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Abstract

Should boards of fi nancial fi rms be blamed for the fi nancial crisis? Using a large sample 

of data on nonfi nancial and fi nancial fi rms for the period 1996-2007, I document that the 

governance of fi nancial fi rms is, on average, not obviously worse than in nonfi nancial 

fi rms. Even the issue of executive compensation is not as clear cut as suggested by the 

media. I also document that bank directors earned signifi cantly less compensation than 

their counterparts in nonfi nancial fi rms and banks receiving bailout money had boards that 

were more independent than in other banks. I discuss implications of these fi ndings.  
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1. Introduction 

Based on measures of world industrial output, world trade and stock markets, 

Eichengreen and O’Rourke (2009) argue that the current financial crisis may be worse 

than the Great Depression on a global scale. Perhaps no one would have been surprised if 

a crisis of this magnitude originated in an emerging market. Bordo and Eichengreen 

(2002) provide evidence that most financial crises occur in emerging markets. They 

describe that there were 139 financial crises between 1973 and 1997, 95 of which 

occurred in emerging market countries. There are many reasons why investors may lose 

confidence in emerging markets. If such markets are characterized by weak institutions 

and poor firm-level governance, then capital outflows and stock market crashes may 

occur. This is what Johnson, Boone, Breach and Friedman (2000), amongst others, argue 

happened in the Asian crisis of 1997-1998. But the current financial crisis originated in 

the USA, a country that is commonly held up as a role model in terms of institutional 

strength and good governance. For example, the US achieves the highest score on La 

Porta, Lopez-de-Silanes, Shleifer and Vishny (1998)’s anti-director rights index, which 

measures how well the legal system protects minority shareholders against managers or 

dominant shareholders.2 In concurrent work, La Porta et al. (1997) show that common 

law countries, such as the US, and countries that score higher on their measure of anti-

director rights have more developed capital markets. The explanation is that in countries 

with better protection of shareholders, financiers are willing to invest more money and on 

better terms for entrepreneurs.  

Not only is the US seen as having relatively strong legal institutions, but recent 

regulation designed to strengthen firm-level governance, the Sarbanes-Oxley Act of 2002 

(SOX) and new exchange listing requirements at the NYSE and Nasdaq, have served as 

models for governance reform around the world. The Sarbanes-Oxley Act and the new 

listing requirements were a reaction to a series of dramatic corporate and accounting 

scandals including those at Enron, Tyco and Worldcom. Much of the blame for these 

scandals was put on boards of directors. For example, in its report on Enron’s collapse, 

2 La Porta, Lopez-de-Silanes, Shleifer and Vishny (1998) create this index for 49 countries. The other 
countries with scores as high as the US are Canada, Chile, Hong Kong, India, Pakistan, South Africa and 
the UK.  
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the US Senate argued that by not questioning management about the complicated 

financial transactions Enron was engaging in, the board had failed in its fiduciary duties 

to shareholders (U.S. House, 2002). Accordingly, both SOX and the NYSE and Nasdaq 

listing requirements contain a series of provisions designed to strengthen board oversight 

of management in publicly-traded firms.  

Currently, for example, a company listed on the NYSE would have to have a 

majority of independent directors (new NYSE listing standard), an independent audit 

committee consisting of at least three members (NYSE) and a financial expert or a reason 

not to have a financial expert (SOX), a completely independent nominating/corporate 

governance committee (new NYSE listing standard), a completely independent 

compensation committee (new NYSE listing standard), regularly scheduled meetings of 

the non-management directors (new NYSE listing standard) and a yearly meeting of the 

independent directors (new NYSE listing standard). Nasdaq listed companies are subject 

to similar requirements, although they do not have to have a separate compensation or 

nominating committee. In addition, SOX, NYSE and Nasdaq have tightened the 

definition of independent director.3

Many countries followed the US’s suit by tightening governance standards. 

