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Foreword

The corporate governance of financial institutions represents one of the pillars of
the reform that has been, and continues to be, implemented in the sector after the
financial crisis that has, unfortunately, dominated the last decade. Obviously, before
2008, both the law and various regulatory agencies had been attempting to improve
the governance of commercial companies in general and financial institutions in
particular, but it is only now in recent years that the importance of the issue has
intensified, now with unique characteristics.
First, the soft law phase is over, according to which improvements in governance
were entrusted to the voluntary following of good governance codes drawn up by
expert commissions, in which the only positive obligation was to explain to what
extent their content was being followed. Now it is the laws, regulations, directives
and decisions of supervisory bodies that establish how companies should be
governed.
Second, there is a certain universalisation of the criteria for good governance,
compared to the previous model in which, ultimately, the criteria had to respect the
national idiosyncrasies of commercial law. The international scale of the financial
crisis meant that governments attempted to deal with these problems in multilateral
meetings (such as the G20) and the preparation of standards to be followed was
entrusted to supranational institutions, with these standards later to be adopted
within national legal frameworks. Therefore, it is bodies such as the Financial
Stability Board, the OECD and, within Europe, the European Banking Authority
(EBA), the European Securities Markets Authority (ESMA) and the European
Central Bank that dictate the criteria that national authorities must submit to,
which causes more than a few problems when adapting the national characteristics
of many countries to meet these criteria.
Third, concern about the governance of financial institutions has exceeded the
initial scope of listed companies. In early studies of corporate governance, there
was the agency problem, according to which the situation to be resolved was the
fact that the effective management of listed companies, with thousands or millions
of shareholders, had been left in the hands of a small group of directors, not so much
v
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because the legal framework did not provide shareholders with sufficient powers to
control directors but because most times the position of shareholders was
characterised by its transitory nature and by their identifying of the profitability
of their investment with their dividends or the revaluation of their shares, without
any genuine concern about the company’s governance. Due to these circumstances,
which have fortunately now certainly changed through greater activism by shareholders, it became necessary to increase the number of standards or recommendations to guarantee correct corporate governance and the adequate prevention of the
interests of minority shareholders, giving independent directors an important role to
play in this.
However, as we said, nowadays the standards that regulate the governance of
banking companies treat them equally, ignoring the existence or not of minority
shareholders, to the extent of finding examples like the requirement for independent
directors of unlisted banks, subsidiaries wholly owned by other listed companies,
which, logically, have their own independent directors. This is because experience
has shown that the interests to be protected are not just those of minority shareholders but also those of depositors and even of taxpayers, whose money, it is
repeated time after time, cannot be allowed to become necessary again to resolve
financial crises.
In particular, the interest of legislators in the defence of investors and consumers
is, justifiably, growing, as reflected throughout this book. The fact is that financial
activity has to represent a sign of progress, both for the owners of the institutions
that provide it and for the clients that need it.
All the initiatives focused on the improvement of the governance of financial
institutions should be applauded, although it should be remembered when preparing
them that, nowadays, the line is becoming increasingly blurred between traditional
providers of financial services and new operators that, without being organised as
banks, are now offering many of these services. In a world in which banks compete
for talent with technology companies, or in which international transfers or other
payment services are offered by very different types of operators, it must be ensured
that capital requirements, governance or prudent supervision standards do not
undermine the healthy, effective and equal competition of all agents in the market.
In this regard, it is essential that corporate governance standards be focused on
ensuring good corporate governance, with special attention paid to the prudent
handling of risks, which is the key to profitability and, therefore, of the sustainability of the sector. Perhaps one of the most important lessons to be learned from the
crisis is that those institutions with a sustainable business model, solid corporate
governance and prudent risk management have been able to successfully deal with
unprecedented adverse economic and financial conditions.
The Santander Group pays special attention to the improvement of its own
governance and to any initiative that promotes improvement in the quality of the
management of financial institutions. These include initiatives in which the bank
has been a pioneer, such as those related to the equality of shareholders’ rights (the
principle of one share, one vote, one dividend), the promotion of informed participation in shareholder meetings, diversity and balance in the composition of the
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board of directors and information transparency, especially concerning
remunerations.
The Santander Financial Institute plays a special role in this work, including
actions such as the promotion of this book, which we are convinced will be of great
interest, as it provides a holistic analysis of the problem of good governance of
financial institutions, describing the features of the problem itself and providing
examples of reforms that have been adopted in various countries.
Support for higher education is one of the hallmarks of Banco Santander’s
corporate social responsibility policy. We now have agreements that support
research and education with over one thousand universities around the world. We
are very proud to have started this exciting journey at the University of Cantabria,
an institution that was established where our bank began its operations 160 years
ago and that is making such a great contribution to the economic and social progress
of a region that we have such close ties with.
General Secretary and Secretary of the
Board of Directors of Santander Bank,
Madrid, Spain

