible from the

same device.

7| searched each report for “Risk Committee” or “Risk Management Committee”.
8 | searched each report for “Chief Risk Officer” or “CRO”.
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requirement but provided more details about capital classification into Tier-1, Tier-2, and Tier-
3 capital, based on the risk level inherited in each capital. Tier-1 represents basic equity, Tier-
2 includes Supplementary capital (Undisclosed reserves, Revaluation reserves, General
provisions/general loan-loss reserves, Hybrid debt capital instruments, and Subordinated term
debt), and Tier-3 equal the Short-term subordinated debt. Responding to the 2007/2008 global
financial crisis, BCBS issued new reforms under the Basel Ill. The objective of these reforms
is to strengthen the resilience of banks in the awake of the financial crisis. The reforms
included: (1) Banks to incur capital charges through credit valuation adjustment (CVA) linked
to the deterioration in the credit worthiness of a counterparty; (2) Re-defining capital into two
tiers only: Tier-1 Capital (includes Common Equity Tier-1, and Additional Tier-1), and Tier 2
Capital (includes Share premium, some provisions); (3) Common Equity Tier-1 Capital ratio of
4.5%; Tier-1 Capital ratio of 6%; and Total Capital ratio is 8% (Basel Committee on Banking
Supervision, 2010).

Financial Stability Board (FSB)

In its response to the 2007/2008 global financial crisis, the governments of the G20 approved
the creation of FSB as a successor of the 1999 Financial Stability Forum (FSF). FSB’s
objectives include (1) promoting the reform of international financial regulation and
supervision; and (2) standard-setting and in promoting members’ implementation of
international standards (History of the FSB, 2022). In this study and given the wide range of
areas covered by the work of FSB, | will focus on the FSB’s work related to risk governance
and more specifically related to the roles and attributes of both risk committee and chief risk

officer.

In 2008, FSB released one of its first reports titled: “Risk Management Lessons from the Global
Banking Crisis Of 2008”. This report concludes that one of the key lessons learned from the
banking crisis of 2008 is that some banks over-relied on and permitted excessive leverage
which increased solvency risk. Among other factors, the report cites risk governance

weaknesses as a key reason for the excessive leverage (Senior Supervisors Group, 2009a).

In 2013, FSB published its “Thematic Review on Risk Governance”. The report aimed to: (1)
promote cross-country and cross-sector standards implementation; (2) evaluate standards
and policies results; and (3) make recommendations based on the identified weaknesses and
gabs. In reference to risk committee and chief risk officer, the report concluded: (1) Banks
have made progress in establishing a stand-alone board level risk committee that is constituted
only with independent members and instituting a chief risk officer (CRO); however, (2) 50% of
the surveyed banks did not meet the evaluation criteria for defining the responsibilities of risk

committees. The report highlighted some sound risk governance practice that include: (1) the
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board should conduct (minimum annually) a review of directors’ qualifications, skills, time
commitment, and training needs; (2) The risk committee is required to be a stand-alone
committee (distinct from the audit committee); chaired by an independent director; composed
of independent members who have experience in risk management issues and practices.
Regarding the risk committee roles, it should: discuss all risk strategies; review and approve
the bank’s risk policies (at least annually); and ensure the bank’s adherence to the approved
risk policies by overseeing that management has established appropriate processes to
achieve that; and (3) The CRO: a) has the organisational stature, seniority, skillset, authority,
and character required to oversee and monitor the bank’s risk management; b) reports directly
to the CEO and the risk committee; c) meets periodically with the board and risk committee in
the absence of executive directors or management; d) is appointed (and dismissed) with the
approval of the risk committee or the board, and appointments (and dismissals) are disclosed
publicly; e) should ensure that adequate resources are available for the risk management
function; f)is “actively” involved in key decision-making processes (from risk perspective); and
setting of risk-related performance indicators; h) meets (quarterly at minimum), with the bank’s
supervisor. The report, and in relation to risk committee and CRO, recommended: (1) national
authorities should set requirements to establish communication procedures between risk
committee and other board’s committees, like finance and audit committees; and to set
requirements to elevate the authority, stature, and independence of CRO; and (2) standard-
settings bodies (like BCBS) should review their corporate governance principles to incorporate

FSB’s proposed sound risk governance practices (FSB, 2013).

In 2017, FSB issued a more comprehensive corporate governance thematic review. The report
surveyed 23° countries and jurisdictions on various corporate governance issues. It found that
risk committee is required by law in 16 countries and jurisdictions (Australia, Brazil, China, EU,
Germany, Italy, Spain, UK, India, Indonesia, Korea, Mexico, Saudi Arabia, Singapore, South
Africa, and Switzerland). In US and Turkey, there was no legal requirement to establish a
standalone risk committee, while in Argentina, Canada, and Russia it was required in the
Corporate Governance Code. France required the establishment of separate risk committee

as a listing rule (Financial Stability Board, 2017).