According to the European Corporate Governance Institute, which maintains a 

comprehensive database of governance codes around the world 

(http://www.ecgi.org/codes/index.php), 18 countries published governance codes or made 

recommendations concerning governance in 2003 alone. Other countries instituted 

reforms in the ensuing years.  

To a certain extent, the fact that the US is considered to have strong investor 

protection and good governance may help explain why the financial crisis was predicted 

by so few.  But it raises the question whether and to what extent governance can be 

considered to be a cause of the financial crisis. The recent resignations of several high 

profile finance executives, e.g. Stan O'Neal at Merrill Lynch, Charles Prince at Citigroup 

and Marcel Ospel at UBS, and the recommendations by several proxy advisors against 

3 Regardless of exchange listing, all public companies are supposed to abide by SOX which requires that 
boards are responsible for internal control, audit committees consist entirely of independent directors, audit 
committees have at least one financial expert, management certifies financial statements and board 
members face large penalties for corporate accounting fraud. 
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the reelection of the board at Citigroup, amongst others (see e.g. Moyer, 2008) is direct 

evidence that boards are, at least partly, being blamed for the crisis. The OECD Steering 

Group on Corporate Governance goes further. It argues that weak governance is a major 

cause of the financial crisis (Kirkpatrick, 2009). It places much of the blame on board 

failures in financial firms, in particular,4 and has launched an action plan to improve 

corporate governance.5 Although the UK generally also scores highly on measures of 

investor protection, bank governance in the UK is also, at least partly, being blamed for 

the financial crisis. As a result, Sir David Walker has been commissioned to recommend 

measures to improve board-level governance at banks to the government.6

How can it be that governance problems still exist in the US despite strong 

shareholder protection mechanisms and recent governance reforms? Can boards of 

financial firms be to blame for the crisis when publicly-traded financial firms have to 

abide by the same governance requirements in SOX and the listing rules as nonfinancial 

firms? This article tries to shed more light on the extent to which the crisis can be 

attributable to bad financial firm governance, in particular board structure and incentives. 

It also examines some lessons we can draw for the future as to how financial firm 

executives should be paid, board competencies, best practices and so forth. Both because 

the financial crisis originated in the US and because of data limitations this article focuses 

on publicly-traded financial firms in the US. Because financial firms around the world 

have different activities and structures and face different regulatory constraints, providing 

an overview of financial firm governance across multiple countries is a complex task that 

is beyond the scope of this article.7

Section 2 discusses what one might expect a well-governed financial firm to look 

like. Section 3 compares some measures of governance structure across financial and 

nonfinancial firms in the US. Section 4 discusses whether bad governance contributed to 

the crisis. Section 5 discusses lessons for the future.  

4 But, it also identifies governance in large, complex nonfinancial firms as a problem. 
5 See http://www.oecd.org/document/48/0,3343,en_2649_34813_42192368_1_1_1_37439,00.html. 
6 See http://www.hm-treasury.gov.uk/press_10_09.htm.
7 Laeven and Levine (2008) provide insights into the governance role of bank ownership structure across 
various countries. 
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2. What is a well-governed financial firm?

Descriptions in the media of what appear to be egregious governance failures at 

financial institutions have heightened the impression that governance failures play a large 

part in the financial crisis. For example, boards are being blamed for what appear to be 

excessive pay packages that executives of financial firms received even while their firms 

were failing or being bailed out by the government. Morgenson (2009) reports that 

executives at 7 major financial institutions that are in distress received $464 million in 

performance pay since 2005, while reporting losses of $107 billion since 2007. However, 

it is important to keep in mind that the media stories often describe individual cases, not 

the industry as a whole. To understand the role governance plays in the financial crisis, it 

is important to get a broader perspective of potential governance problems in the 

financial industry. Certainly any broad-based policy reform should not be based on the 

consideration of isolated cases. Ideally, the academic governance literature would provide 

guidance on the question of whether financial institutions are well-governed or not. 

