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Abstract

This 1s a study of bank governance. The proposed theory stipulates that direction and
control 1s determined by the interaction of the internal and external forces
constituting the bank governance system. The internal forces of governance, mainly
managers and owners, act on behalf of private interests. The external forces, mainly

the market and the regulator, act on behalf of the public interest in a safe and

efficient banking system.

Post-positivism 1s the methodological basis of theory construction. Its main elements
are. firstly, social phenomena are studied in their socio-economic context, and,
secondly, both qualitative and quantitative methods are used in empirical analyses of
typical governance events. The study offers an alternative approach to shareholder
theory of corporate governance; 1t offers a more comprehensive explanation of how

tirms, especially banks, are governed.

The theoretical approach (methodology and theory) is used to explain the Mexican
banking crisis, treating it as a typical governance event. The main findings of the
study are: (1) financial system reforms in Mexico created a new system of bank
governance in which the powers of the external forces were weakened, and those of
the internal forces were strengthened; (1) the new system lacked appropnate
preventive regulations, thereby making bank owners the mamn source of systemic
risk; (111) the financial reforms assumed the market would discipline private interests,
thereby creating a strong asymmetry in nisk sharing between public and private
interests; (iv) this asymmetry explains the scale of the banking crisis and the

associated level of fiscal cost expended in the rescue of the banks.

The study’s main theoretical contribution is the systematic integration of regulation,
including the legal framework, in the structure of bank governance. The theory
provides a basis for a new research agenda on bank governance appropriate for

empirical studies of banks in diverse socio-economic contexts.
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1.1: Introduction

This dissertation 1s concerned with corporate governance. A general theory of
governance 1S developed and applied to the specifics of bank governance, and the
banking cnisis in Mexico. This chapter has two main objectives. The first is to
provide an overview of the background events that motivated the research; the
second 1s to provide an overview of the thesis — its core theoretical argument and
main empirical results. The relative novelty of banks as a research object in
corporate governance studies, and the atypical features of the empirical case dictate

the need for a detailed introduction to the dissertation.

Thas chapter 1s organised into four sections. The first section sets out the puzzle that
motivated the study. The second section provides a thumbnail sketch of the specific
events associated with the Mexican banking crisis, and the similarities to the general
pattern evidenced world-wide. It identifies changes in the system of governance as
the common factor linking the two. The third section considers a governance
perspective on the Mexican banking crisis. It sets out the factors specific to the
direction and control of banks that need to be integrated into a theory of bank
governance. The fourth section details the aims of the dissertation research and sets

out the overall plan of exposition.

1.2: The Puzzle That Is Corporate Governance Research

From the standpoint of a former banker and economist, the current preoccupation of
mainstream corporate governance research is more than a little puzzling." On one
hand, the privileged point of departure in the main body of research 1s prescriptive.
On the other hand, 1ts nearly exclusive empirical focus is on non-financial firms.
This implies that research ignores the most highly visible and well-publicised
incidents of banking problems in recent history: failing bank corporations and the
assoclated fiscal costs of intervention to prevent the collapse of banking systems.

The experience of the author’s dissertation, as a CEO of a Mexican public bank,

' The situation conforms to the three main definitions of a puzzle: 1) a problem that 1s difficult to
solve, 2) behaviour or motives that are difficult to understand and 3) a test of skill or intelligence
(Encarta World English Dictionary, 1999).
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teaches him that in both public and private banks, regulation plays a key role in their
governance. Thus, in considering how banks are governed, I am aware that there is
present not only the private interest, related to owners and managers, but also the
public interest (Cruickshank, 2000). A major theme 1n the dissertation 1s identifying
the methodological and theoretical reasons why corporate governance research has

ignored the problems of bank governance.

One piece of the puzzle in corporate governance 1s how the subject of governance is
characterised. There are two approaches. Keasey et al. (1997) following the work of
Blair (1995), idenftifies four competing perspectives: (1) the principal-agent, or
finance model, (11) the myopic market model of the value of the firm in the medium
and long run, (i11) the abuse of executive power model (iv) the stakeholder model
(social function of the corporation: reputation and extensive stakeholders).
O’Sullivan (2000a) proposes a different interpretation; she suggests that there are
only two competitive perspectives on corporate governance. The first three
approaches of Keasey et al. (1997) are identified by O’Sullivan (2000a) as the
sharcholder theory of corporate governance; the last (the stakeholder approach) 1s
called by her the stakeholder theory of corporate governance. She indicates that the
stakeholder theory 1s more a political approach.

One can say that the myopic market model and the executive power approaches are
fundamentally expressions of the principal-agent approach. Thus, description of
governance perspectives drawn by Keasey ef al. (1997) make distinctions that are not
theoretically pertinent because almost all of them reference the principal-agent

framework at the heart of the research model.” The discussion on governance in this

chapter adopts O’Sullivan’s characterisation because the categorization of research

as having a shareholder theory perspective is theoretically more pertinent.

2 Keasey et al. (1999, pp. ix) said that “CG consists of a interrelated set of mechanisms; notably

institutional shareholders, boards of directors, managers remunerated according to performance, the
market for corporate control, ownership structure, financial structure, relational investors and product
market competition.” Apart from the diverse empirical subject referred, this charactensation of
corporate governance appears not to improve O’Sullivan two-fold taxonomy or Blair’s four-fold
taxonomy. Furthermore, it is fundamentally associated with the external factors controlling managers
identified by Strong and Waterson (1987).
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However, there are limits to O’Sullivan’s characterisation that need to be

highhighted. The characterisation refers to theories that are prescriptive. This

indicates that a more comprehensive or inclusive conceptualisation of governance
would help to overcome the prescriptive bias in corporate governance and enable

better explanations of diverse systems of governance in different national contexts.

The characterisation of research by Blair (1995) is far too restricted because she
asserts that corporate governance is only related to corporations. Today, research on
the subject includes considerations of other types of organisations, (both public and
private), other levels of analysis, including comparative systems of corporate
governance (Charkham, 1995; Prowse, 1994), and the effects on these systems
arising from regulation (O’Sullivan, 2000; O’Sullivan, 2000a). Moreover, Blair’s
definition confines us to the analysis of “playing of the game”, rather than the “rules
of the game”. In this context, Williamson (2002) identified corporate governance as
being related to i1ssues of hierarchy of public and private ordering contracts. He

explains that the first order of contracts is related to the “rules of the game.” The

2

second order of contracts is related to the “play of the game.” The view in this

dissertation is that researchers have confined the firm’s existence and its governance

to the private ordering contract, that is, to the “play of the game”.

Another piece of the puzzle is that the interest of corporate governance research is
almost exclusive in non-financial firms; there are very few studies of corporate
governance in financial firms such as commercial banks.” This limited interest in the
corporate governance of banks 1s surprising when one considers that the problematic

conduct by bank owners and managers has been at the centre of a senes of global

> In this dissertation, what 1s meant by the term ‘bank’ 1s highly restricted; it refers to those operations
of private sector corporations directly linked to intermediation between depositors and borrowers.

The operations of taking deposits and lending then is the focal point of the public interest in the safety
and soundness of banking systems and the stated purpose of the regulation of banks. It is outside the
scope of this paper to consider the varied ways in which regulators have sought to re-define banks
because of the effects of changes in the financial services industry (e.g. the emergence of
conglomerates in which the deposit-taking/lending function is deemed to form only a small part of
operations and system risk). Thus, as results of these changes in some countries, such as the USA,
banks have been re-defined according to the law (Rose, 1999). In other countries, such as the UK, in
order to regulate banks, 1t 1s recommended that some financial services be legally defined

(Cruickshank, 2000).
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financial crises, from 1980 to the present. The resolution of these crises has given
rise to some of the largest wealth transfers ever recorded.” Illustrative of the scale of
the wealth transfer arising from defective bank governance 1s the ubiquity of bank
failures evidenced in the episodes of crisis, in all major regions of the world.’
During the period 1980 to 1997, almost three quarters of the member countries of the
International Monetary Fund (over 130 countries), experienced significant problems
in their banking systems (Lindgren, et al., 1996). Not only have most governments
experienced problems with their banking system, these banking crises have been
more frequent and significantly more severe than those documented in 1920-1930,

the pre-bank regulation period in which problems were endemic® (Bordo, er al.,
2001).

Particular attention was drawn to the fact that banking crises emerged after
deregulation of financial systems (including deregulation of bank operations)’
(Stighitz, 2002; OECD, 1995). This revived longstanding theoretical debates in
economics as to the role played by regulation in assuring the safety and soundness of
banks and the overall system they comprise (Mishkin, 1992, 1997; McKinnon, 1993;

Long and Vittas, 1992; Volcker, 1996). Of urgent concern was the fact that local

* The wealth transfer arising from government bailouts of commercial banks are different but no less a
transfer of wealth than that which is supposed to arise from unresolved agency problems in non-
financial corporations. In developing countries, the broad outline of the wealth transfer will be from
the less well-off to the more well off. This is because income distribution and thus savings, in the
form of bank deposits, is highly skewed to the better off. In addition, the less well-off bear the
greatest burden from cut backs in essential public services arising from the need to bail-out banks.
There are also wealth transfers related to de facto underwriting of the unsound commercial loans that
are often the proximate cause of bank failure. In general terms, the income and wealth effects of
commercial lending are skewed towards the more well-off. Thus, the use of public funds for the
costly re-capitalisation of banks implies a further wealth transfer to the better off. Finally, there is the
1ssue of the macroeconomic effects of bank governance failures; lender of last resort interventions to
deal with serious banking problems resolve past decisions; they do not ensure that future lending will
give rnise to the levels of investment required to generate production and employment.

There 1s a degree of judgment in these classifications. However, following Sundararajan and Balino

(1991), crists refers to cases of runs, other substantial portfolio shifts, collapses of financial firms
requiring general government intervention. They classify evidence of generalized weakness of the
banking system as a significant problem.

° The decade following World War I was the last time that wide-spread turmoil was evidenced 1n the

national financial systems of the main economies. After 1930, most governments (whether fascist or
representative democracies) introduced significant levels of regulation of their financial systems and
these were a characteristic feature of the post-World War Il peniod through about 1980.

" Hausmann and Rojas-Suarez (1996) have pointed out that the Latin American region offers

numerous examples of deficiencies in regulatory and supervisory procedures that, they argue, caused
the newly liberalized financial institutions to operate under a system of “distorted incentives.”
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crises were easily propagated across national borders (Delhaise, 1998; Perry and
Lederman, 1998). Deregulation had the global effect of integrating local systems
into a global funds-flow architecture, which meant that nearly all local crises posed
greater (or lesser) threats to the stability of the global financial system. Awareness of
this prompted an unprecedented level of government bail-outs of insolvent banks
aimed at stabilising national banking systems to prevent the spread of crisis to
counter-parties in the global system. Either individually, or in concert with
international financial institutions, governments assumed extremely large fiscal costs

in the rescues of these mainly privately owned banks (Enoch, et al., 1999).

The scale of the wealth transfer related to bank failure has differed across the 130
countries affected, depending on the scale of events. In some countries, the entire
banking system collapsed. For example, in Indonesia, efforts to resolve the banking
crisis 1nvolved fiscal costs equivalent to 24% of the GDP (Bordo, et al., 2001). In
others, the crisis involved mainly the largest banks, the failure of any one of which
would bring down the system. In Japan, rescue has required nearly a decade of
intervention (The Economist, Nov.6 *-12" 1999); the fiscal cost of providing
liquidity to insolvent banks reached $300 billion USD in 1999. In Mexico, the fiscal

cost of bailing out bank governance failures reached 20% of GDP in 2000 (Lopez,
1999).

As the documented evidence demonstrates, the sheer scale of fiscal costs and the
associated wealth transfers arising from bank failures is probably far greater than
those arising from defective corporate governance in non-financial firms. Moreover,
because the wealth transfer involves a wider range of social actors (e.g., the
government, depositors and borrowers, in addition to the owners and managers),
understanding bank governance and its role in banking crises is of potentially greater
importance. This dissertation 1s focused on bank governance and takes as its case

study the banking crisis in Mexico.