9 Netherlands was surveyed but no response was provided.
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Establishing Risk Committee Requirements

Not Required

Required by Listing Rules

Required by Corporate Governance Code

Required by Law or Regulation

0 2 4 6 8 10 12 14 16 18

Figure 2: RC-establishment requirement in 23 countries surveyed by FSB.

2.5.3 Risk Committee Characteristics, Roles, and Responsibilities

In its report Corporate Governance for Banks (Basel Committe on Banking Supervision, 2015),

Basel Committee on Banking Supervision highlighted the characteristics, roles and

responsibilities of risk committee (RC) as follows:

RC is required for systemically important banks!® and is strongly recommended for
other banks based on a bank’s size, risk profile or complexity.

RC should be separate from the audit committee, but it may have other relevant tasks.
RC should be chaired by an independent director (not the chair of the board or of any
other committee).

RC should, by majority, constitute of independent directors who have experience in
risk management practices and issues.

RC should discuss risk strategies at both aggregate basis and sole basis, i.e discuss
each risk type separately in addition to discussing aggregate risk level. Based on these
discussions, RC should make recommendations to the board on the bank’s overall risk
appetite.

RC is required to review the bank’s risk policies at least once annually. Also, RC should
ensure that management has in place the necessary processes to support the bank’s
overall adherence to the bank’s approved risk policies.

RC is responsible to advise the bank’s board on the bank’s overall both current and
future risk appetite, supervise senior management’s implementation of the risk appetite
statement, report on the position of risk culture in the bank, and interact with and
oversee the Chief Risk Officer.

RC should oversee the strategies for the management of capital and liquidity as well

as for all relevant risks of the bank. This includes market risk, credit risk, reputation,

10 As per BCBS assessment.
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and operational risk and reputational risks, to ensure they are consistent with the risk
appetite statement.

- RC should receive frequent reporting and communication from the Chief Risk Officer
and other relevant officers/functions regarding the bank’s current risk profile and risk
culture, utilisation against the stated risk appetite, limits and limit breaches, and risk
mitigation efforts/plans.

- RC should establish effective communication and coordination with the audit
committee to enable the exchange of information and effective handling of all risks,
including evolving risks, and any required adjustments/amendments to the bank’s risk

governance framework.

In the UK, the Financial Conduct Authority (FCA) provided more details regarding the
responsibilities of the Risk Committee. In its 2016 report titled “Senior Management
Arrangements, Systems and Control”, FCA highlighted the following tasks/functions to fall
within the responsibilities of the Risk Committee (Financial Conduct Authority, 2016):

- RC should advice the firm’s governing body or board of director or on risk strategy.
This includes the oversight of firm’s existing risk exposures.

- RC should develop proposals highlighting the firm’s overall risk appetite and risk
tolerance. Also, RC should develop metrics to monitor and measure the firm’s risk
management performance.

- RC should challenge and oversee the design and implementation of stress testing.

- RC should challenge and oversee the day-to-day risk management activities.

- RC should oversee and challenge the due diligence on: (1) risk matters related to
material or significant transactions; and (2) strategic proposals that are require
governing body or Board approval.

- RC should advice the bank's remuneration committee on risk weightings that need to
be applied to performance objectives that influence the incentives of the executives.

- RC should advice, challenge and oversee development of sound risk culture at entire

bank level.

Financial Stability Board (FSB) issued a peer review report titled “Thematic Review of Risk
Governance” in which it recommended some characteristics and responsibilities of the bank’s
Risk Committee (FSB, 2013):

- RC s required to be a stand-alone committee, separate from the audit committee.

- RC should be chaired by an independent director and avoids “dual hatting” with the

chair of the board, or any other committee.
- RC should include independent members who have experience in risk management.
- RC should discuss bank’s risk strategies on both an aggregated basis and by type of

risk.
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RC should review and approve the bank’s risk policies at least annually.
RC should ensure the bank’s adherence to the approved risk policies and that

management implies effective risk processes.

2.5.4 Chief Risk Officer Characteristics, Roles, and Responsibilities

“Banks should have an effective independent risk management function, under the direction

of a chief risk officer (CRO), with sufficient stature, independence, resources and access to

the board” (Basel Committe on Banking Supervision, 2015, p. 25). Clearly, BCBS identifies

the CRO as the officer responsible for the bank’s overall risk management function. BCBS

provides more details regarding the CRO role and characteristics as following:

The CRO is responsible to oversee the development and implementation of the risk
management function of the bank. Under this general directions, the BCBS explains
what is included under this primary responsibility: (1) ensure that the bank’s risk
management capabilities are effective and sufficient to support bank’s risk taking
activities and strategic risk objectives through strengthening staff skills and enhancing
banks’ risk management policies, systems, processes, quantitative models and
reports; (2) support the board in overseeing and engaging in the development of bank’s
risk appetite statement and for converting the risk appetite into risk limits structure; (3)
engage, actively, in monitoring adherence to risk levels and risk taking activities; and
(4) manage and participate in key decision-making processes (like, strategic planning,
development of new products and service, capital and liquidity planning, and
compensation design and operation).