However, because of the special nature of financial services, most academic papers 

exclude firms in the financial services from their data and focus on the governance of 

nonfinancial firms. Thus, to obtain a picture of the state of governance in the financial 

service industry, it is useful to directly examine some data on board characteristics and 

executive compensation. Before turning to the data, however, it is important to have a 

picture of what the board of a well-governed financial firm should look like. 

Boards of financial firms have the same legal responsibilities as boards of 

nonfinancial firms, i.e. the duty of care and loyalty. In addition, publicly-traded financial 

firms have to abide by SOX. However, understanding what constitutes an effective 

governance structure for a financial firm is complicated by several factors. First, as 

Adams and Mehran (2003) describe, boards of financial firms may face more pressure to 

satisfy non-shareholder stakeholders than boards of nonfinancial firms. Regulators, for 

example, expect boards to act to ensure the safety and soundness of the financial 

institution, an objective that may not necessarily be in shareholders’ best interest. 

Consistent with the idea that regulators and owners’ interests may diverge, Laeven and 

Levine (2008) find in a cross-country analysis that the impact of regulation on bank risk-
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taking depends on a bank’s ownership structure. Adams and Mehran (2003, endnote 6) 

provide some examples of additional duties regulators impose on bank boards for the 

purpose of ensuring soundness, which include the adoption of real estate appraisal and 

evaluation policies (Federal Reserve Board Commercial Bank Examination Manual) and 

the annual approval of bank risk management policies (Federal Reserve Board Trading 

Activities Manual).  

Second, financial firms are regulated by several different regulators. Investment 

banks are regulated by the Securities and Exchange Commission (SEC). Thrifts are 

regulated by the Office of Thrift Supervision. All banks with FDIC-insured deposits are 

subject to FDIC regulations. Because banks can choose to have a national or state charter 

and whether or not to be a member of the Federal Reserve, they effectively choose their 

regulatory authority. National banks are regulated by the OCC, while state banks are 

regulated either by the Federal Reserve or the FDIC. The presence of a regulator raises 

the question of whether regulatory scrutiny complements or substitutes for board-level 

governance. There is as yet no satisfactory answer to this question. Furthermore, it is not 

known whether regulators differ in the intensity with which they scrutinize the boards of 

the firms they examine. Some have argued that regulators may engage in a race to the 

bottom in order to attract banks with lax restrictions (see e.g. Rosen, 2003, 2005 and 

Whalen, 2002). Thus, it is possible that some regulators are more lenient in evaluating 

bank board behavior than others. For example, even though Federal Reserve Banks in 

theory penalize directors for poor attendance behavior, Adams and Ferreira (2008) find 

that the attendance behavior of directors of bank holding companies (BHCs) at board 

meetings is worse than in nonfinancial firms. Heterogeneity of regulators suggests that 

board-level governance may not be the same across all types of financial firms and the 

governance of each type of firm may need to be considered separately.

Third, the financial services industry underwent many recent changes that are 

likely to impact board governance. The banking industry underwent an intense period of 

consolidation in the 1990s through M&A activity. M&A activity affects board structure 

in several ways. First, it is common to add directors of target firms to the board of the 

acquirer in friendly acquisitions, as most banking M&As are. Consistent with this, 

Adams and Mehran (2008) show that M&A activity leads to an increase in BHC board 
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size. Second, M&A activity may have disciplining effects even if it is friendly. Thus, an 

active market for corporate control may improve board effectiveness. In the 1990s, banks 

were also increasingly allowed to engage in investment banking activities (culminating 

with the passage of the Gramm-Leach-Bliley Act in 1999). This created competition for 

investment banks, which may have put pressure on their boards. Consistent with this idea, 

Altınkılıç, Hansen and Hrnji  (2007) find that investment banks do not appear to be 

ineffectively governed during the 1990-2003 period.