Jaime Pérez Renovales

Preface

Research in the field of corporate governance (CG) has evolved over the last three
decades and the effectiveness of board structures, CEO and Chair features and
executive compensation remain at the centre of both policy debates and CG
research. The worldwide financial crisis clearly demonstrated to all the inefficiencies of corporate governance structures in the financial services sector, particularly
with regard to banks. Bad governance has been considered to be at the hub of the
main causes of the devastating crisis that almost brought our world to economic and
financial collapse!
Recommendations to improve CG in banks have resulted in the introduction of
voluntary Good Governance Codes as well as a range of legislation in nation states
worldwide. In the European Union for example, recent regulation focuses on three
main issues: credit institution and investment firm remuneration policies (Directive
2010/76/EU), strengthening shareholder rights (Directive 2007/36/EC) and the
disclosure of non-financial and diversity information (Directive 2014/95/EU).
Moreover, research on international corporate governance cannot be addressed
without taking into account the contributions of La Porta et al. (1997, 1998, 1999)
based on the idea that both the laws protecting the rights of investors and their level
of effective enforcement are the major drivers of corporate governance development in any country.
Governance in the financial sector has attracted special research attention in the
search for better mechanisms that discourage abusive and irresponsible behaviour.
In this context, consumer protection issues have also become important features of
the financial sector. This became so as a result of a number of mis-selling scandals
amongst other things. Consumer protection issues are key topics considered by the
EU in the European Consumer Agenda in 2012 and one of the priorities of the
European Banking Authority. Combating unfair practices in the financial services
sector, ensuring that retail investors are provided with key information to help them
take informed investment decisions, the protection of vulnerable consumers and
their access to loans or households’ over-indebtedness are some of the main issues
that remain at the centre of the debate.
ix
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Behavioural economics and finance focus on the belief that consumers and
investors are not rational when taking decisions, and this therefore opens a new
perspective about the effectiveness of current investor protection regulations which
are based on consumer rational behaviour models.
This book, therefore, is an attempt to highlight the need for more theoretical and
empirical research to be undertaken at both national and international levels with
the hope of making comparisons and conclusions about the best corporate governance and investor protection practices which befit the global financial sector.
In the light of the above-mentioned factors, this book provides a timely and
comprehensive overview into the effectiveness of corporate governance in the
financial sector as well as an assessment of investor protection issues in the
financial services sector. The findings will be of immense benefit to academics,
practitioners and policymakers.
It is hoped that the book significantly contributes to our knowledge of the
financial services sector in the global village in which we all exist.
Cantabria, Spain
London, UK
Sharjah, UAE
Summer 2017

Belén Dı́az Dı́az
Samuel O. Idowu
Philip Molyneux
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Corporate Governance in Banking and Investor
Protection: An Introduction