The CRO should have the organisational stature, seniority/authority, and the necessary
skills to supervise the bank’s risk management function. Accordingly, the CRO should
be independent with duties separate from other executive functions, that requires the
CRO to have immediate access to any information necessary to accomplish his or her
duties. However, and to ensure sufficient time is devoted to risk management function,
and independence, the CRO should not have financial and/or management
responsibility. Further, the CRO should not exercise “dual hatting” (i.e., act as a chief
financial officer, chief operating officer, chief auditor, or other senior manager role). In
terms of reporting, the CRO should report to the bank’s board or its risk committee,
also, he or she should have direct access to the bank’s board or its risk committee
without any impediment. The CRO should be able to interpret and communicate risk
activities and strategies and effectively engage the board or its risk committee and
management in productive dialogue on key risk activities and issues. This dialogue or

interaction (between the CRO and the board and/or risk committee) should take place
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frequently. Meetings between he CRO and the bank’s board and/or its risk committee
without the presence of executive directors should be allowed and facilitated.

The board or its risk committee should be responsible for the appointment and
dismissal of the CRO. Also, they should approve any changes to the CRO position.
The bank’s board or its committee should review the CRO’s performance, and budget
and compensation. In an event of CRO removal, the bank should discuss with its
supervisor/regulator the removal reasons. Further, A public disclosure should be

provided if the CRO is removed from his or her position.

Financial Stability Board (FSB) issued a peer review report titled “Thematic Review of Risk

Governance” in which it recommended some characteristics and responsibilities of the bank’s
Chief Risk Officer (CRO) (FSB, 2013):

Banks need to ensure that the CRO has the organisational stature, skill set, authority,
and character needed to oversee and monitor the bank’s risk management processes.
CRO should apprise key management and board members of the bank’s risk profile
and relevant risk issues on a timely and regular basis.

CRO should have a direct reporting line to the board and/or risk committee, and a direct
reporting line to the CEO with a distinct role from other business line responsibilities or
executive functions.

CRO should meet meets periodically with the board and risk committee without the
presence of executive directors or management.

CRO is appointed (and dismissed) with input or approval from the board or risk
committee. These appointments and dismissals should be disclosed publicly.

CRO should be independent of business lines and has the appropriate stature in the
bank. CRO performance, compensation and budget should be reviewed and approved
by the board or the risk committee.

CRO should ensure that adequate resources are available to the risk management
function in accordance with the bank’s complexity, Risk Appetite Framework, and
strategic plans.

CRO should be actively involved in all risk related decision-making processes. This
includes decisions related to reviewing the business strategy, new product approvals,
strategic planning, stress testing, mergers and acquisitions, recovery and resolution
planning, and funding and liquidity management planning). CRO should challenge
management’s decisions and recommendations on those matters.

CRO should be actively involved in establishing performance indicators to adequately
measure and monitor risk management performance.

CRO should meet regularly (quarterly at minimum) with the bank’s supervisor to

discuss the scope and coverage of the risk management function.
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Chapter Three: Risk Committee: Impact on Bank
Risk and Performance

The Risk Committee plays an indispensable role in shaping a bank's risk management
practices and overall performance. In this chapter, | delve into the various aspects of the Risk
Committee, its impact on risk management, and the subsequent effects on a bank's risk

management practices and financial performance.

Composition and Structure of the Risk Committee

The Risk Committee comprises members from the bank's board of directors, with most of them
being independent and non-executive directors. The composition aims to ensure the
committee's objectivity and independence in overseeing the bank's risk management
framework. Typically, the Risk Committee includes members with diverse backgrounds and
expertise, such as finance, risk management, regulation, and banking operations. The Risk
Committee is often structured with a chairperson, who is responsible for setting the agenda
and leading discussions. The committee may also include subcommittees, focusing on specific
risk areas like credit risk, market risk, or operational risk. The structure enables the Risk
Committee to address complex risk issues with specialized attention.

Roles and Responsibilities of the Risk Committee
According to BCBS and FSB, the primary roles and responsibilities of the Risk Committee
include:

1. Defining Risk Appetite
The Risk Committee is responsible for establishing and regularly reviewing the bank's risk
appetite, which defines the level and types of risk that the institution is willing to accept in
pursuit of its strategic objectives. The risk appetite is typically expressed through quantitative
and qualitative measures.

2. Overseeing Risk Management Framework
The Risk Committee oversees the implementation of the bank's risk management framework,
ensuring that it aligns with the institution's risk appetite and regulatory requirements. This
includes reviewing and approving risk management policies, procedures, and controls.