1.3: An Overview of Events in Mexico

The Mexican banking crisis occurred in the context of an economic turmoil®
generated by the devaluation of the Mexican peso, in December of 1994 (Solis, 1996:
Mathieu, 1998; Rivera, 1997; Rueda, 1998; Hausmann and Rojas-Suarez, 1996). On
December 22, 1994, facing losses in the Mexican securities markets, portfolio
investors (mainly U.S.) sought to reverse their investments. This created enormous
sell-side imbalance in the foreign exchange market, resulting in a rapid devaluation
of the peso; 1t depreciated by approximately 71 % with respect to the U.S. Dollar
(Solis, 1996). The Mexican economic crisis triggered international concerns;
however, the banking crisis was seen as a domestic problem. It was argued that the
economic crisis caused the banking crisis. This view, and challenges to it, will be
discussed in the next three parts of this section. The first part discusses the
international ramifications of the economic crisis, the second reviews standard

explanations of the banking crisis, and the third critiques these explanations.

1.3.1 The Ramifications of the Economic Crisis

The devaluation of the peso provoked an international financial crisis because the
Mexican government’s foreign borrowings included USD $24 billion denominated
short-term bonds (Banco de México, 1996). The magnitude of these liabilities (and
other habilities), prompted fears that crisis would propagate throughout the
international financial system via counter-parties to those directly involved. Acting
on these fears, the World Bank, the International Monetary Fund, the Inter-American
Development Bank, and the US government’ provided a financial support package
totalling USD $53 billion (Banco de México, 1996, Solis, 1996).

The support package achieved the main aims of the international actors, preventing

further propagation of crises through the international financial system. The

*In 1993, the Mexican trade deficit was USD $18.9 billion; 1n 1994, it was USD $24.3 billion. In
1994 the current account deficit was 8% of the GDP. In the realm of the financial sector, in 1993,
non-performing loans of commercial banks represented 2.2% of the GDP, increasing in 1994 to 3.3%
SRueda, 1998).

Members of the US Congress opposed participation in the support programme but President Clinton
asserted the rights of the executive branch over a specific fund within the treasury department and
contributed this to the support package.
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Mexican government was left to deal, as best 1t could, with the domestic
consequences of the devaluation. In the event, the main consequences were an
abrupt halt to economic growth, provoking a serious and wide-spread economic
crisis from which the economy has still not recovered.'” In the midst of the
deepening economic crisis, serious problems with the main commercial banks
became evident in mid-1995, prompting the central bank to intervene as the lender of
last resort. The central bank initiated a rescue of individual banks, in a series of
financial programmes devised during the period 1995-1997 (Solis, 1998; Solis, 2000,
Bustamante and Kershenobich, 1997; Priego, 1997; Graf, 1999).

By 1998, the fiscal costs of the various intervention programmes were large enough

to provoke intense political debate in a system unused to such high levels of open

]

dissent.' One year later, the fiscal cost arising from the government intervention,

amounted to around USD $100 billion - 20% of the GDP (Lopez, 1999; Solis, 2000).
However, even this amount has proved insufficient to resolve the problems in the
banking sector. The main expression of the continuing crisis in the sector is the
(covert) refusal of banks to restore normal credit allocation operations, thus

prolonging the crisis in the real economy. The severe rationing of credit by the
banks led the former president, Emnesto Zedillo (El Umiversal, July 15, 1999), and the
current president, Vicente Fox (La Jornada, July 8, 2000), to intervene publicly,

criticising the banks for not fulfilling their “social” function as financial

intermediaries.

1 Illustrating the extent of the cnisis are macroeconomic measures of 6.9 % real reduction of the GDP,
and an employment decline of 7% 1n 1995. Interest base rate to lending was 54% in that year.

' The political system in Mexico was then characterised by de-facto one party rule and had been so

since 1929, when the Institutionalised Revolutionary Party (PRI) was formed as corporate party
expressing the interests of distinct groups (farmers, trade unions, etc). In such a system,
disagreements were negotiated within the party structures rather than within the formal bodies of
government (e.g. the upper and lower chambers of congress) From 1929 to 1982, thus form of
government achieved important social and economic success. At the beginning of that period, the
national illiteracy rate (over age 15) was 63.6; in 1995 it was 10.4%. Life expectancy increased from
34 years in 1930 to 72 years in 1995. During the pertod 1929-1945, the average annual rate of growth
of the GDP was 4.2 %. In the period 1945-1972, it reached 6 %; from 1972 to 1981 it was 5.5 %. The
upward trend of economic growth and social development changed completely after 1981. Thus, from
1981 to 1996 the average annual rate of growth declined to 1.5 %. Similarly, the GDP per capita (at
1970 PPP prices) was, in 1930, US D$ 313. In 1980, it reached US D§ 1163, after which it stagnated
at an average, between 1990-1995, to US D$ 1098 (Thorp, 1998). Thus, the context for the political
debate on the fiscal cost of the banking crisis was the 15 years of declining economic and social

progress.



1.3.2 Standard Explanations of the Mexican Banking Crisis

The main body of explanations of the banking crisis emphasise that it was a
consequence of the macroeconomic turmoil created by the 1994 devaluation.'
Among the macroeconomic events that could have affected the banks adversely,
some emphasised the sharp increase in interest rates (the lending rate was over 80%
In February of 1995), the sharp fall in the GDP (-6.9% in 1995), and the increase in
capital outflows (Hausmann and Rojas-Suarez;, 1996a; Solis, 1996). Others saw the
banking crisis as a result of the neo-liberal reforms adopted in Mexico from 1988

onwards (Cypher, 1996; Padierna, 2000; Huerta; 1997; Rueda, 1998).

More recently, some have deemed the banking crisis to be the result of the
interaction between macroeconomic causes, financial deregulation, and banking
sector conditions. Among these, Krugman (1999) emphasises the moral hazard in
the domestic finance market. Lack of transparency and market discipline, as well as
lax prudential regulation, have also been cited as important causes of the crisis (Perry
and Lederman 1998). This latter strand of research has emphasised deposit insurance
and the legal framework as key factors in the crisis (Mathieu, 1998; Demirguc and
Detragiache, 1997).

At the level of bank operations, increased lending prior to the economic crisis has
been proffered as an essential factor in forging the banking crisis (Eatwell and
Taylor, 2000; Mishkin, 1997; Bustamante and Kershenobich, 1997). This strand of
research also concluded that the high concentration of consumer loans in the banking
system’s portfolio better explains the Mexican banking crisis than the 1994 peso

devaluation does.

1.3.3 Cnitique of the Standard Explanations
This brief sketch indicates that most research on the banking crisis has either a

macroeconomic or microeconomic focus, varying from emphasising exogenous

'2 The former Mexican President, Carlos Salinas, said that the Mexican economic problems were of

great magnitude because there was not any programme to deal with the peso devaluation. He
concluded that the banking crisis was the result of the lack of a devaluation programme (Grupo

Reforma, 2000).
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shocks operating at the macroeconomic level, to those emphasising endogenous
Causes emanating from decisions of bank managers. The two sets of explanations are
not connected, however, nor do analysts provide a theoretical perspective that would

enable one to link them in empirical studies of banks.

Explanations of the crisis, at the level of the banking sector, have focussed on quite
disparate issues; these include some aspects of bank operations, issues of accounting
transparency, issues related to the legal framework, specific features of regulation,
and so forth. As a result, there is not a coherent and comprehensive analysis linking
bank operations and banking regulation of the sector as a whole. Finally, the
emphasis on the economic crisis assumes a point which requires empirical
demonstration: that the banking system (and the individual banks that comprise it)
was more or less safe and sound before the peso devaluation and the spread of
economic difficulty. If one were to confirm that the banks were in trouble before the
economic crisis, research would have to focus on why that was the case. In other

words, the interest would shift to the governance of banks and its effects on the

overall banking system.

An additional motive for looking at bank governance comes from the fact that the
pattern of events in Mexico was replicated in many other countries. The Mexican
banking crisis was one among many occurring in context of the wave of economic
reforms initiated world-wide in the 1980°s (Hausmann and Rojas Suarez, 1996), and
1s also similar to numerous bouts of national financial instability, experienced by a

wide range of national economies over the past twenty years (Mishkin, 1997;
Mishkin, 1994).

One of the most important reforms initiated was liberalisation of financial systems in
developed and developing countries. The standard package of advocated reforms
included deregulation of controls on capital flows, interest rates, bank lending
powers, and in some countries, privatisation of state-owned banks (Caprio et al.,
1996). In most places, serious banking problems emerged after the reforms (Atiyas

et al., 1996). At sites of reform as diverse as Sweden and Indonesia experienced
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similar problems in their banking system. This should have given rise to theoretical
considerations of the relationship between the effects of the new regulatory structures

(Lindgren et al., 1996) on the conduct of bank corporations (e.g., their corporate

governance).

As 1n the Mexican case, the standard explanations of these crises are mostly limited
to economic factors beyond the specific conduct of the owners and managers of
commercial banks (e.g. the corporate governance of banks). In spite of the volume
of studies, few studies offer a fine-grain analysis of institutional factors, such as
regulation, that define the context within which the controllers of banks act. In

addition, the condition of the management of banking firms themselves has not been

subject to detailed analysis.

Obviously, regulation plays a significant role in bank management. A central
argument made 1n this dissertation 1s that the common factor in the banking crises
may be a transformed system of bank governance, which resulted from financial
reforms. In the case of Mexico, this new system gave incentives to bank owners and
managers to engage 1n conduct that increased systemic risk. Systemic risk “refers to
potential threats to stability of the financial system as a whole arising from risk
taking by individual financial actors” (OECD, 1995, pp. 11). Even though 1t 1s
widely acknowledged in official (and academic) studies that the banking cnses
followed the deregulation of financial systems in the 1980's and 1990's (Dewatripont
and Tirole, 1994), most explanations of these crises do not provide a theoretically
informed explanation of the links between the reforms and the crises. The argument
made in this dissertation is that the system of governance links the two because of the
special nature of banks, and the particular role of regulation in their governance.
This 1s discussed 1n the next part.

1.4: Regulation and Bank Governance
Governance is the missing link between financial system reforms and the banking
crisis, because bank owners and managers act in the context of a specific set of

institutions devoted to the regulation of banks. These regulatory institutions are
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meant to represent the public interest and the regulator’s stated purpose is to assure
the safety and soundness of the system (Dewatripont and Tirole, 1994). Doing so
implies that the regulatory institutions have powers over the individual banks that

comprise the banking system.

Four theoretical issues are associated with corporate governance of any bank and all
are related to regulation. First, what is the aim of regulation, the bank or the market
in which 1t acts? Second, what is the nature of the market in which banks act?
Third, what 1s the relationship between the market and the banks? Fourth, how
might regulation affect both the market and the banks?

1.4.1: What Is the Object of Regulation

In general, policies on bank regulation emphasise maintenance of the integrity of the
market system (Vittas, 1992). Largely, this is a legacy of the strong spill-over effects
of the financial market crash of 1929. The spectre of debt deflation crises triggered
by events in the banking sector continues to preoccupy bank regulators (Vittas,
1992a; Hausmann and Rojas-Suarez, 1996; Rojas-Suarez and Weisbrod, 1997,
Mishkin, 1997). In bank research, attention has focused firmly on the management
of exogenous shocks to the banking system, through tools such as deposit insurance,

and “lender of last resort” facilities. by central governments (Demirguc and

Detragiache, 1997).

As a method for dealing with bank problems, the operations of the “lender of last
resort” are inevitably indiscriminate; they bail out all banks, regardless of their
previous conduct. In general terms, such actions shift the cost of risk to all the
stakeholders in the system because the owners’ capital at risk i1s much lower than the
aggregate value of the potential rnisk facing the banking system. This sort of
asymmetry in the cost of risk means the regulator, as a bearer of the system risk, will
be willing to assume the lower cost of indemnifying the owners of a single bank
(Eatwell and Taylor, 2000). In the same sense, if a system of insurance partially
covers deposits, the burden of risk assumed by the bank can be very small indeed.