This book provides an insight into corporate governance in banking and investor
protection. The book has been fortunate in the sense that contributors to its
15 chapters are from 19 different universities from 10 different countries that
belong to the five continents. The views many of them have expressed in their
chapters are the results of their research studies on corporate governance at an
international level or in their own countries. The book has been divided into three
parts. Part I addresses international studies on corporate governance and investor
protection, Part II contains studies focused on specific countries (Indonesia, Ghana,
Nigeria, Spain and Italy) and Part III focuses on responsible investment.
Chapter 1 “Does regulating banks’ corporate governance help? A review of the
empirical evidence” written by Miguel Duro and Gaizka Ormazabal discusses
whether and how regulating banks’ corporate governance results in a betterfunctioning economy. In this chapter, they summarise the theoretical arguments
for regulation and survey the empirical evidence on the role of corporate governance in the financial industry. The focus of their review is the post-crisis reform of
banks’ corporate governance, as seen from a historical perspective. The discussion
is structured around the main corporate governance mechanisms, namely
(i) internal governance mechanisms (i.e. managerial compensation, board monitoring and internal control systems), (ii) market discipline (i.e. the role of competition,
the takeover market and shareholder activism) and (iii) regulatory intervention
(i.e. capital requirements and regulatory supervision). Their analysis reviews corporate governance developments in important economies around the globe.
Chapter 2 entitled “Banks’ interactions with listed non-financial firms as a
determinant of corporate governance in banking: An agency theory analysis”
written by Cicek Gurkan argues that banking regulation, including corporate
governance, needs to strike a balance between the costs and benefits of regulatory
intervention. This chapter aims at extending the theoretical base for the cost–benefit
trade-off in bank governance regulation by providing a law and economics framework of how banks interact with listed non-financial firms in view of the modern
financial intermediation literature. To this end, the chapter first takes up a
xiii
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qualitative analysis of the tension underlying governance regulation of banks by
referring to the post-crisis regulatory measures in the European Union as an
example. Subsequently, the chapter uses agency theory to investigate banks’ roles
for corporate governance of listed non-financial firms. Three qualitative case
studies are presented, revealing that banks’ influence over non-financial firms
appears to be more multidimensional than commonly considered in the literature.
Specifically, the author shows that bank monitoring and control can present opportunities as well as challenges for listed non-financial firms by affecting their
governance arrangements with implications ranging from day-to-day business
operations to fundamental capital market transactions in addition to the distress
context. He also discusses the implications of differences in ownership structures
and identifies influences in both concentrated and dispersed ownership contexts.
Overall, the findings of this chapter contribute to the debate on the effectiveness of
corporate governance in banking by bringing in a largely neglected dimension into
the picture and establishing a theoretical basis for an improved balancing act in
policymaking.
Chapter 3 entitled “Is Corporate Governance different in financial firms than in
nonfinancial firms? Evidence for the pre- and post-crisis period in Europe” is
written by Belén Dı́az Dı́az, Rebeca Garcı́a-Ramos and Elisa Baraibar Dı́ez, who
in their contribution empirically analyse the following questions: Are governance
structure the same in financial and non-financial firms? Are the same CG recommendations applicable to both sectors? Has the crisis changed the way financial and
non-financial firms are governed? Without a deep knowledge of these issues,
governance policies cannot be well developed. This chapter considers 33 variables
that measure policies related to corporate governance, including the areas of board
structure and functioning, committees, compensation policy, anti-takeover devices,
shareholder rights and corporate social responsibility. The analysis focuses on a
sample of 206 enterprises that belong to the main Stock Indexes of Spain (IBEX
35), France (DAX), Germany (CAC-40) and the UK (FTSE-100), dividing the
sample into financial and non-financial firms and considering the pre-and post-crisis
period. The results show sector-based differences in CG in six variables in 2007 and
in eight variables in 2013 for the full sample. Therefore, financial firms were not
worse governed than non-financial firms before the crisis, and after the crisis,
financial firms are also governed similarly to non-financial firms. The crisis has
affected almost half of the CG variables analysed in financial firms. There are also