3. Monitoring Risk Exposure
The Risk Committee monitors the bank's risk exposure to ensure that it remains within the
defined risk appetite. The committee evaluates risk reports, analyses risk trends, and identifies
emerging risks that may affect the bank's financial stability and performance.

4. Reporting to the Board

52



The Risk Committee is accountable to the board of directors for its activities and decisions.
The committee provides regular updates to the board on the bank's risk profile, risk

management performance, and emerging risks.

In this thought-provoking chapter, | delve deep into the realm of Risk Committees and their
influence on a bank's risk management and overall performance. As financial institutions face
an increasingly challenging and dynamic global economy, understanding the impact of Risk
Committees on various aspects of bank risk and performance is crucial. This chapter is divided
into four main sections, each designed to provide a comprehensive understanding of the topic
at hand. Section 1, Literature Review and Research Hypothesis Development: | begin with a
thorough review of existing literature on the subject, focusing on the attributes of Risk
Committees and their impact on bank risk and performance. This section explores various
factors such as the existence, size, qualifications, and meetings frequency of the Risk
Committee, and how each factor potentially affects the bank's risk and performance. Section
2, Design and Methodology: In this section, | outline the research design and methodology
used to examine the relationship between Risk Committees and bank risk and performance. |
discuss the sample selection, data sources, estimation model, and provide detailed definitions
and descriptions of the variables considered in the study. Section 3, Data Analysis:

following the methodology, | move on to data analysis, which is divided into two parts:
univariate and multivariate analysis. The univariate analysis provides an initial examination of
the data, while the multivariate analysis delves into a more in-depth exploration of the
relationships between the various factors and bank risk and performance. Section 4, Findings
and Results: finally, | present the findings and results, synthesizing the data analysis to draw
meaningful conclusions about the role of Risk Committees in shaping a bank's risk landscape
and overall performance. | discuss the significance of the findings, their implications for both
practitioners and policymakers, and offer suggestions for future research directions in this vital

area of financial governance.

3.1 Literature Review and Research Hypothesis Development

| searched the Brunel Library online site, which includes most of the largest databases'?, in
multiple fields including business, economics, and finance. | used the following selection
criteria: (1) all fields: “risk committee” or “risk management committee” or “risk management
unit”; (2) And: All fields: “Bank” or “Banking”; (3) Content type: Peer reviewed Journal articles
and scholarly material; (4) Language: English; (5) Disciplines: All. The initial search yielded 73

articles. After carefully reading the abstract of these articles, | identified 29 articles where the

11 Some of the databases included are Scopus, Web of Science, Social Sciences Citation Index,
Ingenta Connect, Elsevier, Emerald Journals, ScienceDirect Journals, and Business Source Premier.
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risk committee and/or at least one of its attributes was examined. Then, and to improve the
reliability and quality of outcomes, articles from journals rated 1 or above in the “Academic
Journal Guide (2018) by Chartered ABS” were selected, and that resulted in 22 qualified

articles.

3.1.1 Risk Committee attributes and Bank Risk and Performance

The emphasis, by regulators, on establishing a standalone Risk Committee grew significantly
following the 2007-2008 financial crisis. As they argue that poor risk management and
oversight contributed to the 2007-2008 financial crisis (Kashyap, Rajan and Stein, 2008;
Erkens, Hung and Matos, 2012). And boards failed (during the crisis) to determine the true risk
exposure of major banks and disclose risk oversight deficiencies (Senior Supervisors Group,
2009b). US Financial Crisis Inquiry Commission (FCIC) reported that the main reason for the
2007-2008 financial crisis was that several financial institutions engaged in many excessive
risk-taking strategies. Further, Financial Stability Board (FSB) stated that one of the primary
reasons of excessive risk taking before the 2007-2008 financial crisis was that insufficient time
was dedicated to risk management by board directors (Senior Supervisors Group, 2009b).
Further, BCBS in its 2010 report, titled “Principles for Enhancing Corporate Governance”,
identified both inadequate risk management and insufficient board oversight as key reasons
for the 2007/2008 global financial crisis.

To address the above shortcomings, standards-setters, like BCBS and FSB, recommended
the establishment of board level risk committee that is separate from the Audit committee
(Bank for International Settlements, 2010; FSB, 2013). As a result of these recommendations,
country-level regulators started to emphasise on the need to establish a board level standalone
risk committee. In the US, in 2014, the Federal Reserve Board of Governors (FED) finalized a
rule under the Dodd-Frank Act that requires publicly traded bank holding companies (BHC)
with total assets greater than $10b to establish a board level separate risk committee. In the
UK, the Financial Conduct Authority (FCA) in 2014, and following Walker's (2009)
recommendations, made it mandatory for UK banks to form a standalone risk committee.
Similar theme applied in EU, as the European Banking Authority (EBA) in 2014 demanded that

significant institutions (this applies to listed banks) shall establish a standalone risk committee.