Finally, if corporations 1n charge of insuring depostts are instituted in central banks
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(or strongly related to them), this usually means that governments have in effect
“insured” the banks and thus will be forced to assume all of the cost arising from
rescuing them (Dale, 1994). Thus, from a governance standpoint, regulations
Instituted to protect the market create potential hazards arising from the conduct of

banks, and create an institutional space that indemnifies owners against the cost of
bank failures.

The potential for excessive risk taking by individual banks, and the structure of
regulation 1n place to deal wath 1t have important implications for the market system.
This 1s because of economic agents’ common membership in a network of
interdependent fund-flows and to the banks’ monopoly of the payment system.
There 1s potential for a rapid transmission of problems created by one bank to the

banking sector, and thereby to the rest of the economic system.

Thus far, research has paid scarce attention to governance as constituting an
endogenous source of bank failures. Additionally, little attention has been paid to the
role that deregulation may play in constituting environments that trigger banking
crises (De Juan, 1996). A central argument of this dissertation i1s that bank
governance 1s an endogenous source of systemic risk, and analysis of the structures
of governance should be included in any assessment of the safety and soundness of a

banking system.

1.4.2: Theoretical Implications of Regulation

A central argument of this dissertation is that the implications of regulation for
theories of corporate governance have been ignored in most of the current research.
Thus, in explaining the rise of the modern corporation, even prominent economic

historians have noted the failure of analysts to appreciate the influence of

"> While outside the scope of this paper it may be useful to briefly address the claim that financial
innovation has altered this. Financial innovations affect the extent and complexity of the credit
linkages in an economic system (Edwards and Mishkin, 1995). They do not, however, replace the
fundamental requirement for an end-point. At the end of any chain of credit is the termnal transaction
in which the debt is satisfied by the payment of cash and the wealth claim of the creditor 1s realised.
Banks continue to have a monopoly over the transmission of these essential “moments” of the
realisation of asset values and ownership claims in the economic system.
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regulation'* (Cf. Chandler, 1969; Berle, 1963; Tricker, 1984). Indeed, it is fair to say
that most economics-based theories neglect how regulation can bring firms into
existence. However, Coase’s writings (1988) do indicate that the allocation of
factors of production in an economy will be the result not only of markets and firms,
but also of regulation, including the legal framework. The implication for empirical
research is that it may be necessary to stipulate a third type of firm - the regulated

firm operating in a regulated market - in order to explain the observed allocation of

resources 1n the economic system studied.

It has been argued thus far that regulation not only affects the types of firms that
come into existence, but also the efficiency calculus between markets and firms. "
Thus, the firm and the market (in this case, banks and their market) are not logical
alternatives, as assumed in research invoking the early work of Coase (1993). Even
1f one wished to abstract from history and stipulate that the only alternative resource
allocation mechanisms are planning (resource allocation within firms),'® or market
prices, the possible effects of regulation on both cannot be ignored (Coase, 1994a).
While this dissertation confines itself to the study of bank governance, Coase (1994a,
1988) saw the importance of regulation and the law for all firms. This highlights the
need for theories of how firms are governed that include regulation, including the

legal system.

It has to be emphasised that few theories debate the need to regulate banks within the
economic system. The issue debated is whether the cost of banking regulation can be
reduced, or whether it 1s possible to achieve some of the aims of regulation by

alternative means (Vittas, 1992a). Therefore, any theory of bank governance will

'* Berle (1960) pointed out that the separation between ownership and control was no longer the main

feature of the public corporation because of the role of the institutional investors as main shareholders
of the modern corporation who, as institutions, have functionally re-concentrated ownership and
control 1n the hands of a few decision-makers.

" Coase’s work (1993) was written within the context of a strong debate between communist system -

planning- and capitalist system —market. The debate on the economic efficiency of those systems was
ignited at the end of the 1920°s as consequence of the world-wide economic crisis.

® Coase (1993) defined the firm as a sort of planning process, in which each of the economic factors
play a distinctive role. In addition, he said, “to have an efficient economic system, it is necessary not
only to have a market but also areas of planning within organisations of the appropriate character”
(Coase, 1994, p8).
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need to address the issue of how, and to what extent, regulation functions as a third
force shaping resource allocation by firms, markets and the socio-economic system
they constitute. Finally, if the market is treated as a parameter in formal models of
the firm called bank, the observed nature of regulation must be taken into account

Otherwise, the resulting models may be tautological rather than explanatory.

Regulation is conceptualised in many different ways. In this dissertation I adopt
Ogus’ definition (2001), which states that regulation is an instrument of public law,
enforced by government, or semi-autonomous public agencies. By implication, in
this study the term “‘public sector’ refers to the government. When referring to
regulation or the regulator, I refer to governmental or semi-autonomous
governmental organizations. Whatever the institutional architecture, the cost of a

banking crisis is assumed to be borne by the government.

1.4.3: Agency Theory and Corporate Governance in Banks

The hegemonic view in corporate governance studies is the same as that proposed in
agency theory.'’ A central argument of this dissertation is that the specific concepts
of the market and the firm that underpin agency theory are unsuited to the study of

banks, and therefore to the construction of theories of bank governance.

The market 1n agency theory is assumed to be one that is characterised by pertect
competition. However, as both Campbell (1994) and Hodgson (1993) point out,
perfect competition is not a workable concept for explaining the specific features of
bank markets. The existence of banking regulation affects the nature of the markets
in which banks operate (Visentini, 1997). Therefore, the specific constraints in bank
markets should become the building blocks of both prescriptive (normative) and

empirical models of best practice in corporate governance in banks.

'7 One indication of the dominance of the “Agency” framework is the publication of a 4 volume

compilation of published research on corporate governance (Keasey et al., 1999). All frame the
diverse empirical material 1in agency theory terms. In this compilation, there is only one article related
to banks.
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Additionally, regulation cannot only impose constraints on the disciplinary power of
market forces; it can also increase transaction costs to banks. These costs affect not
only contractual arrangements at the level of the firm, but also impose constraints on
the number of banks that come into existence, thereby affecting the structure of the
market (Gorton, 1994). Thus, regulation can limit not only the scope and the scale of

banks as financial institutions, but also define the competitive field in which they act
(Coase, 1994a).

In one of his later works, Coase (1994) emphasised that financial markets and
financial 1nstitutions (such as banks) may well be the result of regulation rather than
the cause. Thus, banks can, in some cases, come into existence because they have
been granted the right to do so by the regulator. All this points to the role played by
regulation in constructing the conditions of existence of bank firms, and thus to the

possible influence regulation has on the conduct of the owner and the managers of
bank firms.

In the agency theory of the firm, derived from Coase (1993), firms and the market
are treated as if they were independent of each other. However, from the perspective
of the socio-economic system as a whole, it is obvious that the market and the firm
interact with each other. The market arises out of the operational needs of firms to
purchase mputs from, or sell outputs to, other firms. This implies that they establish
some sort of contract with their clients. In the case of banks, commercial clients are
not the only ones that banks are required to contract with (Stiglitz, 1985). They are
also required to enter into contracts with regulatory authorities. It is obvious,
therefore, that even at a very abstract level, one can say that bank markets and firms

are 1n a dynamic interaction and that regulation is central to that interaction.

1.4.4: Regulation and the Concept of Governance

The limitations of previous research raise the question of which conceptual terms can
be used to capture the complex interaction between banking firms, the markets in
which they act, and the regulations defining their institutional context in which they
function.
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In mainstream corporate governance research, the dominant theoretical framework is
agency theory. Corporate governance has become synonymous with agency theory
and 1s concerned with control problems resulting from wealth-transfer, in what is
assumed to be a typical firm. The typical firm is taken to be the managerial firm, one in
which ownership is dispersed and managers are in day-to-day control of the firm. This
separation of ownership and control is assumed to create a need to control the agent (the

manager). Thus, the agency problem is at the theoretical centre of corporate

governance (Jensen 2000).

This framework further assumes that an idealised free market provides the main
external means to discipline the manager. Last, but not least, a central characteristic of
agency theory research is its preoccupation with identifying the interventions
(prescriptions) that will align the manager’s behaviour with the owner’s (Clarke and
McGunness, 1987), so that wealth transfers from shareholders are minimized. Thus, in

mainstream research, two terms have been combined: “corporate” and “governance”,

The capture of the concept “corporate governance” by the agency theory raises the
1ssue of terminology 1n this dissertation on commercial banks. It is argued that banks
do not qualify as a typical firm, even though they often display separation of
ownership and control. Banks are regulated, and bank markets are regulated. When
we describe a corporation as a regulated firm, we are saying that the corporation is
constrained, by contractual agreements, to observe both implicit and exphcit regulatory
obligations (Ogden, 1997). As such, regulations constitute a social structure that
defines the parameters of the conduct of owners and managers.'® The agency theory of
the firm, however, focuses on a two-party conflict of control (owners and managers;
owners and creditors, and so forth), and ignores other institutional actors, such as
regulators. However, the concept term “‘corporate governance” i1s strongly identified

with both agency theory'” and the locus of control that is its exclusive focus. Therefore,

' Whilst Ogden’s research (1997) considers non-banking firms, it 1s instructive that he emphasises
the powers of the regulator on the privatised water companies in the UK context.

' In the Douma and Schreuder (1998) approach to agency theory, two streams can be distinguished:

the positive theory of agency -the firm as a set of contracts- and the theory of principal and agent. As
a matter of fact, this latter advances a prescriptive approach to the firm and is the basic framework
used in studies of corporate governance.
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using the concept term “corporate governance” in the dissertation could lead to
confusion.

To avoid confusion, the term governance is used to mean a more comprehensive
concept of control. Such a term is required in discussions of banks because there are
multiple loci of control, involving various relational nexus between the three main
actors n the conduct of bank corporations: the owners, the managers and the regulator.
The term governance has two main virtues: it has historically denoted a more general

concept of direction and control, and it does not suffer from the problem of being linked
with a specific theoretical perspective on control.

While considered by some to be a term of recent use” (Zingales, 1998), the term
“governance” actually has a long history of usage in the English language (Cadbury,
1998). According to the Oxford English Dictionary (1989), the term was used as
carly as 1660. It defines governance as “The manner in which something is
governed or regulated; method of management, system of regulations.” Another
definiion 1s the “Conduct of life or business; mode of living, behaviour,
demeanour... proceedings, doings (pp.710).” According to that dictionary, in 1656
Stanley said: “Wise Princes ought not to be admired for their Government, but

22

Governance.” Etymologically, governance denotes action, process, state or quality

to steer, pilot or govern2 : (Emest Klein, 1971).

For at least four centuries, the concept of governance has been used in English-
language discussions concerned with the condition (state) of an organisation and the
procedure (process) for its operation (action) to assure (govern) some objectives
(quality). Thus, in the Cadbury Report (1992), 1t 1s said that corporate governance 1s

a concept referring to how corporations are directed and controlled® with no

29 Some authors limit the diffusion of the concept 1in academic research to the 1990°s (Keasy,

Thompson and Wright, 1997). Non-academic use of the term 1n contemporary discourse is
documented as early as 1964-70 with, then Prime Minister, Harold Wilson’s use of 1t in a political
context.

2! This is evidenced in the Latin roots of Governance as a composite word composed of the root
overn (steer, pilot, etc) and the sutfix ance (process of).

2 1t is used the term of corporation in reference for a joint-stock company (Pass, ef al., 1995).
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implication that the locus of control is restricted to the internal forces of governance.

The term “corporate” is adjectival, denoting its specific concem with business

organisations.