country-based differences in CG in 19 variables in financial firms. These differences amongst countries show the difficulty to develop common governance recommendations for all European countries without considering their own
peculiarities.
Sabrina Leo and Ida Claudia Panetta in Chap. 4 entitled “IT governance: who
cares more? First evidence from EU banks and supervisors” analyse IT governance
disclosure on a sample of 12 EU banks (from Italy, Germany, France and Spain) to
observe if, how and where banks report on their IT governance issues and to verify
if after the crises, banks have started to pay more attention to IT governance. Since
IT governance (like other aspect of banking business) can be influenced by
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regulatory environment, they examine whether any differences in Supervisors’
attitude to the IT topic will induce differences in IT governance across countries.
The analysis can be considered as a pilot study (with a limited sample size), but
some key points arise from it: (i) banks denote an increasing level of disclosure,
more evident starting from 2012; (ii) banks, within the IT Governance Framework,
seem to pay more attention to IT Risk Management; and (iii) they prefer the Annual
Reports as a place to release information on IT governance topics; (iv) there is a
positive relationship between Supervisors’ and banks’ attention to IT, whilst
(v) there is no evidence of Supervisors’ influence on the banks’ level in IT
investments.
In Chap. 5 “Are there differences in boards of directors between banks and
non-financial firms? Some evidence from EU listed companies”, Vittorio Boscia,
Valeria Stefanelli and Andrea Ventura use data from EU Board Index and from
Corporate Governance Reports published by major EU banks and non-financial
firms. This chapter extends the current literature by comparing characteristics of
board of directors identified as relevant by academics and practitioners (like board
size, diversity, independents, organisations, etc.) and describes their differences and
similarities in the sample. The results show that the structure of the bank board is
similar to that of non-financial firms; diversity’s profile emerges in the board
organisation and functioning in terms of a larger number of meetings and of
board committees. These board’s characteristics aim at a better protection of
interests of a wide array of stakeholders and promote business integrity through
the emphasis on supervisory and monitoring function of executives. Moreover, in
some EU countries it has emerged that there is diversity in board profiles for
non-financial firms. However, bank boards are more similar across countries due
to the substantial harmonisation of European banking regulation.
The last two chapters of Part 1 discuss investor protection from an international
perspective. Chapter 6, written by Bego~na Torre Olmo, Sergio Sanfilippo Azofra
and Marı́a Cantero Sáiz “Creditor rights and the bank lending channel of monetary
policy”, analyses how creditor rights influence the loan supply reaction of banks to
monetary policy through the bank lending channel. Additionally, it tests whether
the influence of creditor rights on lending is different before and after the crisis.
Using a sample of 1096 listed banks from 36 countries between 2003 and 2015, the
authors find that creditor rights do not directly influence loan supply, neither before
nor after the crisis, but they play an important role during monetary shocks. In this
regard, the bank lending channel of monetary policy is less effective in countries
with stronger creditor rights.
Part I is completed by Chap. 7 “Economies of scope in the EU banking industry”
by Ludovico Rossi and Elena Beccalli, who discuss the relationship between
economies of scope and investor protection. This chapter documents the presence
on average of cost economies of scope in the European banking industry, that is,
banks minimise total costs, given a certain level of outputs, producing a differentiated mix of outputs. The results are particularly important in the light of the 2014
structural reform proposal on the EU banking industry, which aims to separate
traditional commercial banking from investment activity. The loss of efficiency for
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banks might have consequences for customers who could suffer an increase in the
costs of financial services to try to compensate banks for their loss of efficiency.
Bank regulations would be myopic if they emphasise investor protections whilst
neglecting bank efficiency.
Part II explores individual country studies about corporate governance in banking and investor protection. Chapter 8 by Tony Tony on “Corporate governance of
financial conglomerates in Indonesia: Legal issues and gaps” aims to examine
recent regulatory reform on corporate governance of financial conglomerates in
Indonesia. These conglomerates give rise to intricate corporate governance issues
due to their complexities. To minimise the issues and to endorse good corporate
governance practices of financial conglomerates, the Indonesian Financial Service
