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ABSTRACT

contributing factor to the present crisis.
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JEL Classification:  F30,G01, G21, G34.

The impact of financial globalization and
financialization on the economy in the
current crisis through banking corporate

governance

Juan Antonio Azkunaga', Leire San-Jose'?, Sara Urionabarrenetxea’

This work analyzes the role of governance of financial entities in the current crisis. Neoliberal eco-

nomic policies, deregulation and liberalization have characterized financial globalization, giving
rise to the financialization of the economy. This paper, using the analysis-synthesis method, shows
that the corporate governance of entities has adapted to the new social environment under the
influence of the interests of the investors. The results of this paper suggest the need to monitor the
over-emphasis on the maximization of short-term shareholder value without relativizing the risk
taken to achieve it, as such, the emphasis on short-term shareholder value is considered a crucial

corporate governance; banks, globalization; financial crisis; institutional investors.

"University Of The Basque Country, Spain, *University of Huddersfield, United Kingdom

Introduction

The role played by neoliberalism (Harvey, 2005), the
dominant economic thinking of the last quarter of the
20" century, is striking. It was this theory that served
as the foundation of the economic policies adopted
since the 1980s, and it was grounded in assumptions
about the rationality of agents and the efficiency of
markets, all of which can be questioned. Following this
theory, liberalization and deregulation were strongly
promoted and drove the financial entities in the direc-
tion of the free market where financial agents could act
with greater freedom. The development of financial
globalization was thereby fostered; however, the finan-
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cial entities found it easier to behave with less control
and to take inappropriate actions.

The gestation and outbreak of the contemporary
crisis is a problem generally associated with neoliber-
alism and, thus, with financial globalization, financial-
ization and corporate governance. Therefore, the roles
and implications of these three factors on the current
crisis are explored. Moreover, the influence of the fi-
nancial sector and its role in the financial crisis is of
significant. While the understanding of what consti-
tutes an effective governance structure for a financial
firm is complicated by several factors, it is necessary to
understand the structure when examining the factors
that contributed to the crisis.

There is a vast amount of literature regarding gover-
nance during the last several years (Adams, 2012; Al-
varez Peralta & Medialdea, 2010; Field & Pérez, 2009;

Vizja Press&IT

79




80

| Vol.7 | lssue3 | 2013 | 79-94

Kowalewski, 2012; Laeven & Levine 2009; Purnanan-
dan, 2010; Rold4n, 2008; Ruiz & Urra, 2009). Studies
that address corporate governance have emphasized
those features of corporate governance that contrib-
uted to the development of the crisis, but the studies
have not examined the reasons that made it possible
(Greenspan, 2010; Klicksberg, 2010; Organization for
Economic Cooperation and Development [OECD],
2008; 2009). To date, there has been no in-depth anal-
ysis of corporate banking governance, even though
there is wide interest in corporate governance not only
from an academic perspective but also from the prac-
titioner’s perspective with respect to financial entities.
Ideally, the academic governance literature would ana-
lyze the entire banking sector, but perhaps because of
the particular nature of the financial sector, most aca-
demic papers exclude financial firms from their data
and focus on the governance of non-financial firms
(San-Jose, et al., 2013). Consistent with this premise,
Adams (2012: 34) establishes that in banking corpo-
rate governance, “ex post, it is easy to argue that gov-
ernance problems occurred, but ex ante it is not clear
that boards of financial firms were doing anything
much different from boards in other firms” However,
it is necessary to improve the management policy of
corporate governance in the banking sector. Therefore,
to obtain a picture of the state of the moral hazard in
the financial sector, through banking corporate gover-
nance, it is useful to directly examine the main charac-
teristics and, therefore, the causes of the current crisis.