These three factors notwithstanding; because their duties to shareholders are the 

same, the literature generally argues that the same standards should apply to boards of 

financial firms as to the boards of nonfinancial firms. The three most commonly studied 

features of board structure are board independence, board size and the number of other 

directorships directors hold.  The literature generally argues that boards that are more 

independent, i.e. they contain more directors without social or business connections to 

management, should be more effective (see Adams, Hermalin and Weisbach, 2009, for a 

survey of the board literature). Smaller boards should be more effective because decision-

making costs are lower in smaller groups. Because directors may become too busy when 

they hold more outside directorships, the literature argues that boards are more effective 

when directors hold fewer outside directorships.

It is less clear from the literature what effective CEO and director compensation 

should look like. To align their incentives with those of shareholders, CEOs and directors 

should receive a certain amount of performance-based pay in the form of equity. In 

addition, holding performance-pay constant, total compensation should increase as risk 

increases. However, equity incentives may induce managers to take excessive risks. In 

addition, poorly governed firms may be more likely to overpay their directors. Thus it is 

not always clear whether a given compensation contract is effective or not. Using an 

industry study, Philippon and Reshef (2009) argue that bankers were overpaid during the 

mid-1990s to 2006, however, they do not control for individual firm characteristics, such 

as size or risk, that may influence compensation packages.  

If governance failures at financial firms are partly to blame for the financial crisis, 

then we might expect that financial firms have worse governance in terms of board 

characteristics and incentives than nonfinancial firms. In a sample of data on 35 BHCs 
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ending in 1999, Adams and Mehran (2003) find that BHCs have larger boards, more 

independent directors and lower performance-based pay for CEOs than nonfinancial 

firms. Thus, in their sample banks could be considered to be better governed than 

nonfinancial firms in some aspects (independence) but worse in other aspects (board size 

and performance pay). Since their sample predates the Gramm-Leach Bliley Act of 1999 

which may have influenced governance structures in the industry, it is worthwhile 

making a similar comparison in a larger sample of more recent data, as I do in the next 

Section.

3. The governance of financial firms-what are the facts? 

(Insert Table 1 about here) 

To compare board characteristics and incentives in financial firms and 

nonfinancial firms, I use the Riskmetrics director database from 1996 to 2007.8 This is an 

unbalanced panel of director-level data for Standard & Poor's (S&P) 500, S&P MidCaps, 

and S&P SmallCap firms. It contains information on directors from company proxy 

statements or annual reports, such as whether the director is classified as independent and 

the number of other directorships each director holds. I merge this data to Compustat to 

obtain financial information and SIC codes, which I use to identify financial firms and 

banks. I obtain data on CEO compensation and director compensation from ExecuComp. 

All compensation numbers are measured in thousands and are adjusted to 2007 dollars 

using the CPI-U. Using this data, I construct a dataset containing 18,542 firm-year level 

observations of which 14.57% (2,702 observations) correspond to financial firms. Of the 

financial firm observations, 42.39% (1,136 observations) belong to banks. All of the 

firms in this database are publicly-traded firms and all banks are BHCs, thus this data 

does not allow me to shed any light on the governance of private financial firms. The 

number of BHCs represented in the sample varies over time from a low of 86 to a high of 

105. The number of non-bank financial firms varies from 106 to 158. Although the 

number of banks in the sample is small relative to the banking industry, the banks in this 

sample represent a large fraction of industry assets. For example, according to the FDIC, 

8 I use this data only after extensive cleaning.  
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in 2007 there were 7,282 FDIC-insured commercial banks in the US with a total of 

11,176 billion in assets. In 2007, there are 93 banks in my sample with assets comprising 

69.15% of total commercial bank assets (7,728,449 million). Thus, although the 

comparisons I make and conclusions I draw need not apply to all banks, they are relevant 

for understanding potential governance failures at banks that are likely to matter the most 

for the crisis.   

Because of the reasons outlined in the previous Section, I compare the governance 

characteristics of banks and non-bank financials to those of nonfinancials separately. 