It 1s possible to say that the concept of governance has been important in written
English for a long time, and that historically it has denoted a more comprehensive
concept of control than is implied in contemporary usage. Thus, the term
governance 18 adopted in this dissertation to denote a comprehensive concept of
control and the term “corporate governance” is restricted to discussion of the control
1Issues arising between owners and managers in business firms in which regulation is

assumed to be absent.

1.5: Aims of the Dissertation and the Plan of Exposition

Overall, the dissertation has two main aims: (i) to elucidate the general relationship
between bank governance and the emergence of a banking crisis and (i1) to explain
the specific relationship between governance in Mexican banks following the
financial systems reforms, and the costly banking crisis that resulted. It is, therefore,
not a study about corporate governance 1n banks examined 1n the light of the conflict
that emerges between the principal and the agent. It 1s also not a study about
regulation or the regulator. Nor 1s 1t a study about how regulation can assure the
agent’s interests are aligned to the principal’s interest, or how government’s banks
are governed. It 1s a study about how the conduct of managers, owners, the regulator
and the market in a bank governance system can affect the overall safety and

soundness of a banking system.

The broad outline of the dissertation argument 1s that, in general, the primary context
of bank manager decision-making i1s a governance system. The features of this
governance system, in turn, dictate the overall level of risk in the overall banking

system (e.g., whether it is high or low), and thereby government intervention that
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may be required to resolve banking crises.” In the case of Mexico, the pathway of

the specific financial reforms and their effects on the conduct of bank corporations is
documented. This is analysed in detail to demonstrate the pertinence of the

theoretical approach of bank governance proposed in this dissertation and the link it
establishes between financial reform, changes in the system of bank governance,

subsequent corporate conduct, banking crisis and its associated fiscal cost.

The theoretical framework developed proposes a structural theory of governance; it
defines governance as a system comprised of internal and external forces. The forces
of governance internal to the banking firm are those conventionally regarded as
comprising “corporate governance” and associated with the private interests internal
to the firm. The forces of governance external to the banking firm are composed of
institutional structures associated with interests external to the firm. These include
factors that determine the disciplinary power of market forces and those that
determine the disciplinary powers of regulation, understood as the institutional
expression of the public interest. In this dissertation, the term public interest is used
in a constrained sense, mainly from the perspective of economics.”* Thus, public
interest 1ssues are identified as associated with consumers’ welfare, economic
stability, financial stability, and so forth. The theory argues that the system of
governance 1s constituted by the dynamic interaction of these internal and external
forces of governance. As such, the level of risk in the banking system 1s the joint

outcome of the conduct of the main actors in the system of governance.

In the Mexican case, the level of risk 1in the banking system increased substantially
after the financial reforms; the explanation for this 1s that the reforms altered

2 An inherent feature of any banking system is systemic risk. This is the nisk arising from the
dependence of each bank on the credit-worthiness and standard of probity of all other banks in the
system. The meaning of risk when used in discussion of banking system risk is broader than that
proposed in finance theory (risk as variance of outcomes around an expected mean) and thus partakes
of the more general definition of nisk as the likelihood of adverse outcomes of high material
consequences (Ciancanelly, ef al., 2001).
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incoherently the relationship between the internal and external forces of governance.
In the new system of governance, the internal forces were largely free to pursue their
private interests. Owners had the means and the opportunity to maximise without
constraints their private interests in the shortest possible time-frame. Bank managers
were not disciplined by owners or by the external forces of governance. The external
forces of governance, on the other hand, were weak. The disciplinary power of
market forces, always weak in banking sectors (Visentini, 1997), was further
weakened by reforms, which increased the oligopoly structure of the sector. The
disciplinary power of the regulator, always present in the banking sector, was
structurally weakened by changes in the legal framework and operationally
weakened by reforms that fragmented supervisory know-how.

Thus, the new system of governance evidenced a potent combination of
unconstrained opportunism by private interests and highly constrained definitions of
the public interest. A costly banking crisis was an almost inevitable outcome of the

system’s operations.

The plan of exposition of the dissertation reflects the scientific method proposed by
Popper (1997). Thus, the discussion follows the sequence proposed by Popper
(1997), “problems - theories - criticisms (new theories) - new problems”, and asserts

the need tor contextualising social phenomenon.

The dissertation 1s organised in two main parts, each comprised of a number of
related chapters. The first part (Part I), comprising chapters two - four, establishes
why an alternative approach to corporate governance in banks 1s required, the

methodology that is pertinent to build a new theory and the features of the proposed

theory of banks governance. The central argument 1s that governance, as a more

comprehensive concept of control, provides the theoretical link between financial

* The term “public interest” has many possible meanings (International Encyclopaedia of the Social
Sciences, 1968). It is concerned with well-being (The Oxford English Dictionary, 1989) and the
common welfare (Shorter Oxford English Dictionary, 2002). From a legal point of view, public
interest refers to “Something in which the public, the community at large, has some pecuniary interest,
or some interest by which their legal rights or liabilities are aftected” (Black’s Law Dictionary, 1951,
pp. 1393).
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reforms and banking crises, the latter being a manifestation of incoherence in the

post-reforms system of governance.

The details of Part I are as follow. The second chapter undertakes a critique of the
concept of control dominating mainstream studies of corporate governance. Through
an analysis of the contexts in which the concept emerges, it is demonstrated that the
concept of control is socio-economic-specific and dominated by a normative or
prescriptive theory of corporate conduct. The third chapter provides an account of
how a more comprehensive or general concept of control can be theorised, setting
forth the methodological foundations of the dissertation and defining the types of
qualitative and quantitative evidence that requires analysis. The fourth chapter
provides a formal exposition of the theoretical framework developed to interpret
evidence related to governance structures, analysing in detail the theoretical

implications of a structural approach to governance of banks.

Part 1I, comprising chapters five - eight, applies the theory of bank govemance to
explain the Mexican banking crisis. In chapter five, discussion of the methods
adopted to research empirical evidence is discussed. It describes the link between
the methodological perspective adopted and the methods used. The main focus of
the chapter 1s on the details of the various archives consulted, their reliability and the

relevance of various types of evidence to the main lines of the theoretical framework.

In chapters six-eight, 1t 1s argued that the banking crisis in Mexico was an inevitable
result of an incoherent system of governance that was biased toward the private
interests of bank owners. In the post-reform system of governance, the bank owners
had the means, motive and opportunity to maximise their interests but the regulator
had few powers to protect the public interest and they were rarely invoked. Thus,
control of the level of systemic risk in the overall system was ceded to private
interests, assoclated with the internal forces of governance. This explanation of the

banking crisis 1s constructed from three different evidence perspectives.
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In chapter six, the structure of bank governance in Mexico is placed in a historical
perspective, emphasising changes in the legal framework, ownership, market
structure and regulation in the period 1980-1993. Chapter seven analyses the main
consequences of the new system of bank governance in place on the eve of the crisis,
highhighting its incoherence and how this amplified moral hazard, encouraging
conduct by the regulator and the bank owners that made the banking crisis an
inevitable outcome. Chapter eight considers the quantitative evidence on the effects
of the system of governance, proposing an econometric analysis of the banking
crisis’ fiscal cost modelled as a governance event. The fiscal cost of the crisis is
proposed as the joint outcome of the behaviour of the main parties in the structure of

governance. Chapter nine offers a discussion of the conclusions reached from the

research discussed in parts I and II.
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2.1: Introduction

The objective of this chapter is to elucidate the actual historical and theoretical contexts
that have given rise to the concept of corporate governance.”' This is necessary because
the empirical focus of this research is different to the majority of corporate governance
research. Most of the previous research and associated theories have been concemed
with non-financial firms in the U.S. and the UK. In contrast, this research is concerned
with the governance of commercial banks in Mexico. As a result of this different focus,
it has been necessary to identify the underlying institutional and methodological
assumptions of corporate governance research, in order to assess its relevance for banks
in non Anglo-American contexts. Two types of assessment are required. The first
focuses on the socio-economic contexts in which the concept was originally theorised
and the associated institutional assumptions it reflects: this is the subject matter of this
chapter. The second focuses on methodology and the knowledge assumptions
underpinning the main theoretical perspective adopted in corporate governance

research. This 1s the subject matter of the following chapter.

The assessment in this chapter demonstrates that the mainstream approach to corporate
governance 1s not a general approach. It 1s a socio-economic specific (Anglo-
Amencan) concept of control relevant to an historical period, now long past.
Moreover, the framework relies on a prescriptive version of that concept of control
(agency theory) that assumes, rather than analyses, the institutional structures
influencing govemance at the level of the firm. The framework 1s concerned with how

to control the controllers, rather than with the problem of control per se.

This assessment serves two main purposes. The first purpose is to create the
theoretical space required to analyse socio-economic contexts outwith the Anglo-
American ambit, in this case the Mexican context. The second 1s to establish the

special importance of socio-economic and institutional structures in the analysis of

: Strictly speaking, the term corporate governance was devised to deal with corporations; that 1s, a
specific type of business or firm. However, the concept is now used in a general way, refernng to
how any business 1s governed. This conventional usage will be observed in this dissertation.
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bank governance, emphasising that regulation is the governance context in which

bank owners and managers act. Thus, the assessment establishes the need for an
alternative approach to studying corporate governance in banks in particular, and for

studying corporate governance in business systems other than those of the U.S. and
the UK.

Apart from this introduction, the chapter has three main sections. The next two
sections demonstrate that the mainstream approach to corporate governance is
seriously compromised by its intellectual debts to a socio-economic specific (Anglo-
American) concept of control, and by over-reliance on a prescriptive version of the
control problem. The discussion emphasises that agency theory is not an
explanatory theory but a tautological one because it can only assess how well
empirical observations conform to its assumptions. Thus, the mainstream approach
to corporate governance severely hampers efforts either to describe the range of
control problems arnsing in diverse business firms, or to devise interpretative

frameworks explaining the observed behaviour of owners and managers as

governance phenomena.

In the third section, the institutional 1ssues arising in the study of governance in
commercial banks are 1dentified. It 1s pointed out that regulation 1s the over-riding
context in which bank managers and owners act. The theoretical implications of this
are developed, emphasising that bank corporations are characterised by a unique set
of agency relations whose dynamics creates a qualitatively different control problem

that the one assumed to characterise non-bank firms. Conclusions are presented at

the end of the chapter.

2.2: The Socio-Economic Context: Corporate Governance as an Anglo-

American Concept of Control
In recent years, the subject of corporate governance has gained importance in policy

debates throughout the world (Pinto and Visentim, 1998; OECD, 1998, Perry, 1998).

The interest in governance has arisen with regard to the conduct of large companies
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(Sternberg, 1998) and to the possibility of defective monitoring and control by owners
of corporations (Keasey, et al., 1997).

Of particular concern is the governance of privatised (formerly state-owned)
companies, including commercial banks (Ogden and Watson, 1996: Hodges, et al.,
1996, OECD, 1998a; Scott, 1994). This has encouraged research comparing the
outcomes on corporate governance in diverse national business systems (Charkham,
1995; Prowse, 1994; Monks and Minow, 1995). In addition, there is extensive research
In accounting that references socio-economic diversity influencing accounting

practices, the profession and the role of accounting standards to different national
contexts (Roberts, et al., 2000; Gray, 1988).

The diversity and breadth of these policy analyses is not reflected in mainstream
research on corporate governance. The predominantly Anglo-American perspective of
this body of research is socio-economic specific, rather than general. This Anglo-
American perspective has profoundly shaped the theoretical framework dominating the
research, wherever it has been conducted. Moreover, agency theory is so dominant that
the research agenda has been mostly devoted to the production of prescriptions to
resolve one particular control problem, rather than to establish empirically whether that
problem 1s present in business systems in, and outwith, the Anglo-Amencan business

structure.