Specifically, the main changes that have occurred
during the last three decades were marked by finan-
cial globalization. What characterized this period
were neoliberal economic policies, deregulation and
financial liberalization. From a critical perspective of
the neoliberal nature of the policies introduced in the
management of the globalization process, a descrip-
tion is given of the factors that caused the corporate
governance of financial entities to concentrate unduly
on short-term maximization of shareholder value,
which was a crucial determinant in the present crisis.
We will take a particularly close look at the relation
between these changes and the evolution of gover-
nance and how the crisis was fueled. The analysis of
the secondary data is made within the financial litera-
ture, and a study is conducted with financial experts

during workshops to determine the causes behind the
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crisis to contribute to the governance literature regard-
ing banking. Specifically, workshops were held at the
University of the Basque Country (Bilbao-Spain) with
ECRI Ethics in Finance & Governance. Stakeholders
Responsibility Research Group: the first with Professor
Chris Cowton, Dean of Huddersfield Business School
in the United Kingdom in March 2011, the second
with Professor Antonio Argandona from IESE Busi-
ness School in Spain in July 2012, and the third with
Professor Miguel Alzola from Fordham University of
New York in the United States in October 2012.

This work aims to analyze the way in which the finan-
cial globalization and financialization of the economy
through the governance of banking institutions contrib-
uted to the development and outbreak of the crisis, and
it raises the possibility that it could be a basic problem
of moral hazard. Our study, in addition to synthesizing
investigations that have been conducted in this field,
contributes an analysis of the factors that led to the evo-
lution of the corporate governance of institutions and
thereby bolstered the gestation and outbreak of the cri-
sis. Moreover, the results suggest that the changes and
reforms that should be implemented must cover struc-
tural features in the way financial entities are governed,
so that, for instance, the interests of other groups that
participate in financial entities, as well as shareholder
interests, would be taken into consideration.

The remainder of this paper is organized as follows.
First, the theory and previous studies about financial glo-
balization, financialization and corporate governance are
explained. Section 3 describes the corporate governance
in banking during the current financial crisis based on
short-term management, institutional investor positions
and actuations and on incentives role in aligning the in-
terests of managers with those of bank owners. Follow-
ing the results of the main elements of current financial
crisis based on a banking analysis, the moral hazard and
originate-to-distribute model for financial entities are
suggested. Finally, Section 5 offers main conclusions,

limitations and future lines of research.

Review of literature: financial
globalization, financialization and
corpor: ate governance

The financial globalization process, which intensified
in the 1980s, has contributed to the financialization

of the economy, which created the necessary condi-
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Figure 1. Evolution of corporate bank governance and its relation with the current crisis.

tions for an unprecedented development of institu-
tional investors (Alvarez Peralta & Medialdea, 2010).
Moreover, the entry of institutional investors into the
company share structure has constituted a mechanism
through which the evolution of the corporate gover-
nance of financial entities has been promoted (Alvarez
Peralta & Medialdea, 2010). The most relevant issues
that impacted, either directly or indirectly, banking
during the crisis and are related to corporate gover-
nance of financial entities include financial globaliza-
tion, financialization of the economy and corporate
governance in banking (See Figure 1):

Financial Globalization

Financial globalization involves increasingly greater
integration of different national financial markets
within international financial markets, resulting in
a growth in financial relations and transnational finan-
cial flows at a global level (Urionabarrenetxea, Bafiales
& Garcia, 2009). Furthermore, it represents a substan-
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tial change in the environment where financial enti-
ties develop their business and, consequently, it has
important implications for the corporate governance
of financial entities, which must evolve to adapt to the
new situation (Adams, 2012). As this phenomenon is
broad and complex, it is wise to break it down into its
different features. The main foundation upon which
globalization has developed is neoliberalism, financial
liberalization and deregulation (Urionabarrenetxea et
al., 2009; Wilczynski, 2011).