A robust risk management function is essential in risk identification and excessive risk-taking
prevention (Kashyap, Rajan and Stein, 2008; Stulz, 2008). The formation of a separate risk
committee should improve the risk management function through (1) ensuring that risk
management practices are adhered to (Hopt, 2013); (2) signalling the board’s commitment to

sound control systems (Cummins et al., 2009); (3) enhancing risk-monitoring ability of directors
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over managers (Jensen and Meckling, 1976; Aebi, Sabato and Schmid, 2012; Minton, Taillard
and Williamson, 2014); and (4) making the firm’s risk profile clearer to the board (Yale, Grove
and Clouse, 2013).

Until 2015, regulators and standards sitters provided little description about RC characteristics
and the emphasis was mainly on RC existence. In 2015, BCBS provided more details
regarding risk committee qualification and experience, and independence (FCA, EBA, (Basel
Committee on Banking Supervision and Supervision, 2015). However, little information is

provided regarding some other key characteristics, like RC size, and RC number of meetings.

The literature on RC attributes and bank risk and performance is limited. Few empirical studies
examined the relationship between some RC attributes and bank (or financial institutions) risk
and/or performance. To the best knowledge of the author, this research will be the first to
examine the five key RC attributes (existence, size, qualification, independence, and
meetings) in one paper. Further, this is the first paper to sample commercial banks only
eliminating the need to control for bank’s diversification activities. And the sample is drawn
from United States (US) banks only to ensure impact of differences and variations in local
regulation, laws, and ecosystems is eliminated. Also, the research will cover the period post
regulation advancement, since many papers, in this area, focused on the RC attributes and
bank risk and/or performance pre and/or during the 2007-2008 financial crisis (Aebi, Sabato
and Schmid, 2012; Ellul and Yerramilli, 2013; Battaglia and Gallo, 2015; Aljughaiman and
Salama, 2019; Iselin, 2020).

3.1.1.a Risk Committee Existence and Bank Risk and Performance

Following the regulators and standards-sitters push for the need to establish a standalone Risk
Committee in banks, research in risk governance domain started by investigating the impact
of establishing a stand-alone risk committee on banks’ risk taking and performance. Studies
sought to reveal the effect of risk committee presence on banks’ outcomes, like performance,
risk, risk taking, risk disclosure, etc. The literature shows mixed patterns/results. Some
researchers concluded that the risk committee presence has no impact on banks’ outcomes
(Aebi, Sabato and Schmid, 2012; Minton, Taillard and Williamson, 2014; Hines and Peters,
2015; Abid et al., 2021). Other researchers found some undesirable outcomes associated with
RC existence (Zemzem and Kacem, 2014; Hines et al., 2015; Akbar et al., 2017; Elamer and
Benyazid, 2018; Aslam and Haron, 2020). However, some authors found positive outcomes
for establishing a stand-alone risk committee (Yeh, 2017; Aljughaiman and Salama, 2019;
Iselin, 2020; Abid et al., 2021; Azim and Nahar, 2021; Nahar and Jahan, 2021; Nguyen, 2022)
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Aebi, Sabato and Schmid, (2012) examined the relationship between RC existence and bank
performance for 85 US banks during the 2007-2008 financial crisis period. Using three
performance measures (Buy-and-Hold Return; ROE, and ROA), they concluded that RC
presence is not beneficial for the banks’ crisis performance unless the RC is dedicated and
meets more frequently. The results are consistent with (Hines and Peters, 2015) who
investigated US financial institutions (FIs) which voluntary formed RC. They collected data for
the period 1994 to 2008. The researchers found no association between RC existence and
Fls operational and performance improvements. Further, and when using the existence of RC
as a control variable, Minton, Taillard and Williamson, (2014) find that the presence of RC
does not impact stock performance or capital ratios during the 2007-2008 financial crisis for
financial institutions with more than $1billion in assets from multiple countries. Still, the
research design does not emphasis on identifying the impact of RC existence since it is used
as a control variable. Surprisingly, all the abovementioned articles focused on the impact of
RC existence on banks’ performance rather than risk taking or risk management. Abid et al.,
(2021) found no association between RC existence and bank’s performance for a sample of
1,480 observations for Asian banks from 2010 to 2017. The authors also reported a weak
significant association between RC existence and operation risk. Qureshi and Lamarque,
(2022) examined the impact of RC activity (measured by RC existence, independence, and
financial experience) and on the credit risk of Significantly Supervised European Banks
(SSEB). The authors investigated the period 2013 to 2017. The study measured credit risk
using a proxy of impaired loans ratio of total loans. The authors found that RC activity was
insignificant in reducing SSEB’s credit risk. However, the impact of RC existence on credit risk
was not identified due to the research design and methodology, as RC existence was one

element of a risk management index.