The aim of this section i1s to demonstrate that current research in corporate
governance reflects a particular historical concept ot control rather than a general
concept of control. The first part of this section considers the intellectual influence
of Berle and Means (1932) on the Anglo-American concept of control, and
emphasises that the associated shareholder theory of corporate governance does not

include public regulation® as an important external force of governance. The second

? For the purposes of the dissertation, the term ‘regulator’ refers to powers assigned by governments,
including the legal framework, rules of organisational conduct, administrative requirements and so
forth. The regulator may not be a single governmental body but composed of several different
organisations. Thus, in Mexico, the regulator comprises departments of the Central Bank, The
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part details the specific limitations of agency theory as the theoretical basis of
corporate governance. In the third part, the paradigmatic Anglo-American approach

to corporate governance is analysed and others perspectives are considered.

2.2.1: Berle and Means: The Anglo-American Concept of Control

The interpretation of corporate governance that dominates contemporary research’ is

anchored in the early work of Berle and Means® (1932). Their work demonstrated
that most large corporations were controlled by managers, rather than by their
owners because of the dispersion of ownership. As a result, most of the research
takes corporate governance to be concerned with issues that emerge when ownership

is separated from control’ (Fanto, 1998).

Following on from this, the agency problem is stipulated as the key issue in research
on corporate governance (Watson and Head, 1998). It is argued that because there is
a separation between ownership and management, managers (agents) have
information that permits them to direct the use of the resources of the firm in favour
of their own interest, rather than the interests of the owners (principals) (Jensen and
Meckling, 1991). Thus, the main preoccupation of research on corporate governance

1S how to compel the managers to act in the owners’ interest, that is, how to resolve

the control problem identified by Berle and Means.®

Banking National Commission (Comision Nacional Bancaria) and of the Ministry of Finance
gSecretaria de Hacienda y Crédito).

Research on corporate governance 1s mainly economics based (1.e., economics, finance and
accounting) but also includes research from other academic disciplines, including law and sociology.

Itis noteworthy that Berle and Means (1932) analysed the American corporation in an evolutionary

context, focussing on changes in the control of the corporation over the previous half century. By
1930, 1t was clear that in American corporations there was a relative decline in the amount of shares
in hands of increasing number of investors. Thus, the “modern corporation” was located in an

historical and cultural context.

> The term * management’ normally refers to the board of directors but more importaatly, the
executive directors that actually control and run the corporation.

°Itis expected that the conflict of interests can be manipulated in favour of the agent because he or
she has information that the principal does not have. This asymmetric information, in the mechanical
view of the textbooks, generates adverse selection and moral hazard problems (Mishkin, 1992). In a
prescriptive and normative way, resolving the agency problem has been studied mainly from the
perspective of structuring the compensation of the agent, so that it aligns his or her incentives with the
principal’s interests (Jensen and Smith, 1984).



30

One can say that this preoccupation establishes the focus of financial management
research on how to control the assumed controller, rather than to study how the firm
s controlled. Therefore, corporate governance has been focused mainly on one of
the firm’s internal control issues, rather than the control of the firm itself Thus,

prescriptions are proposed to align the interests of the managers with those of

owners, rather than on governing the firm as a whole.

From the types of prescriptions it makes, agency theory research infers an implicit
acceptance that corporate governance involves two distinct forces of governance:
internal and external forces. Thus, in agency theory at the most general level,
internal forces of governance shape the relationship between owners and managers
while external forces of governance are composed basically of market forces.
Agency research on corporate governance generally regards the market as the primary
external mechanmism to discipline the agent (McCahery, Piccioto and Scott, 1994).
Thus, 1t 1s usually argued that a free market is the essential external force required to
discipline the agent: free markets are expected to impose discipline through such
devices as takeovers, leveraged buyouts, and so forth. The managerial market is
introduced as specific sub-market that will discipline the agent (Fama, 1984). Thus, it
does not seem an exaggeration to say that agency theory reduces corporate governance

to one concern (control) and one main prescription (deregulated or free markets).

It 1s interesting to contrast the above theoretical reduction with the observation made by
Berle (1960), one of the onginators of the concept of control as used in agency theory:

Control is great deal, but by no means everything, Directors, when
elected were not, and, in law, are not now his agents. They are at liberty
to defy instructions. Their judgment ... must govern (the corporation)
until the owners replace them (pp.70).

Pinto (1998) makes a similar observation from the perspective of the institutional

environment, in the light of the law.

"In economics, the judgment of the market place 1s assured to be a powerful means of controlling and
disciplining the management. However, given the importance of its internal financing, the power of
the capital market over the firm 1s imited. Additionally, given that big companies can control prices,
the power of the market could be limited.
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Pinto (1998) writes:

Although the common shareholders are owners who select the directors,
tne relationship between them is not legally an agency-principal
relationship because the principal does not control the decisions of the

agent (pp.259).
Based on these two observations, one can conclude that corporate governance is
reduced to one concern (the control of the agent) and one prescription (control
basically by only one external force of governance - the free market). This results in

a loss of realism that severely limits the explanatory capacity of agency theory as the

theoretical explanation of how the firm is governed.

Two types of prescriptions can be identified in the literature: those directed at the
corporation and those directed at the market. The prescriptions directed at the
corporations are those that can be implemented by internal decision making.® The
prescriptions advanced at the market require regulatory action of some type,
including actions aimed at hberalising these markets to permit their operation
(Jensen, 2000). As Berle himself wrote in 1963, there 1s no such thing as an
uncontrolled and automatic market; markets reflect government rules and
regulations. Thus, advocacy of “free” markets implies the existence of constraints,
which in turn imply an existing higher power able to grant markets the “freedom™ to
operate (Campbell, 1994). The nature, consequences and scope of this power on the

operation of the firm 1s not theorised in agency theory.

Even in very recent research, the characterisation of corporate governance continues

to focus on prescriptions to align interests in favour of the owners. Moreover, the

legal system is referenced solely in relation to aligning interests with those of the
owner. Thus, Denis and McConnell (2003) assert that the governance mechanisms

that have been most extensively studied in the U.S. are the board ot directors, the

® Prescriptions at the level of corporations appear unlimited in number. They include devices such as:
bonuses and share options intended to align the agent’s interests with those of owners, the
appointment of non-executive directors to supervise the agent’s conduct, restrictions on sources of
finance (such as long term borrowings) to ensure control over agent’s use of free cash flows, and so
forth. See for a review: Jensen, 1986; Baker, Jensen & Murphy, 1988; Finkelstein & Hambrick;
1988: Gibbons and Murphy, 1990; Kaplan and Stein, 1990; and Main, 1991.
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ownership structure of the firm, and the market for corporate control. Remarkably,
the legal system is assumed to be devoted to protecting the owners’ interest. Thus,

there is no recognition that the legal system is, as Coase (1988) points out, a
condition of the firm’s very existence.

As Berle (1963) pointed out, the fiction that the state does not guide and is not
responsible for the operations of the economy has to be discarded. In any observed
S0Ci0-€Cconomic system, both the agent and the principal will be immersed in a
specific institutional framework in which public regulation has a crucial role (Ogus,
2001). How important regulation is to the relationship between the agent and the
principal, and how important it is in defining the system by which the firm is
governed, 1s an entirely empirical question (Ogus, 1994). Since the prescription to
deregulate markets presupposes the existence of a regulation, and since the existence
of contracts between the agent and the principal presupposes some institutional
means to enforce them, the exclusion of the regulator, as party involved with

corporate governance, 1s difficult to justify. Indeed, the main argument in

subsequent chapters is that public regulation is a key external force of governance,

supplementary to the market, regardless of how market dynamics are understood.

2.2.2 Socio-Economic Perspectives on Regulation

Consideration of the role of regulation, especially its legal framework, is a feature of
historical research on the evolution of Anglo-Amernican companies (Tricker, 1984,
Cheffins, 2001). Studies of corporate governance in UK companies place their
evolution in context of the overall history of the British business system.” In this
history, the emergence of the separation of ownership and management is considered
in light of changes in the legal framework and regulation (Tricker, 1984; Cheffins,
2001). The question this raises is the theoretical stance toward regulation and the

public interest.

? According to Tricker (1984, pp.147), the “Dramatic evolution of the company concept in Britain
stems from the mid-mneteenth-century, and by the end of that century the joint-stock and limited
liability companies were strong (ly) mnstituted.” These replaced the previously dominant companies:
“Many an old family firm (s) was replaced by a Limited Liability Company, with a bureaucracy of
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In neo-classical economics, public regulation is conceived as an exceptional
economic situation, for instance, when there is a market failure (e.g. private
monopoly and public utilities) (Stigler, 1975; Haid, 2001). More recently, this
strand of economic theory interprets regulation as damaging to consumer interests
because 1t distorts resources allocation (Stigler, 1975a), and, because regulations
inevitably reflect the interests of those who have managed to politically capture the
regulatory process (Becker, 1983; Becker, 1985). In contrast, New Keynesian
Economics, an approach that has gained importance in recent years, argues that
public regulation can be understood as an important tool for solving problems arising
from imperfect information endemic in the operations of markets (Stighiz, 2002;
Stiglitz, 2002a). They argue that regulation comes into existence in order to promote
consumer welfare and protect public interest by correcting problems inherent in the

market mechanism.

The New Keynesian perspective 1s supported by research from legal scholars (Ogus,
2001; Ogus, 2001a; Ogus, and Amass 1997, Masten, 1993; Masten, 2002). In their
view, regulation and the legal framework are foundational and thus ‘built-in’ to the
governance of the firm. In economic parlance, one could say that legal scholars
regard regulation as inherent to a system of governance. Because the firm cannot
exist without the law, regulation is a condition of the existence of the firm. This 1s

obvious in the case of banks, which are firms subject to general and specific laws.

Thus, there is ample support for a different vision of regulation to that proposed by
neo-classical economists. The institutional emphasis of Stiglitz (2002; Stightz,
2002a), legal scholars such as Ogus (2001) and Masten (2002), and the work of
Tinker and Okcabol (1991) and Cheffins, 2001) support Visentini’s (1997) view that

public regulation plays an important role in bank governance.

Public regulation affects how the firm is governed because it constitutes a politico-

economic reality shaped by different systems of economic organisation, and their

salaried managers” (Trevelyan, 1947, pp. 572). This gave rise to a new structure of control and
management as a result of their dispersed ownership structure and means of financing.
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corresponding specific legal forms. Those systems and their regulations reflect

community and social valuation of different economic activities (Ogus, 1994). Thus,
regulations reveal and reflect society’s preferences (given an economic system and

legal framework). In that broad sense, regulation represents the public interest.

Theretfore, a theory of bank governance needs to include regulation as a force of

governance.

In the Anglo-American context, debates of corporate governance have been confined to
shareholder theory (O’Sullivan 2000a; Jensen, 2001). A contrasting perspective is
offered by stakeholder theories of corporate governance. Stakeholder theories propose
the inclusion of a broader number of interests in how the firm is governed (e.g.,
employees, community, and the environment). According to O’Sullivan (2000a), to an
extent, stakeholder theones justify these broader interests by appealing to explicit

political values, rather than denving their existence from alternative economic or

0

financial management theory."” However, in spite of the significant differences

between them, both neglect the legal and regulatory framework in which firms operate.
Either they 1gnore regulation entirely or they invoke the institutional environment in an
ad hoc way (Jawahar and McLaughlin, 2001). Both theories fail to offer a systematic
assessment of regulation, 1ts effects on the firm, and the diverse actors implicated by the

way the institution is actually governed.

Studies concerned with international differences in corporate governance highlight
differences 1n the institutions of financing, the respective legal framework, and the
framework of public regulation (Charkham, 1995; Pinto and Visentini, 1998; Chew,
1997). This body of regulations is seen to impact the structure of transaction costs,
the distribution of business activities, and relations between the market and the firms
(Williamson, 1996). Thus, institutional differences in national contexts are the basis

of a general view that not only will corporate governance itself vary from one

'Y 0’ Sullivan (2000a) said that Blair (1995) assumed a more economic approach to this stakeholder

perspective on corporate governance. Thus, Blair accepts that shareholders are the residual claimants
of the firm, but she emphasises that employees are an important part of the valuable assets of the firm.
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country to another, but also the concept of corporate governance itself can be

expected to vary.