Table 1 provides comparisons for banks and nonfinancial firms. Table 2 provides the 

same comparisons for non-bank financial firms. Columns I-III of Panel A, Table 1 show 

comparisons of means of board independence, board size and the average number of 

directorships per director for banks and nonfinancial firms. Columns IV-VI show 

comparisons for total CEO compensation (including the value of equity-based pay), the 

fraction of equity-based pay in total CEO compensation (a measure of performance pay) 

and average director compensation.9 Columns I-VI are for the entire sample from 1996 to 

2007. Columns VII-XII repeats the comparison for 2007 data only. Observations vary 

because of missing data. The coefficient on the Constant term measures the sample mean 

for nonfinancial firms. The coefficient on “Bank” (“Nonbank Financial Firm”) measures 

the difference between banks (non-bank financial firms) and nonfinancial firms. 

Asterisks indicate statistical significance, with ***, ** and *  indicating significance at 

the 1%, 5% and 10% level, respectively.

From Columns I-VI of Table 1, Panel A we see that banks have on average more 

independent boards, larger boards, fewer outside directorships, higher total CEO 

compensation and lower director compensation than nonfinancial firms. While board size 

is larger in banks, Adams and Mehran (2008) do not find that larger bank board size has 

detrimental effects on shareholder value. Thus, on average banks do not appear to be 

worse governed than nonfinancial firms, except possibly in terms of compensation. 

However, it is well known that wages increase in firm size and banks are generally much 

larger than nonfinancial firms in terms of assets. Thus, in Panel B, I perform the same 

9 The director compensation measures are only available for 2006 and 2007 due to changes in reporting 
requirements.  
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comparisons after controlling for firm size, as proxied by the natural logarithm of the 

book value of assets.10 The picture looks slightly different now. Controlling for size, 

bank boards are less independent, larger, have fewer outside directorships, have less total 

CEO compensation, less incentive pay for the CEO and less director compensation 

nonfinancial firms. These results hold even in the 2007 data. Clearly, firm size is an 

important factor influencing governance characteristics, consistent with findings in 

Boone, Fields, Karpoff and Raheja (2007), Coles, Daniel and Naveen (2008), Lehn, Patro 

and Zhao (2008) and Linck, Netter and Yang (2008). For example, the coefficient on 

“Bank” in the board size comparison decreases by roughly 50% in Column II after 

controlling for firm size and the compensation numbers decrease significantly. Although 

bank boards look less independent after controlling for firm size, the difference in 

magnitude (1.2% in Column I) is small compared to mean independence of 65.2% for 

nonfinancial firms. Based on these comparisons, it would be difficult to argue that banks 

are clearly poorly governed. In particular, much of the media attention focuses on 

“excessive” total pay and performance pay in financial firms, yet, on average, bank 

CEOs earn less and have less performance pay than CEOs of nonfinancial firms of 

similar size.  

than

(Insert Table 2 about here) 

The picture looks slightly different when we compare non-bank financial firms to 

nonfinancial firms in Table 2. Comparing Panel A (simple means) to Panel B (means 

after controlling for firm size), it is clear that firm size again has a significant effect on 

governance characteristics. After controlling for firm size, non-bank financial firms have 

less independent boards, smaller boards, fewer outside directorships, lower performance 

pay and lower director compensation than nonfinancial firms. However, now CEO 

compensation is still higher than in nonfinancial firms even after controlling for size, 

although the difference is not significant in 2007. Based on these comparisons, one might 

argue that board independence is too low and CEO pay too high in financial firms. 

However, it is not clear whether better performance on other governance measures such 

as smaller boards and fewer outside directorships could compensate for these differences.  

10 These results are obtained by OLS regressions of the dependent variables on a dummy variable which is 
defined to be one for banks and 0 for nonfinancial firms and the proxy for firm size.  

10



Some conclusions one can draw from the discussion in this Section are as follows: 

First, banks and non-bank financial firms do not have exactly the same governance 

characteristics. Second, although executive pay in financial firms appears larger than in 

nonfinancial firms, much of this difference is driven by differences in firm size. Of 

course, CEOs at some financial firms may have received what many consider to be unfair 

or excessive pay. However, on average financial CEO pay does not seem to be excessive. 