Zemzem and Kacem, (2014) found a negative relationship between RC existence and firm
performance using a sample of 17 Tunisian lending institutions during the period of 2002 and
2011. Relatedly, Elamer and Benyazid, (2018) examined the relationship between RC
existence and UK Financial Institutions’ (Fls) performance, measured by Return on Equity
(ROE) and Return on Assets (ROA). Using a sample of all FIs listed in the FTSE-100 for the
period 2010 to 2014, the authors found a negative and significant association between RC
presence and Fls’ ROE, concluding that Fls with no RC performed better than those with RC.
The negative association also reported between RC size, RC independence, and RC meeting
frequency from one side and FIs’ performance from the other side. Hines et al., (2015)
examined the relationship between RC existence and audit fees using a sample of 3,980
observations from US listed banks for the period 2003-2011. They found that the RC existence
is associated with higher audit fees. Also, and using a sample of financial firms of FTSE all-
share index for the period 2003 to 2012 (Akbar et al., 2017), finds a positive association

between RC presence and Z-risk or idiosyncratic risk. However, the study deploys rarely used,
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in the literature, two dependent variables (Z-risk and idiosyncratic risk). Also, and using a
sample of 129 Islamic Banks from 29 countries for the period 2008-2017, Aslam and Haron,
(2020) found a negative and significant effect on bank’s performance, measured by ROE and
ROA. The authors argue that the existence of RC limits the managers ability to take excessive
risks which has a negative impact on bank’s performance. Further, Mashamba and Gani,
(2022) examined risk governance and risk taking in African banks. The study used a sample
of 41 listed banks in 12 African countries for the period 2011 to 2020. The study found that RC
presence has a positive association with bank’s risk taking, measured by the ratio of risk-

weighted assets to total assets.

However, some studies found favourable outcomes when examining the impact of RC
existence on banks’ risk and performance. Amoozegar, Pukthuanthong and Walker, (2017)
constructed a Risk Management Index (RMI), that includes RC variables (RC presence, risk-
related experience, and number of meetings), to investigate the impact of RM on banks
litigation risk (measured by the number of times a bank was subject to a class action lawsuit).
The study used a sample of 432 observations for sued financial institutions for the period 1996
to 2011, and it found that banks with higher RMI are less likely to be sued. However, and due
to the research design and methodology, the impact of RC presence alone is not identified.
Yeh, (2017), using a sample of 78 publicly listed regional Japanese banks for the period 2007-
2008 (financial crisis period), found RC presence reduced the banks’ default risk during the
financial crisis through effective monitoring and controlling of risks. Aljughaiman and Salama,
(2019) investigated risk governance mechanisms in the Middle East and North Africa (MENA)
region across both Conventional Banks (CBs) and Islamic Banks (IBs). They found that RC
existence is significantly and negatively associated with risk-takings, measured by an index
representing banks’ credit, market, liquidity, insolvency, and operational risks, in both CBs and
IBs. But they reported that RC existence only improve risk management effectiveness in CBs
and not within IBs. The authors used a sample of 65 listed banks for the period from 2005 till
2015 to cover pre and post crisis period. Iselin, (2020) examined the relationship between RC
existence and Tier-1 capital ratio for US banking holding companies with assets greater than
$10 billion during the period 2004-2010. The study focuses on two economic periods/status:
stable (pre-crisis) and crisis. It finds that RC existence is associated with lower (higher) Tier-1
capital ratios in the stable (crisis) period. Nahar and Jahan, (2021) used a sample of 160
banks from different 45 countries for a period from 2006 to 2016, generating a sample of 1,760
observations. The authors found a positive and significant association between RC presence
and bank’s performance, measured by Return on Assets (ROA) and Tobin’s Q. Azim and
Nahar, (2021) examined the impact of RC on risk disclosure in public banks in Bangladesh.
The authors found that the presence of RC is a critical contributing factors for risk disclosure.

Abid et al., (2021) found a significant negative association between RC existence and credit
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and liquidity risks for a sample of 1,480 observations for Asian banks from 2010 to 2017. The
authors also reported a weak significant association between RC existence and operation risk.
Galletta, Mazzu and Scannella, (2021) examined the relationship between RC existence and
liquidity risk in European banks from 2011 to 2017. The authors found a significantly negative
association between liquidity risk, measured by loans-to-deposits ratio, and RC existence.
Further, Nguyen, (2022) examined the relationship between risk governance structure, which
includes the existence of RC, and a bank’s operation scope and monitoring benefit. Using a
sample of 104 commercial banks in 10 ASEAN countries for the period 2002-2019. The author
found that risk committee existence has: (1) a positive (albeit not significant) relationship with
bank’s scope of operation; (2) a negative association with monitoring cost; and (3) a negative

(significantly negative) association with negotiation power of CEOs.