An alternate perspective on governance requires that the institutional environment, in
hght of public regulation, be regarded as an important factor in explaining how firms
are governed.'’ Therefore, if the object of studies in corporate governance is to
devise theoretical frameworks to explain observed corporate governance phenomena,
it 1s hkely that the actual concerns and prescriptions related to governance will be
broader than those that typify the mainstream approach. For these reasons, the
definition of governance proposed in this dissertation emphasises a system

composed of external and internal forces, which jointly control the firm.

2.2.3 Diverse Meanings of Governance

Thus far, the dominant shareholder theory of corporate governance has been
discussed as if there were only one concept. In fact, within corporate governance
research, a number of different ideas are subsumed under the term “corporate
governance.” While most make “control” the core issue of governance, researchers
and practitioners trying to explain how specific firms are governed seem to revise the
concept 1n an ad hoc way, to suit the problem studied. Nonetheless, one can identify
three distinct meanings attached to the concept of corporate governance. These are
performance and accountability, procedures, and the structure adopted to operate the
firm. Each level implies certain conditions to be fulfilled. Performance and
accountability can only be fulfilled if there are objectives and expected results set
prior to the corporation’s operation. “Procedures” denotes the processes by which

the corporation operates; “structure” is related to how and by whom the corporation

1S run and controlled.

' 1n the first part of the 1990’s, as a result of criticisms of Anglo-American company performance, a
discussion about the best national system of control emerged, regarding how to govern firms. In
those years, the Japanese and German systems of company control were also considered (O’Sullivan,
2000). However, according to O’Sullivan, at present, the dominant view of corporate governance
seems to be the Anglo-American one as a consequence of so-called globalization.
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Corporate governance is said to deal with how the suppliers of finance to
corporations assure themselves that they receive an adequate return on their
investment (Shleifer and Vishny, 1997, Jensen, 2000). Others propose that corporate
governance 1s concerned with the procedures, structures, and satisfaction of
accountability to those outside the organisation (Hodges, er al., 1996). Prowse
(1997), with a different emphasis, labels corporate governance as a system in which
corporate control mechanisms are crucial issues. For Pourd (2000) corporate
governance is concerned with the power shift from agent to owner.'* The well-
known UK government document, The Cadbury Report (1992), characterises
corporate governance as the system by which corporations are directed and
controlled. Watson and Head (1998) refer to corporate governance as being
concerned with the relationship between the agent and the principal, and the

structure and nature of mechanisms by which owners govern the management.

In a broader approach, MacMillan and Downing (1999) denote stakeholders and
societal interests as essential aspects of corporate governance. For Williamson
(1996), governance structure is the institutional framework within which transactions
are decided.”> Cadbury (1998) emphasises that the concept of corporate governance
1s concerned with external and internal governance forces, as well as rules affecting

firms.

Distinguishing the three mentioned meanings attached to corporate governance
enables one to establish that previous research conceives of corporate governance as
a process, operating at the level of the firm itself. This implies analysis of corporate
governance will be concerned with understanding the antecedents to, the dynamics
during, and the results of the firm’s operations. Of course, the main interest in
governance studies is how, and by whom, the firm 1s run. This 1s directly related to
how, and by whom, i1t is controlled. However, what 1s easily overlooked is that how,

and by whom, the firm 1s controlled is not merely an internal 1ssue to the firm; other

' Pourd (2000) says that the shift does not create more smoothly run profitable corporations.

13 Williamson (1996) pointed out that markets and hierarchies are two of the main alternatives for
corporate governance structure.
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parties (the regulator) and other structures (e. g. the socio-economic environment, the

legal framework) undoubtedly affect the process of corporate governance and the

outcomes that result.

The socio-economic environment can be seen to affect how, and by whom,
corporations are controlled and directed. North (1991) emphasises that the legal
system, regulation, culture and traditions are the most important features of the
Institutional framework within which firms operate. These institutional features can

be regarded as “external” to the corporation per se; however, their existence can be

seen to aftect the corporation itself.

Kim and Hoskissom (Keasey, er al., 1997) assert that, in Anglo-Saxon scholarship,
there 1s a pervasive and implicit assumption that the concepts and theories developed
apply universally. This results in a systematic neglect of the differences between
countries, economies and cultures. For instance, in other languages, such as Italian,
Spanish, and French, the concept ‘corporate governance’ did not exist until quite
recently (Tartaglia, 2000). In Spanish, the term “corporate governance” does not
even formally exist today. Similarly, in Italian and French, the term has been
imported as a neologism from the original English word, and appears in foreign
language research texts'* (Paravia, 2001, Dictionare des Affaires du Commerce et de

la Finance, 1996; Gran Diccionario Espaiiol- Inglés, English-Spanish, 1993).

Wholesale introduction of important theoretical concepts into studies of non-Anglo-
American settings should be regarded with some concem. Since the concept of
corporate governance emerged and evolved 1n a particular socio-economic
institutional setting, the question should be whether it can be applied, without
modification, to firms operating in entirely different societies. Is 1t possible that
scholars applying an essentially Anglo-American view of corporate governance may
fail to attend to how their own country’s context differs? Moreover, 1n their

eagerness to adopt the mainstream theoretical framework, researchers may i1gnore the

14 In Spanish, the term governance is related to the government and the authority. In Italian, it is
translated as “governo’, meaning government.
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Institutional environment that shaped the observable corporate governance
phenomena in their own society (Raghuram and Zingales, 2001), Neglect of the
specific differences between the society in which an interpretative framework
evolved, and the society one in which it is applied, courts the danger of theoretical
and practical misunderstandings. This leads scholars to prescribe governance

recommendations that are entirely unsuited to non Anglo-American settings.

Even though Jensen and Meckling (1991) emphasise that the firm is a legal fiction
(and hence, not a true economic actor), in reality the status of the firm as a legal
person reflects laws, administrative regulations and so forth, that stipulate how the
corporation is governed (e.g. the role of employees in the structure of governance in
Germany). In that sense, the regulatory framework is one of the main “authors” of
the firm’s conduct. The regulations, mainly in the form of laws, grant permission
for, and establish limits on the firm’s engagement in specific actions. In this way,
the firm per se does act as an institutional structure (Berle, 1955); it has effects on
both individuals, and on the structures of the social system. As emphasised by North
(1986), the institutional framework establishes the rules and regulations that aftect
how corporations are to be governed (Cadbury, 1998). In the terms of Williamson
(2002) the “rules of the game™ are related to the first order of contract (public) and
the “play of the game” is related to the second order of contract (private).

Indeed, apart from the market, one could say that the main external forces of
governance are embodied in regulations related to laws, administrative rules and
best-practices codes. Recognition of the existence of those governance forces can
help to elucidate the reasons that have given rise to them. One of the key reasons
proposed, is that societies deem it necessary or desirable to look after interests other
than the immediate self-interests of the agent and the principal, while also looking
after their interests (Ogus, 1994). A comprehensive or general theory of governance
would integrate these external forces in its interpretative scheme. The scope of the
concept of governance would have to integrate, in a coherent way, the internal and
external forces governing the firm and the interests associated with each of them.

This implies the need for significant revisions of the mainstream concept of control,
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and for a less mechanical adoption of the agency theory approach. Indeed, it is
argued 1n this research that both such amendments are essential if the concept of

governance 1s be relevant in the analysis of firms governed in non-Anglo-American

contexts.

2.3 Perspectives on Agency Theory"’
Arguments have already been made regarding agency theory’s exclusion of

Institutional structure (rules, regulations, legal framework) in its analysis of
corporate governance. In addition, it 1s possible to supplement this with another set
of criticisms made by researchers. The discussion in this section is devoted to a
review of criticisms of agency theory, emphasising its limitations as a socio-
economic theory of corporate governance. The criticisms are somewhat wide-
ranging but it 1s possible to identify two main types. One type argues that agency
theory is a political ideology; the other concentrates mainly on flaws in its formal
attnibutes, arguing that it is an inadequate basis for theories of corporate governance.

Both types are discussed below.

2.3.1 Agency Theory as an Ideology

The critics of agency theory as ideology argue that the theory has an “esoteric
symbolic 1diom [that] lends an aura of scientific credibility to its findings”
(Armstrong, 1991. pp.2). Because of its foundations in neoclassical economics
(Ogden, 1993), the theory has been judged and criticised as an ideology (Hunt and
Hogler, 1990). Another view argues that agency theory 1s the matenialisation of
social conflict (Tinker, 1988). In a more systematic analysis, Whitley (1988) points
out that agency theory constitutes a sort of 1deological community, which is able to

bar entry and thus avoid questions raised by so-called outsiders.

1> The dissertation proposes two different levels of critique of Agency theory. One is related to its
shortcomings as a theory (e.g., its lack of ‘realism’ including the arguments made earlier in this
chapter regarding its exclusion of institutional structure as a condition of existence of corporate
governance). The other is related to its shortcomings as a theory per se. This second level of critique
is concerned with the methodological requirements for building ary theory of governance. This level
of critique is presented in the next chapter (Chapter 3).
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Criticisms of agency theory as an ideology create difficulties for efforts to develop a
general theory of governance. What are the criteria by which ideas are judged to be
ideological, rather than explanatory hypotheses? On what grounds are the ideas of
the cntics they excluded from the self-same charge of ideology? To accuse an
opponent of being “ideological” is inherently weak. It assumes either that the
opponents’ views are not “objective”, whereas one’s own criticism is objective; or, it
assumes that all systematic argument (theory) is a form of ideology. Furthermore,
the claim that a theory is ideological implies that this negates the theory from having
the power to explain reality; however, as Duverger (1972) argues, ideology is a type
of explanation of reality.’® The issue requiring analysis is how ideological
explanations difter from what critics imagine are “objective” or “scientific”
explanations of corporate governance. The failure of these critics to provide an

analysis of this point limits the force of their own criticisms.

The preferred starting point for assessing any theory is analysis of its ontological
point of departure. Does it assume that reality exists per se, external to and
independent of the views of researchers, scientists, theoreticians and politicians? If
realism 1s the ontological point of departure, judgement of the resulting theory would
depend on whether, and to what extent, it i1s able to explain an observed phenomenon
that falsifies its conjecture (Popper, 1997). In the case of agency theory, the
ontological point of departure is not realism; rather, it could be described as a form
of idealism. This is because its prescriptions aim to create a world matching its
idealised vision of a particular firm, in which a specific control problem 1s found.
Thus, the theory doesn’t seek to explain “reality” but to shape reality in line with its
conjecture. According to Masten (2002), the empirical application of agency theory

is limited to the set of phenomena able to be modeled by its framework.

Critics, such as Whitley (1988), who emphasise that agency theory ignores its critics
by excluding them, make a highly problematic argument. Kuhn (1970) argued that

any orientation toward the construction of theory constitutes a paradigm. Such an

© According to Duverger (1972, pp. 96), “Ideologies are collections of rationalized and systematized
beliefs, reflecting the situation of the society in which they originate.”
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orientation is applied, developed, anchored and maintained by social means, in
communities of scientists who work within the paradigm (Kuhn, 1970). The
sociology of communities understands that maintenance of a scientific community
usually requires that insiders act to limit or prevent the influence of outsiders. As
Kuhn (1970) argued, this exclusionary process operates until the dominant paradigm

is replaced by another. That then becomes the basis of a new dominant scientific

community.

Although Kuhn’s concept of a “paradigm™ relates mainly to natural sciences
communities, its application to the social sciences can offer a less contentious
explanation of why for long periods of time observations that cannot be explained by
the dominant theory, and new theoretical perspectives on them will be dismissed as
anecdotal and unscientific. One can ask of critics such as Whitley; why expect the
rescarch community to act otherwise? The behaviour described by Whitley is
sufficiently similar to that described by Kuhn, as typical of all research communities

who apply, develop and maintain a shared paradigm.