If anything, the phenomenon of “excess pay” for CEOs appears to be driven by non-bank 

financial firms. Third, although financial firms score worse on some governance 

characteristics than nonfinancial firms, they score better on others. Thus, it would be 

difficult to say that on average financial firms are clearly governed worse than 

nonfinancial firms. Nevertheless, it is possible that these differences are partly to blame 

for the problems facing financial firms. I turn to this issue in the next Section. A final and 

potentially very important observation is that director pay is significantly lower in banks, 

even without controlling for firm size. This fact is also pointed out in Adams and Ferreira 

(2008). From Table 1, Panel A, Column XII, one can see that in 2007 average bank 

director compensation is lower than average nonfinancial director compensation by 

$62,866.00. Since average director compensation in nonfinancials is $193,931, bank 

director compensation is roughly 32% lower. This may have serious consequences for 

governance. If the pool of director candidates is the same for financial firms and 

nonfinancial firms, then the better qualified candidates may prefer to join the boards of 

firms that pay more. Of course, factors other than pay play a role in an individual’s 

decision to join a board, but this finding raises the possibility that the pool of bank 

directors may be worse along some dimensions than the pool of nonfinancial firm 

directors.

4. Is governance to blame for the problems at banks? 

In the previous Section, I showed that the governance of financial firms differs 

from that of nonfinancial firms. Although it is not clear whether these differences are in 

the direction of worse governance, the differences are almost all statistically significant. 

Naturally one would like to know whether these differences contributed to the problems 
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facing financial firms. In general, this is not an easy question to answer, especially not 

now while the crisis is still playing itself out. One way of trying to answer this question is 

to compare the governance characteristics of financial firms that received bailout money 

from the Federal Government to those that did not. The Troubled Assets Relief Program 

(TARP) is designed to strengthen the financial system by enabling the government to 

purchase or insure up to $700 billion in troubled assets. Although the US treasury does 

not describe it as a bailout program (see 

http://www.financialstability.gov/roadtostability/capitalpurchaseprogram.html), many 

observers refer to it as such (see e.g. the TARP entry on Wikipedia). Nevertheless, it is 

clear that recipients of TARP money face some sort of financial difficulties, thus a 

comparison of characteristics of firms with and without TARP assistance may still be 

illustrative. In addition, I can eliminate firms that failed or were acquired from my sample 

to ensure that I am comparing institutions that are essentially healthy that did not receive 

bailout funds to those that did.11

As of April 10, 2009 only 6 non-bank financial firms received TARP assistance. 

Thus, I limit the comparison to banks. To determine which of the banks in my sample 

received TARP funds, I matched their names and locations to the names and locations in 

the list of TARP recipients maintained by the New York Times 

(http://projects.nytimes.com/creditcrisis/recipients/table). Of the 93 banks in my sample 

in 2007, 56 received bailout funds in either 2008 or beginning of 2009 (until April 10, 

2009).  To determine whether any of the remaining institutions failed or were acquired, I 

first merge my sample to data from Osiris gathered on April 8, 2009. This dataset 

contains information about the current status of institutions. For the 16 institutions whose 

status I was unable to verify using Osiris, I checked institutional histories on the National 

Information Center’s website,12 a website containing information on banks collected by 

the Federal Reserve System. Four institutions in my sample disappeared by 2009. Two 

were acquired (Wachovia and National City Corp), one closed (Downey Financial Corp) 

and one failed (Franklin Bank Corp). I eliminate these observations from my sample. In 

Table 3, I perform a similar comparison for 2007 as in Tables 1 and 2 after restricting my 

11 Unfortunately, it is not possible to determine whether any of the banks in my sample applied for TARP 
money but were turned down.  
12 http://www.ffiec.gov/nicpubweb/nicweb/NicHome.aspx. 
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sample to banks. The coefficients on “Bailout” measure differences in governance 

characteristics for banks that received TARP money in 2008 and 2009 to those that did 

not. Because the sample is so small, I do not also report the results after controlling for 

firm size. They are similar in sign, although less significant, except for director 

compensation which becomes significantly negative. 