As discussed, existing literature shows mixed patterns/results when considering the impact of
RC existence on bank’s outcome. Some researchers found that the risk committee presence
has no impact on banks’ outcomes (Aebi, Sabato and Schmid, 2012; Minton, Taillard, and
Williamson, 2014; Hines and Peters, 2015; Abid et al., 2021). Other researchers found some
undesirable outcomes associated with RC existence (Zemzem and Kacem, 2014; Hines et al.,
2015; Akbar et al., 2017; Elamer and Benyazid, 2018; Aslam and Haron, 2020). However,
some authors found positive outcomes for establishing a stand-alone risk committee (Yeh,
2017; Aljughaiman and Salama, 2019a; Iselin, 2020; Abid et al., 2021; Azim and Nahar, 2021,
Nahar and Jahan, 2021; Nguyen, 2022).

3.1.1.b Risk Committee Size and Bank Risk and Performance

According to the resource dependency theory, larger committees offer greater resources for
handling challenges and tasks/problems. Therefore, RC size should have a positive (negative)
association with bank performance (risk). However, the scarce empirical research on RC size
found mixed results about the relationship between RC size and bank’s performance and/or

risk.

Battaglia and Gallo, (2015) found a positive relationship between RC size and financial
performance, measured by Return on Assets (ROA) and Return on Equity (ROE), in 36 Indian
and Chinese banks during the period 2007-2011. However, RC size was negatively associated
with market valuation, measured by Tobin’s Q, and expected market growth, measured by
Price to Earnings ratio (P/E). Similarly, and focusing on the post financial crisis period 2008 to
2012, Kweh et al., (2018) finds that larger RCs in the Malaysian banks lead to improved
performance, measured by an efficiency score that captures overall efficiency, managerial

efficiency, or profitability efficiency. Further, Aljughaiman and Salama, (2019), includes RC
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size as a one of five variables (in addition to Independency, number of meetings, financial
gualification, and multi-membership) to capture banks’ RC effectiveness. They create a Risk
Governance Index (RGI) that includes RC and CRO characteristics. The results show that
banks with higher RGI have lower overall risks. However, the RC size is not directly
investigated due to the research design. Moreover, Lee et al., (2020) found that larger RCs
are better in controlling risk-taking in 29 Malaysian banks during the period 2007 to 2016. The
study used four risk-taking measures: credit, insolvency (invert of z-score), portfolio risk, and
assets risk. Further, Galletta, Mazzu and Scannella, (2021) examined the relationship between
RC size and liquidity risk in European banks from 2011 to 2017. The authors found a
significantly negative association between liquidity risk, measured by loans-to-deposits ratio,
and RC size. Specifically, the authors concluded that increasing RC size by one member
should decrease liquidity risk by 0.02%. Abid et al., (2021) found a significant negative
association between RC size and credit and liquidity risks for a sample of 1,480 observations
for Asian banks from 2010 to 2017. The authors also reported a weak significant association
between RC size and operation risk.

Gontarek and Belghitar, (2018), examined the risk governance in 140 large US BHCs for the
period 2012 and 2015. They found no association between RC size and BHCs performance
outcomes (ROA, ROE, Operating Income, and Holding Period Returns) or risk outcomes (Loan
Loss Provision, the z-score and tail risk). The researcher concluded that rather than
observable features of the risk committee (its size or expertise levels, for example), it is the
activities performed within these board forums (such as the articulation of risk appetite) that
may better explain improvements to selected BHC outcome measures. However, Hines et al.,
(2015) examined the relationship between RC size and audit fees using a sample of 3,980
observations from US listed banks for the period 2003-2011. They found that the RC size is
associated with higher audit fees. Also, Elamer and Benyazid, (2018) found a negative
association between RC size and both ROE and ROA for a sample of UK FTSE 100 listed
Financial Institutions from 2010 to 2014. Nahar and Jahan, (2021) used a sample of 160 banks
from different 45 countries for a period from 2006 to 2016, generating a sample of 1,760
observations. The authors found that RC size is not “directional” for bank’s performance,
measured by Return on Assets (ROA) and Tobin’s Q. Qureshi and Lamarque, (2022)
examined the impact of RC size on the credit risk of Significantly Supervised European Banks
(SSEB). The authors investigated the period 2013 to 2017. The study measured credit risk
using a proxy of impaired loans ratio of total loans. The authors found that RC size was

insignificant in reducing SSEB’s credit risk.
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3.1.1.c Risk Committee Independence and Bank Risk and Performance

Independent directors can make more efficient decisions because they have no fear of
jeopardizing their careers (Dionne and Triki, 2005). Also, larger number of independent
directors on the board ensures more objective decisions (Wu, Lin and Lin, 2009) and better
decisions (Dionne and Triki, 2005). However, the empirical literature does not conclusively
support these arguments and findings.

Yeh, Chung and Liu, (2011) investigated the largest 20 financial institutions (FIs) in the G8
countries during the period 2007 to 2008. They concluded that RC independency, measured
by % of independent directors in the RC, positively influenced the Fls performance during the
2007-2008 financial crisis. The researchers used market-based performance measure: stock

return; and accounting-based measures: ROA and ROE.