2.3.2: Agency Theory as a Socio-Economic Theory

Some researchers have criticised agency theory from a methodological standpoint.
The major themes in this research are that agency theory is a coherent socio-
economic theory but fails to consider the complexity of the firm and the public
interest 1in the firm’s conduct. Thus, Arrow (1985) has argued that as a descniptive
framework, agency theory could help to explain many contractual relationships.
However, he argues that, as a prescriptive theory, it offers very poor guidance for
understanding the actual terms of contracts. This 1s because, many of the terms and
conditions surrounding contracts are regulated by custom and tradition and, in this
regard, real world practice and observed behaviour 1s usually quite different to the
assumptions made in agency theory. Following on this point, Ogden (1993) has
argued that the agency

“IM]Jodel fails to take adequate and explicit account of the power
relations that inform employer-employee relationships, the range of
substantive and control issues that may become subject to dispute,
and the extent to which workers may collectively resist management
initiatives to enhance labour productivity (pp.180).”
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Aokt (1986) criticised agency theory, with regard to its claims that the market is a
device to align agent behaviour with the principal’s interest. He argues that a
competitive managerial market would require some means to separate managerial
productivity, from the general productivity of the firm. However, because general
productivity is the result of the action of a team (of which the manager is only one
member), the managerial market is unlikely to have specific information about the
manager’s productivity. The market’s lack of information would make it difficult, if
not impossible, to discipline the agent directly. In addition, Aoki argued that there is
a great deal of evidence that some corporations are not price-takers, but rather set
prices instead. Thus, discipline from the product markets will vary according to the
oligopoly powers at the firm’s disposal. Finally Aoki emphasised, that in some cases
a sub-set of shareholders (e.g., institutional investors) are in a position to prevent

take-overs, and thus there can be important limitation on the ability of the market to

discipline the agent.'’

Tinker and Okcabol (1991) make an important contribution in developing an
analysis of the public interest, as raised in Arrow’s work (1985). They argue that
agency theory’s division of private and public interests is fallacious. Thus, in the
face of market imperfections, regulation is a means to enhance market discipline. It
1S also possible that such an alignment can be achieved with public policy
instruments such as taxes, legal sanctions, and so on. In other words, if the market
cannot discipline the agent, public regulation has the power to do so. Tinker’s
analysis highlights the extent to which agency theory ignores the possible use of
regulation to align the interests of the agent and the principal. Even supporters of
agency theory (Strong and Walker, 1987) accept that while 1t “offers mathematically
precise prescriptions for the design of optimum incentive schemes in the presence of
uncertainty, risk aversion and information asymmetry (pp.202)...at times, the
literature of the positive theory of agency seems like the apologetics of corporate
capitalism™ (pp.202).

17 Berle (1960) emphasised that the institutional investors were the new controllers of the firm.
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T'he strongest and most robust methodological criticism of agency theory is made by

Armstrong (1991). He developed his analysis, by drawing on the categorisation of
the sociological paradigms of organisational analysis'® by Burrel and Morgan
(1979). He not only analysed the theory in light of its ontology, epistemology and
methodology, but also in light of its implicit view of social action. Because his

analysis 1s of greater complexity than the others, it is useful to consider it in some
detail.

According to Armstrong, agency theory regards itself as having an “objective” view
of reality. Thus, its self-stated ontology would be classified as realism, and its
epistemology can be classified as positivism. These claims to theoretical objectivity
are based on the claim that agency theory is derived from observations of reality.
The overall methodology of this theory, understood as how it claims to gain
knowledge of the real world, can be classified as nomothetic. By this, Armstrong
means the theory only accepts quantitative analysis of data, as demonstration or

falsification of its theoretical models.

Armstrong further stipulates that agency theory’s perspective on human nature is
deterministic; it assumes a fixed relationship between humans and their environment.
Thus, because society is characterised by consensus, co-operation i1s achieved by
social regulation in a sort of “social contract”. As a result, agency theory asserts the
existence of a functional (harmonious) relationship, between a deterministic human
nature within the firm, and regulated social action. Based on his analysis, he judges
agency theory to be internally coherent. However, if one analyses its functionalism,
important limitations can be 1dentified i1n 1ts assumptions and operational
implications. The most important limitation i1s the theory’s claim that social
regulation guarantees the social order. If this is accepted as a reasonable proposition,
it implies that social regulation would have a profound effect on individual

behaviour. However, agency theory ignores social structure as a factor in shaping

'® The paradigm is the general orientation of a discipline (Vogt, 1999). The organisational analysis
can be defined as the study of organizations, with particular regard to decision-making within them
(Pass, et. al., 1995). A theory 1s “a statement or groups of statements about how some part of the
world works - frequently explaining relations among phenomena” (Vogt, 1999: pp.290).
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individual conduct, and the relationship between the agent and the principal (Arrow,
1985). Thus raises a serious problem; the theory may be attributing the effects of a
specific social structure to “deterministic” human nature. The challenge facing

agency theory 1s how it proposes to analyse and separate the effects of human nature,

and the institutional environment on the conduct of agent and principal?

Armstrong (1991) identifies a further problem. Agency theory does not explain, in a
comprehensive way, how the social environment guarantees the so-called “social
order”. Furthermore its stress on the market ignores other external forces, such as
social regulation or even the social structure it presupposes. Agency theory does not
explain why such forces can be ignored. Indeed, the presence of regulation is never
systematically considered, even though the theory invokes the existence of social
order, presupposing that some form of regulation exists. The existence of social
order imphies that individual behaviour is circumscribed by the specific environment
in which 1t occurs (Hodgson, 1993). It further implies that individuals establish
relationships amongst themselves, and that these relationships embody some type of
regulation. Thus, a key limitation of agency theory is its lack of conceptual tools to

explain the relationship between any socio-economic environment, and the

behaviour of individuals acting within it."”

Armstrong (1991) further stipulates that agency theory is a narrow variant of
functionalism, because 1t assumes only one motive for human action: the individual
self-interest. It evaluates any and all social institutions, in this case the firm,
according to that sole motive. Furthermore, he argues that sociological
functionalism cannot explain endogenous changes, because there is no explanation
of the contradictions or conflicts that give rise to the need or desire to change social
arrangements.  Extending Armstrong’s argument, one can say that theoretical
considerations both of the effects of regulation on owners and managers, and of the

sources and effects of changes in those regulations do not form any part of agency

' The new “institutionalists” attempt to explain the emergence, existence and performance of social
institutions, on the basis of taking the individual for granted. “It is assumed that the individual actions
lead to the formation of institutions, but institutions do not change individuals, other than by
supplying information or constraints” (Hodgson, 1993, pp. 8-9).
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theory. This failure to consider the effects of regulation is egregious, since Jensen
(2000) himself makes the argument that, since the 1930°s in the U.S., laws and

regulations have put most of the power in management hands, frequently at the

expense of the owner’s interest.

The main thrust of the above research is the limitation of agency theory, as a theory

of the firm in its institutional context. Armstrong, in particular, concedes that the

theory 1s internally coherent, accepting that it has a narrow competence as a financial

20

management theory.™ This, however, is not enough. A stronger challenge to the

theory would be posed by a critique that goes beyond its limits as a social theory of
corporate conduct. What is required is a full-scale critique; one that identifies the
theory’s failure in logic and lack of coherence as a theoretical basis for studies of
governance. Thus, the effort will be made in the next chapter to develop an internal
cntique of the theory. This will seek to demonstrate, that the assumptions and
operational-theoretical features limit agency theory’s pertinence for empirical studies

of corporate conduct and governance.

2.4: The Structure of Agency Relationships in Banks: An Alternative

Perspective

In this section, 1t 1s explained why it 1s especially important in efforts to study banks
that governance is analysed 1n its institutional context. In the first part of this
section, agency relationships 1n banks are contrasted with those conventionally
identified by agency theory. In the second part, regulation and the agency
relationships 1n banks are analysed. I discuss why banks are regulated, and why this
charactenistic creates a need to go beyond the agency theory framework in

governance studies.

20 Remarkably, Jensen and Meckling (1991) pointed out that its seminal paper “Theory of the Firm:
Managerial Behavior, Agency Costs, and Ownership Structure” drew on progress in the theory of
property rights, agency and finance in order to develop a theory of the structure of ownership. This
amalgam of subjects may cast doubts on the theoretical strength of that work. Additionally, 1t seems
to try to cover many theoretical fields to conclude that agency theory is founded on the self interest of
all the individuals and leads to create structures and incentives that minimize cost due to conflicts of

interests between them.
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Betore beginning the discussion, it is important to note there is only a small body of
empirical and theoretical research on corporate governance in banks and that most of
this work uses an agency theory framework. Thus, the focus of discussion in this
section 1S the specific theoretical deficiencies debarring its use in analysing
governance 1n banks. The chief limitation highlighted is that agency theory
describes a “two-person” contest for control of the firm. In banks, however, there 1s
normally a ‘third party’ (the regulator), who defines the parameters of this two-party
contest for control. Therefore, studies of bank governance require some theoretical
means to deal with this “third party”, and some understanding that bank owners and
managers act under institutional conditions quite different from those in non-bank

corporations (Goodhart, ef al., 1998; Dowd, 1996; Fry, 1995; Lindgren, et al., 1996).

Introducing the regulator as an external force of governance brings to light another
limitation in agency theory, i.e., its exclusive preoccupation with a microeconomic,
or firm-level, analysis. Because agency theory focuses solely on relations between
owners and managers, empirical investigations assume a static macroeconomic
context. The integration of the regulator requires a change in the level of analysis,
from a microeconomic to a meso-economic (sectoral) level. This is the level at
which the three parties interact. The regulator acts at the level of the sector as a
whole, and the actions taken by them define the parameters of principal and agent
conduct at the level of the banking firm.

2.4.1 Agency Theory Versus Agency Relationships in Banks

Awareness that commercial banks differ from other corporations may explain why
there has been very little research, either empirical or theoretical, on their corporate
governance (Lindgren, et al., 1996). Previous research of corporate governance is
limited mainly to empirical research using data from the U.S. banks. This research
assumes that banks conform to the concept of the firm used in agency theory. That
1s, the research assumes moral hazard in banks is the same as that identified for any
firm 1in which ownership and management are separated (Berle and Means, 1932).
One strand of this literature 1s concerned specifically with managenal conduct

(Saunders, et al., 1990; Allen and Cebenoyan, 1991; Gorton and Rosen, 1995;
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Diamond, 1984; Glassman and Rhodes, 1980; Edwards, 1977); the other considers
the different elements of the corporate governance mechanism in banks (Prowse,
1995; Houston and James, 1995; Crawford, ef a!.. 1995). In both strands, banks are

treated as 1f they are structurally the same as any other firm.

While in recent decades most governments have adopted financial deregulation®’ as a
central element of the reform of national financial systems,”” banks and banking as a
whole continue to be regulated. Deregulation has been about changes in the rules of
the game rather than the abandonment of rules altogether. No country has adopted a
completely laissez-faire approach to their financial systems (Long and Vittas, 1992).
Thus, the important implication for research on corporate governance is that
regulation is a transcendental feature of bank governance everywhere in the world
today. Banks do not operate in the same type of competitive markets and are
managerially structured by different forces. This is an overriding reality of the
condition of their existence, as evidenced by the large body of research issues on
banks (Dowd, 1996). Therefore, to assume that banks operate in the same type of
competitive markets, and are managerially structured by the same forces as other

firms, produces an unrealistic view of how banks are governed.

First of all, specialists in banking studies (whether economists or political scientists)
regard banks as different and distinct from “ordinary firms”, either because that is
the empirical state of affairs (e.g. they are regulated), or because their specific
charactenistics require regulation (Ogus, 1994; Goodhart, et al., 1998; Dowd, K.
1996). This means that no serious analysis of banking assumes competitive markets.
Secondly, because bank governance involves a ‘third party’ (the regulator), the
relationship between the owner and the principal 1s contracted in a significantly

ditferent context than “ordinary” firms (Dowd, 1996; Gorton, 1994; Visentimi, 1997,

L As early as the middle of the 1980’s, some prescient observers pointed out the crisis potential of
such rapid and far-reaching financial deregulation (Diaz-Alejandro, 1985).