(Insert Table 3 about here) 

Table 3 indicates that banks with TARP funds have more independent boards, 

larger boards, more outside directorships and greater incentive pay for CEOs. Some of 

these results are consistent with the idea that TARP banks have worse governance. In 

particular, the fact that TARP banks had higher performance pay for CEOs is consistent 

with the idea that performance pay may have led executives of banks to take on too much 

risk. The coefficient on the number of directorships is also consistent with potentially 

worse governance since taking on too many directorships can lead directors to become 

too unfocussed. The fact that TARP banks have larger boards is also a potential 

indication of worse governance. Perhaps the most surprising result, however, is the 

finding that TARP banks have boards that are more independent. What is going on here? 

There are several possible explanations. For example, it is possible that the governance of 

TARP banks is not worse than that of non-TARP banks. However, given that a large part 

of the problems at banks was caused by securitization, a different explanation seems 

more plausible. An independent director, by definition, is a director who has not worked 

for the bank and has no business dealings with the bank. Because of potential conflicts of 

interests, independent directors are generally not employees of other financial firms. 

What this means is that independent directors are less likely to have an in-depth 

knowledge of the internal workings of the banks on whose boards they sit. They are also 

less likely to have the financial expertise to understand the complexity of the 

securitization processes banks were engaging in or to assess the associated risks banks 

were taking on. Thus, although board independence is generally seen to be a good thing, 

in the case of banks, greater independence may be a bad thing because a more 

independent board will not have sufficient expertise to monitor the actions of the CEO. 

This finding is also consistent with Guerrera and Larsen (2008) who describe that more 

than two-thirds of the directors at eight large US financial institutions did not have any 
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significant recent experience in the banking industry and more than half had no financial 

service experience at all.  

If we accept that independence may be a sign of poor governance, then the 

conclusion to be drawn from Table 3 is that it appears that TARP-banks were indeed 

governed worse than non-TARP banks. However, because the message from Tables 1 

and 2 is mixed, i.e. banks and financial firms do not necessarily appear to be worse 

governed than nonfinancial firms, it is not obvious what the policy implications are. I 

discuss some lessons we can learn in the next Section. 

5. What lessons can we learn? 

Because it is the duty of the board to oversee management and many bank and 

financial firm managers led their banks to the brink of failure, boards of financial firms 

clearly share some responsibility for the crisis. But the question is how much of the 

blame should they shoulder? Popular opinion, fueled by stories of what seems to be 

excessive executive compensation at financial firms, might argue: a lot. However, it is 

important to keep several facts in mind, particularly when considering potential policy 

changes.

First, few people predicted the financial crisis. Rushe (2008) describes, for 

example, how little attention was paid to Nouriel Roubini’s prediction that problems in 

the subprime mortgage market would trigger a financial crisis. While the boards of 

financial firms should have better information than outsiders, directors are generally not 

experts on the economy. Thus, it seems unreasonable to expect that they should have 

been better able to predict the problems financial firms would face than academics, 

regulators and financial analysts. Rodrik (2009) argues in his blog that blame should be 

spread more widely than bankers to the broader economics and policymaking 

community.

Second, financial firms are regulated. It is still not clear whether regulators 

substitute or complement board-level governance. However, it is possible that directors 

perceive a substitution effect. It is not hard to imagine that a bank director does not 
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understand all risk implications of particular transactions but agrees to them anyhow, 

because he assumes that regulators would identify any potential problems.  