Tao and Hutchinson (2013) researched Australian financial companies from 2006 to 2008.
Their findings suggest the significance of having remuneration and risk committees composed
of members who operate independently from management, possess industry and board
experience, hold professional qualifications, and convene regularly. The study used Risk
Committee Monitoring (RCM) as an explanatory variable that includes committee size,
independence, experience, and activity (number of meetings), and reported a positive
association between firm performance and RCM. However, the research design does not allow

for a direct examination of the relationship between RC independence and firms performance.

Aljughaiman and Salama, (2019), includes RC Independency as a one of five variables (in
addition to size, number of meetings, financial qualification, and multi-membership) to capture
banks’ RC effectiveness. They create a Risk Governance Index (RGI) that includes RC and
CRO characteristics. The results show that banks with higher RGI have lower overall risks.
However, the RC Independency is not directly investigated due to the research design. Dupire
and Slagmulder, (2019) studied a sample of 33 insurance companies and 54 banks from
Europe for two years of observations 2007 and 2014. The authors found a positive association
between state-controlled firms with higher independent boards and risk committee
independence. However, the study does not address the impact of risk committee

independence on the firms’ risk and/or performance indicators.

Nahar and Jahan, (2021) used a sample of 160 banks from different 45 countries for a period
from 2006 to 2016, generating a sample of 1,760 observations. The authors found that RC
independence positively impact the relationship between bank’s performance, measured by

Return on Assets (ROA) and Tobin’s Q, and bank’s risk disclosure. Qureshi and Lamarque,
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(2022) examined the impact of RC activity (measured by RC existence, independence, and
financial experience) and on the credit risk of Significantly Supervised European Banks
(SSEB). The authors investigated the period 2013 to 2017. The study measured credit risk
using a proxy of impaired loans ratio of total loans. The authors found that RC activity was
insignificant in reducing SSEB’s credit risk. However, the impact of RC independence on credit

risk was not identified due to the research design and methodology.

3.1.1.d Risk Committee Qualifications and Bank Risk and Performance

Regulators have explicitly stated that risk committee members should have appropriate fiancé
and banking qualification and experience (FCA, EBA, (Basel Committee on Banking
Supervision and Supervision, 2015). As directors with good knowledge of financial theories,
principles, and standards will provide more effective risk oversight and management. Despite
of the regulators’ emphasis, the existing literature that examines the association between risk

committee qualification and banks’ performance and/or risk is limited.

Studying Australian financial firms over the period 2006 to 2008, (Tao and Hutchinson, 2013)
found that firm’s performance improved when risk committee members were professionally
gualified, independent, meet more frequently, and have industry experience. The study used
Risk Committee Monitoring as an explanatory variable that includes, in addition to qualification,
committee size, independence, experience, and activity (number of meetings). This research
design does not allow for a direct examination of the relationship between RC qualification and

firms performance.

Al-Hadi, Hasan, and Habib, (2016) examined the relationship between risk committee
characteristics and risk disclosure in a sample of 677 firm-year observations of financial firms
in the Gulf Cooperation Council (GCC) countries for the period 2007-2011. They find that firms
with a better risk committee qualification are associated with greater market risk disclosure.
Aljughaiman and Salama, (2019), includes RC financial qualification as a one of five variables
(in addition to size, Independency, number of meetings, and multi-membership) to capture
banks’ RC effectiveness. They create a Risk Governance Index (RGI) that includes RC and
CRO characteristics. The results show that banks with higher RGI have lower overall risks.

However, the RC qualification is not directly investigated due to the research design.

Nahar and Jahan, (2021) used a sample of 160 banks from different 45 countries for a period

from 2006 to 2016, generating a sample of 1,760 observations. The authors found that RC
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financial expertism (measured by the total number of financial/accounting experts in RC?)
positively impact the relationship between bank’s performance (measured by Return on Assets
(ROA) and Tobin’s Q) and bank’s risk disclosure.

3.1.1.e Risk Committee Meetings and Bank Risk and Performance

Aebi, Sabato and Schmid, (2012) studied 85 US banks during the 2007-2008 financial crisis
period. Using three performance measures (Buy-and-Hold Return; ROE, and ROA), they
concluded that a more dedicated committee that meets more frequently seems to positively

affect the banks’ performance in the crisis.

Ellul and Yerramilli, (2013) investigate risk management mechanisms (mainly Risk Committee
and Chief Risk Officer characteristics) at a sample of US Bank Holding Companies (BHCS)
during the years 1995-2010. The authors create a Risk Management Index (RMI), with Active
Risk Committee one of six risk management variables. Active Risk Committees are those who
met more frequently in a given year than the average number of meetings in the sample. They
found that BHCs that started the financial crisis period with higher RMI score experien