22 Three kinds of financial system are identified: State directed enterprises financed mainly by bank
loans, bank directed enterprises financed mainly by bank loan, and market directed enterprises
financed by debt and equity securities (Arbor, 1995).
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Vittas, 1992a). Thus, the possible effects of regulation have very important

theoretical implications.

Firstly, governance research on banks needs to attend to the disciplinary power that
the regulator has over bank managers and owners. Secondly, and most important,
the inclusion of the regulator cannot be purely formal; it is not merely a question of
Introducing a third party into the equation because this will obscure the effects of the
regulator’s presence on the conduct of principals and agents (Visentini, 1997).
However, 1n the small body of research on corporate governance in banks, most has
attempted to use agency theory to explain the presence of regulator in banks and
propose that the regulator be viewed as the principal and the bank as the agent
(Goodhart, er al., 1998). However, because banks can be seen as the principal and
borrowers as the agent (Stiglitz, 1985), theoretically, this implies that agent-bank and
principal-regulators are equals with homogenous interests, leading to a focus on a
presumed contract between the regulator and the bank. In addition, the question i1s
whether the regulator can be treated as the bank owner? Once the regulator i1s
stipulated to be the principal and the firm to be the agent, the firm itself 1s once again
a “black box”, precisely one of the problems that agency theory claims it has

resolved.

It is argued that agency theory cannot accommodate three party contests for control.
According, to Waterson and McGuinness (1987), as a result of the external
environment of the firm, “control over managers in fact involves a nexus of (partly
implicit) contracts between these various interest groups and management, involving
multiple principals (Stiglitz, 1985) and perhaps multiple agents (pp.25). Thus,
agency theory has theoretical space for only two positions in the control game, as
evidenced in the body of agency research on banks in which only two parties are
associated with debt contracting, deposit, lending and so forth (Stiglitz, 1985).
Therefore, the purely formal inclusion of the regulator has led to enormous
confusion as to the effects of regulation on the behaviour of owners and managers.

However, it may also generate a sterile debate as to who ought to be named as the

principal and who ought to be named as the agent.
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When one contrasts what is assumed in agency theory with empirical research on
banks, the disparity between the two becomes clear. The key points outlined below

systematically compares agency theory’s assumptions of the characteristics of banks

1dentified in the literature.

Firstly, agency theory makes three key assumptions:

* The market in which firms act is a competitive market

e The nexus of information asymmetry is the relationship between owners and

managers.

e The choice of capital structure can be used to discipline the agent.

In contrast, i1t 1s commonplace in banking literature (Polizatto, 1992; Gorton, 1994;

Visentini, 1997) that commercial banks are special because:
» They operate in regulated markets.

e The agency relationship is more complex due to the presence of the regulator.

e The capital structure adopted in banks reflects their function as a financial

intermediary.

These differences mean that in banks there are at least three other nexuses of

asymmetric information, additional to the one between the principal and agent:
e Between depositors, the bank as such, and the regulator
e Between the owner, the managers and the regulator

e Between the borrowers, the managers and the regulator.

These additional nexuses imply that in banks there are at least four distinct types of
moral hazard, three more than stipulated by agency theory:

e Type 1 1s discussed in agency theory itself.
o Type 2 refers that the depositor is the principal; the bank 1s the agent.
e Type 3 arises when the regulator 1s required to protect the banking system. #

23 Banks are highly leveraged by design. To deal with this, regulators impose fiduciary obligations
and, in recent years, have stipulated a minimum capital that owners must keep in the business (Dale,

1994)
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* Type 4 is the moral hazard arising if the regulator does not fulfil its statutory

duties or fulfils them in a partial or limited way.

From a governance point of view, the four types of moral hazard identified need to

distinctive nature of the control problem in banks can be detailed and the character

of the governance problem specified.

Banking regulation creates not only three additional nexuses of information
asymmetry, but also shapes the nature of the banking firm. Due to the role of the
regulator in preventing banking problems, business risk, which in the normal firm is
borne by the owner, is now shared with the regulator. Because the regulator insures
the depositors, and because of regulations on the bank’s capital structure, risk has to
be seen as operating at two distinct levels. There is the risk to the stability of the
overall banking system arising from the banks’ conduct (Vittas, 1992; Vittas, 1992a;
Hausmann and Rojas-Suarez, 1996; Rojas-Suarez and Weisbrod, 1997; Fry, 1995;
Mishkin, 1997) and there is the business risk faced by owners of the banks.

However, business risk can have sources other than the self-seeking actions of the
managers. Owners may actively encourage risk-taking because a bank’s high
leverage creates the possibility of a “one-way” bet. Bank owners are in the unique
position of being able to profit from nisky ventures but lose only their relatively
small capital stake if the ventures fail. Bank owners are assured of this because, if
the business risks they take expose the entire banking system to runs or collapse, the
regulator will step in. He will indemnify the losses of one bank because it 1s far less
costly to bail out one imprudent set of owners and mangers than to compromise the

safety and soundness of the entire banking system (Eatwell and Taylor, 2000). The

24 Depending on the type of protection offered, banks may be encouraged to take excessive risks.
Type 3 also includes the conventional treatments of moral hazard in the banking literature, which
emphasises that the borrower knows more about his ability to repay a bank loan than the bank does

(Stiglitz and Weiss, 1992).
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regulator can always be relied on to socialise the cost of imprudent lending (act as

the lender of last resort) because that is always cheaper than a banking system crisis.

2.4.2: Bank Regulation and Its Theoretical Implications

Agency theory purports to have been strongly influenced by the work of Coase
(1937), especially his early formulation of the “black box” problem and his

characterisation of the efficiency trade-off (from a social standpoint) between costs

in markets and firms. In his often-ignored later work, Coase (1994) revised his
emphasis on costs, shifting to a framework emphasising the effects of the legal

system (including regulation) on the existence of the firm.

Coase’s mature works have not been properly integrated into work on corporate
governance. They are highly relevant to the study of corporate conduct. In addition,
It 1s regarded as especially pertinent in the assessment of the theories of corporate

governance claiming Coase as their progenitor”, even though it is evident enough

that they have 1gnored his later works.

Coase (1988), in one of his later works, stressed that the legal framework may be
seen to be the core controller of the economic system. In addition, he argued that
regulations exist to reduce transaction costs resulting in an increase in the level of
trading. This amendment of the original framework implied that the core concepts
of his original theoretical framework needed to be refined. Thus, he wrote:

What are traded on the market are not, as is often supposed by
economists, physical entities but the rights to perform certain
actions, and the rights which individuals possessed are established
by the legal system (Coase, 1994, pp.11).

Additionally, Coase (1988) said that for “anything approaching perfect competition

to exist, an intricate system of rules and regulations would be needed.”

= Even though Coase (1994) emphasised the need for empirical research on the firm’s fulfilment of
contracts, few follow up on the implications of his work for creating non-prescriptive research on the
agency problem.
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Coase’s later work is very important for the study of bank governance. It points to at

least three areas where further research is required. First, bank governance research

should not overlook the framework of regulation; second, bank governance needs to

treat banks as a “concession” of the state because in an abstract and formal sense
their powers can be seen to be derived from the rights granted by the government
regulator. Thirdly, opposite to the case in normal firms, the aim of regulation in
banks 1s not only the reduction of transaction costs to increase trading but also as a

means of assuring greater confidence (reducing perceived risk), reducing moral

hazard and ensuring “fair” trade (e.g. fiduciary obligations).

According to the above, the legal framework and specific regulation creates a
qualitatively different context for the writing of contracts between the firm and the
regulator (Willhamson, 2002). Banks assume specific obligations to follow
particular rules. If a bank disregards the rules, it can be punished. Secondly, the
regulator has diverse means to assure that banks are honouring the rules. The
regulator can punish banks at administrative, financial and/or legal levels. Thirdly,
the regulatory framework constrains the conduct of the managers and owners. In
general, the owner and manager must conform to the rules attached to ownership and
management. Therefore, because bank owners and managers are required to accept
the rules and obligations defined by regulation, this third “party” can be seen to
affect the agency relationship between the principal and the agent. All of this
implies that the control problem in banks 1s likely to be quate different than in other

firms.

Regulation also shapes the relationship between firms and consumers, creating a
distinctive nexus between them. In general, 1t 1s thought that regulation reduces the
transaction costs for the consumers, especially with respect to information costs
(Goodhart, et al., 1998). In addition, because banks, as intermediaries, rely chiefly
on the financial resources of depositors, the regulator has a fiduciary relationship
with the banks’ depositors. Thus, consumers expect that the regulator will not only
ensure that the banks provide information about services, but also protect their

savings. This fiduciary responsibility means the relationship between the consumer
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and the banking firm is distinctive and qualitatively different the relationship
between consumers and non-bank firms. Both of these relationships are central to
bank regulation, because the regulator is obliged to act on behalf of interests other
than those of the owner and managers (e.g. the public’s interest as consumers, and

their general interest in the safety and soundness of the banking system to which

they have entrusted their savings).

It has been argued, that from a theoretical perspective, regulation makes governance
in banks more complex than that of other firms. Due to the presence of the
regulator, the agency relationships in banks are more numerous and further reaching
in their governance implications. Because the regulator assumes obligations to the
stability of the banking system as a whole, and acts as a fiduciary for depositors, the
cost of governance failures can be borne by the regulator more than any other party.
These distinctive features have two key theoretical implications. First, observed
governance in banks will be different to corporate governance of non-bank firms

and, second, the control problem theorised will require further theorisation.

2.5: Conclusions

The objective of this chapter was to elucidate the contexts that have given nise to the
concept of corporate governance. It focussed on the socio-economic contexts in which
the concept was originally theorised and the assumptions on which 1t relies. Three
main arguments were advanced. Firstly, it was argued that the concept of control is
culture specific, rather than an abstract-universal concept. This critique implies that
any theory of the governance of any firm has to be located within the specific social-
institutional context in which the firm operates (Popper, 1997). I have suggested that
the mainstream concept of corporate governance has an Anglo-American approach to

control and have argued that in financial management research this concept 1s captured
by the agency theory.

Secondly, it was shown that previous empirical research in accounting and finance

has been preoccupied with non-bank firms. Unless the standard theoretical

framework of corporate governance is modified, it is not suitable for studying
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governance in banks. The analysis of governance in banks requires that a third actor
(the regulator) be integrated in a way that recognises their powers over the owner
and managers are not reciprocal. Third, I argued that a comprehensive concept of

control 1s required when analysing governance in banks; this more comprehensive

concept 1s denoted by the term ‘governance’.

The evidence in the chapter demonstrates that the limitations of the dominant
perspective on corporate governance are severe enough to require construction of a
more general framework. However, with Jensen’s 1983 paper,° the prescriptive
side of agency theory has constituted the main theoretical framework adopted in
studies of corporate governance (see Shleifer and Vishny, 1997). In addition,
extending the empirical scope of agency theory to include the study of industrial
organisations’’ was part of a conscious plan on the part of its originators. By the
beginning of the 1990’s, agency theory emerged as the hegemonic paradigm in
studies of corporate conduct in economics and financial management research
(Armstrong, 1991). Thus, in light of the scale of both its stated ambitions and its
observable influence, agency theory’s influence on research is formidable, even

though 1t appears to refer to a firm that no longer exists.

However, as Berle (1955) observed many years before agency theory was first

proposed:

No one, it seems, has seriously undertaken to restate the actual
practice of American capitalism as it has developed since, let us say
1930, describing its operations and results, and readjusting theories

to conform fact (pp.2).

In order to overcome agency theory’s hegemony, more 1s required than cataloguing

the limitations of its main theoretical formulations.  Theory rnises from

*® Jensen (1983) asserted that the theory of the agency “resulted in two almost entirely separated and
valuable literatures that nominally<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>