Third, the data in this paper show that governance in financial firms is, on

average, not obviously worse than in nonfinancial firms. While financial firm governance 

may appear worse in some dimensions, it appears better in others. Ex post, it is easy to 

argue that governance problems occurred, but ex ante it is not clear that boards of 

financial firms were doing anything much different from boards in other firms. Even the 

issue of executive compensation is not as clear cut as it appears at first. CEOs of financial 

firms do earn significantly more than CEOs of nonfinancial firms, but this is no longer 

true for bank CEOs once firm size is accounted for. However, two particular findings 

suggest that banking firm governance may have been worse, but in ways that might not 

have been predicted ex ante. Banks receiving bailout money had boards that were more 

independent and bank directors earned significantly less compensation than their 

counterparts in nonfinancial firms. What this suggests is that board independence may 

not necessarily be beneficial for banks. Independent directors may not always have the 

expertise necessary to oversee complex banking firms. The fact that bank directors earn 

so much less than their counterparties in nonfinancial firms raises the possibility that the 

pool of bank directors is different from the pool of directors of nonfinancial firms. 

Further research is needed to examine why director pay is so low in banking.13 However, 

regardless of whether low pay is a sign of a governance problem or not, it seems clear 

that if it is not increased it will be difficult to attract candidates to bank director positions 

given the additional duties expected of them in the future. 

While representing a large fraction of banking industry assets, the sample in this 

paper is relatively small compared to the number of institutions in the financial sector. 

Furthermore, many more factors affect governance characteristics than firm size. Thus, 

much more research is needed to understand the extent to which governance contributed 

to the financial crisis. Nevertheless, the simple analysis in this paper is still suggestive 

that board-level governance of publicly-traded financial firms may have played a part in 

the crisis. However, it also suggests that the recent governance reform movement 

embodied in SOX and the NYSE and Nasdaq listing standards may be as much to blame. 

13 It is possible that regulators do not look favourably on pay raises for directors.  
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SOX and the listing standards place a lot of emphasis on director independence. 

However, it is not clear that director independence is always beneficial because 

independent directors lack information (see also the arguments in Adams and Ferreira, 

2007). The problem may be exacerbated for financial firms because of the complex 

nature of their businesses. This is a point the OECD Steering Committee on Corporate 

Governance (Kirkpatrick, 2009) also makes. It argues that independence at financial 

firms may have been overemphasized at the expense of qualifications. Guerrera and 

Larsen (2009) also discuss the fact that SOX made it more difficult for financial firms to 

hire suitable directors with financial expertise because of the perception of conflicts of 

interests.  

Some tentative policy implications that can be drawn are as follows: By placing 

too much emphasis on independence SOX and recent listing standards may have 

worsened board governance at publicly-traded financial firms. Not only are financial 

firms complex, but the financial industry is complex due to the existence of different 

regulators. Until the governance of financial firms is better understood, it may be better 

not to impose restrictions on the governance of financial firms. Further regulating 

governance may have unintended negative side-effects, as SOX may have had. In 

addition, compliance with regulation may be costly. For example, some evidence exists 

that suggests that complying with the requirements in SOX and the listing standards 

imposed significant costs on small firms. Amongst others, Leuz, Triantis and Wang 

(2008) find that compliance with SOX was a significant factor in companies’ decisions to 

delist in 2002-2004. Since the majority of firms in the banking sector are relatively small, 

at this point in time, not having an explicit governance policy for financial firms may be 

better than imposing additional restrictions on governance.  

However, it may be beneficial for financial firms to try to increase the financial 

sophistication of their boards, either through hiring new directors or through additional 

education. Because financial firms, such as Citigroup, are already trying to change their 

boards, it is not clear that increasing the financial sophistication of the board requires 

regulation. Regardless of their expertise, it is also likely that directors of financial firms 

will not need any regulatory prodding to ask more tough questions of management in the 

future. One problem that remains is the issue of director compensation. It may be difficult 

16



to institute pay raises for directors of financial firms given the current outrage over 

executive compensation at AIG and other large financial firms. But, to ensure that 

financial firms retain good directors and attract good candidates, directors of financial 

firms should be adequately compensated for the difficulties of their duties and the 

additional costs they bear in undertaking any additional training.   
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