Authority enacted a regulation on the implementation of integrated corporate
governance for financial conglomerates in November 2014. This is the first regulation that specifically addresses financial conglomerates in its entirety as a group in
Indonesia. It sets out minimum requirements to be followed by financial conglomerates in establishing group-wide corporate governance arrangements. This is
dissimilar to many other countries that adopted the financial holding company
concept, which requires financial conglomerates to appoint lead entities, either a
parent or sister company, to be held responsible for implementing integrated
corporate governance across the group. This chapter critically evaluates the regulatory requirements on corporate governance of financial conglomerates, especially
related to the lead entity, in this regulation. It finds that many requirements specified
in this regulations conflict with the requirement stipulated in other prevailing laws.
These conflicting regulatory requirements might raise legal issues for the parties
within the financial conglomerate. Furthermore, this chapter argues that this new
regulation has not fully addressed the corporate governance issues in financial
conglomerates. It suggests that further legal reform is needed to enhance regulation
of Indonesian financial conglomerates.
Also, with regard to Indonesia, Chap. 9 “Does diversity of bank board members
affect performance and risk? Evidence from an emerging market”, written by Bowo
Setiyono and Amine Tarazi, investigates the influence of background diversity of
bank board members on performance and risk. Using data from Indonesian banks
from 2001 to 2011 covering 4200 individual year observations and 21 ethnic
groups, they estimate the degree of diversity by considering various aspects (gender, citizenship, age, experience, tenure, ethnicity, nationality, education level and
type) and find significant impacts on bank performance. On the whole, diversity is
in general positively associated with performance except when it relates to ethnicity. It not only reduces performance per se but also increases risk. Female presence
and professional diversity reduce risk, but nationality and ethnicity diversities are
associated with higher risk. Education diversity generally leads to higher income
volatility and leverage risk. Their results are generally robust to various alternative
performance measures, including risk-adjusted returns, and estimation methods.
The following three chapters are focused on two main European economies:
Spain and Italy. Chapters 10 and 11 focus on Spain. The first is on “Insider trading
and corporate governance in the banking sector. New lessons on the entrenchment
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effect”, written by Esther B. del Brio, Javier Perote, Alberto de Miguel and Gerardo
Gómez, identifies the factors enhancing bank insider trading. The authors conclude
that the more entrenched the directors, the less prestigious the bank, the bigger the
firm and the lower the charter values for high levels of ownership, the higher the
intensity of insider trading activity. Thus, the emerging picture is of a scenario
where insider trading activity is triggered by the absence of efficient control
mechanisms, either external (regulators control the level of bank capitalisation,
but it is not easy for them to also control other opportunistic behaviours) or internal
(shareholders fail to control managers when managers’ stakes are very low or very
high). Chapter 11, “Inside the board of Spanish saving banks”, written by Pablo de
Andrés-Alonso, I~nigo Garcı́a-Rodrı́guez, M. Elena Romero-Merino and Marcos
Santamarı́a-Mariscal, presents an in-depth descriptive analysis of Spanish saving
banks’ boards in terms of size, independence and quality (knowledge, experience
and diversity). The authors build an original handmade database with the biographical profile of 1525 different directors for the entire population of Spanish savings
banks during the period of 2004–2010. Their results show that on average, savings
banks boards were larger with less knowledge in business and less professional
experience in banking (but more gender diverse) than the private banks analysed in
other studies. These board characteristics barely changed during the period of crisis.
They also find that 52% of board members are designated by governments or
affiliated with political parties. This figure seems to confirm that although the
Spanish savings banks had the status of private entities, the real fact is that they
were primarily controlled by politicians. Finally, they show several important
differences in the board composition, depending on the savings banks’ financial
characteristics.
Focusing on Italy, Chap. 12 “Italian banks’ ownership, governance and performance: the evolving role of foundations”, written by Giuliana Birindelli and Paola
Ferretti, aims at analysing the trend of the foundations’ share in the capital of the
Italian banks whilst also considering the evolution of the regulatory framework.
Their principal goal is to highlight whether foundation shareholdings contribute to
an improvement of the stability, governance and profitability of Italian banks.
Banking foundations supported Italian banks in the process of consolidation and
more recently in the process of recapitalisation. Furthermore, the loosening of the
foundation-bank bond may have positive consequences. The authors conclude that
it is very likely that this will improve the banks’ governance, determine a broader
opening to the markets for their shareholdings, favour opening to new investors and
will make the Italian financial system more sound as well as better fitting the needs
of the real economy. Foundations will loosen their ties to investee banks and be able
to allocate their resources to projects and initiatives in favour of the community,
strengthening their grant-making activities.
Chapter 13 by Franklin Nakpodia on “Corporate governance in the Nigerian
banking sector: A bounded rationality conundrum” focuses on Africa’s largest
economy, Nigeria. This chapter explores corporate governance in the Nigerian
banking system from a bounded rationality perspective. In doing this, this chapter
undertakes a review of corporate governance in the Nigerian banking system,
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examines the rationality concerns influencing corporate governance practices
amongst Nigerian banks and shows that attempts at addressing corporate governance issues must acknowledge that corporate governance is an information-based
mechanism.
The final contribution of Part II is provided with Chap. 14 by Sam Sarpong on
“Ensuring sanity in Ghana’s financial sector: A focus on Ghana’s microfinance
institutions” drawing attention to consumer protection issues. The performance of
Microfinance Institutions (MFIs) in Ghana has not created the much-touted messianic role it was meant to play. The scale of the malfeasance in the sector in the last
5 years has been quite steep. Loose regulations, massive failure of governance, both
within the sector itself and at the level of the regulators and supervisors, poor
supervision, inadequate enforcement, perverse incentives and other practices bordering on sheer criminality have constituted the main problems slashing away the
gains of this sector. The author argues that what was supposed to help reduce
poverty amongst the poor in society is fleecing them from the little that they lay
claim to. Some MFIs have now fraudulently folded after collecting huge deposits
from customers; others, meanwhile, have diverted their funds into unrelated activities with some directors facing legal action from aggrieved customers. The chapter
examines the drawbacks within the MFI sector in particular and the financial sector
in general. It also presents the gamut of issues at play and the doggedness of the
central bank to put the sector on a sound footing.
Part III relates to investor protection and focuses on responsible investment. The
whole book is completed with Chap. 15 by Anna Doś and Monika Foltyn-Zarychta
entitled “Socially responsible investment and fiduciary duties of mutual funds”. In
this chapter, the authors aim at building a rationale for an individual investor’s
extended utility function that depends on return, risk and—additionally—nonfinancial characteristics of the investment (mainly environmental and social outcomes). The authors also aim at establishing a stronger link between institutional
and individual investment decisions through identifying the best practices adopted
by mutual funds with respect to incorporating environmental, social and governance criteria in their investment decisions.
These 15 chapters provide a comprehensive overview into the effectiveness of
corporate governance in banking as well as an assessment of investor protection
issues in the financial services sector. They illustrate drawbacks in recent regulations about corporate governance and differences in banking governance across
countries. Therefore, the debate is still open and the conclusions achieved in these
chapters contribute to the ongoing debate on appropriate corporate governance
approaches and the related policy implications.
University of Cantabria, Santander, Spain
SANFI, Santander, Spain
London Metropolitan University
London, UK
University of Sharjah, Sharjah, UAE

Belén Dı́az Dı́az
Samuel O. Idowu
Philip Molyneux
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7

Economies of Scope in the EU Banking Industry . . . . . . . . . . . . . . 123
Ludovico Rossi and Elena Beccalli
xix

xx

Contents

Part II

Individual Country Studies About Corporate Governance
in Banking and Investor Protection

8

Corporate Governance of Financial Conglomerates
in Indonesia: Legal Issues and Gaps . . . . . . . . . . . . . . . . . . . . . . . . 151
Tony Tony

9

Does Diversity of Bank Board Members Affect Performance
and Risk? Evidence from an Emerging Market . . . . . . . . . . . . . . . 185
Bowo Setiyono and Amine Tarazi

10

Insider Trading and Corporate Governance in the Banking
Sector. New Lessons on the Entrenchment Effect . . . . . . . . . . . . . . 219
Esther B. del Brio, Javier Perote, Alberto de Miguel,
and Gerardo Gómez
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