The free market and neoliberal economic policies

According to Harvey (2005), “neoliberalism is in the
first instance a theory of political economic practices
that proposes that human well-being can best be ad-
vanced by liberating individual entrepreneurial free-
doms and skills within an institutional framework
characterized by strong private property rights, free
markets and free trade” (p. 2). The neoliberal theory
is rooted in authors such as Friedman (1962), Lucas
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(1972), and Fama (1970). This new paradigm gave rise
to important transformations in different spheres of
the financial sector (Recio, 2009):

- The creation of financial assets and capital move-
ments between different countries was liberalized. In
addition, there was a progressive substitution of pub-
lic regulation by the self-regulation of the markets.
These factors have encouraged the development and
growing complexity of the financial system.

- Within the business area, the vision of business
became more short-term and the approach to in-
centivizing managers changed, depending more on
short-term company results and on the evolution
of share prices. Therefore, companies acted con-
sistent with the image they projected in the mar-
ket, seeking short-term stock market revaluations
rather than investments that would bear fruit in the

longer term.

This theory generates problems and crises (Stiglitz,
2002) and particularly has played a role in the cur-
rent crisis (Akerlof & Shiller, 2009; Greenspan, 2010;
Jakobik, 2011; Recio, 2009; Stiglitz, 2010). Moreover,
Stiglitz (2002; 2010) and Recio (2009) show specifi-
cally that the effect of destabilization produced by the
application of neoliberal policies discredits the theory
because it is grounded in theoretical concepts that do
not match reality. Some of the principal assumptions
of neoliberal financial capitalism, which constitute the
foundations of the present economic theory, have been
questioned, and the most important arguments are that
there is a lack of necessary information regarding deci-
sions made by agents (Stiglitz, 2010) leading to an inef-
ficient market (De la Dehesa, 2009; Summers, 1985) and
the incomplete rationalization of expectations (Akerlof
& Shiller, 2009). Consequently, as the underlying as-
sumptions are erroneous, so are also the models based
on the assumptions, which were initially employed to
explain and predict the evolution of the economy. Con-
sequently, the economic policies based on the predic-
tions will be equally flawed (Stiglitz, 2010).

Financial liberalization

For the development of financial globalization, fi-
nancial markets must be open to foreign markets and
movements of capital must be allowed. This must then

be followed by the elimination of restrictions on the
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transit of goods and capital across frontiers (Estévez,

2009). This process was set in motion in the 1980s and

is ongoing. Liberalization increases competition by al-

lowing new agents to participate in the market who

were previously not able to do so (Levine, 2001).

Economic theory attributes several benefits to lib-
eralization for those economies that implement it be-
cause liberalization improves the functioning and ef-
ficiency of the financial system, which is fundamental
for stimulating economic growth:

- Liberalization produces a growth in competition
and in the scope and depth of the markets, thereby
increasing efficiency and causing a reduction in in-
terest rates, both of which benefit economic growth
(Arestis, Troncoso and Cavalcante, 2009).

- Agents can profit from a greater diversification of
risk (Rodrik, 2001) and from greater possibilities of
access to financing (Edison, Levine, Ricci, & Slok,
2002).

- Financial entities improve their solvency and op-
erations are more transparent (World Economic
Outlook, 2006).

- Liberalization favors the economic growth of de-
veloping countries because it attracts more direct
investment, which tends to be accompanied by
technology transfers (Keller, 2002).

Nevertheless, liberalization also involves negative con-
sequences, particularly in terms of increasing instabili-
ty, as Diaz-Alejandro (1985) made clear after analyzing
the liberalizations of countries in the South American
Cone and as Stiglitz did in alluding to the Thai crisis of
1997 (Stiglitz, 2002).

Bordo et al. (2001) found that in the globalization
period of reference there was an increase in financial
instability. Attempts have been made to relate this
greater instability to liberalization, but there have been
no conclusive results. While there are studies whose
outcomes reach such an assertion (Aizenman, 2002;
Kaminsky & Reinhart, 1999; Kaminsky, Linzondo &
Reinhart, 1998) other studies conclude that this cause-
effect relation between instability and financial liber-
alization does not exist (Richards, 1996; De Santis &
Imrohoroglu, 1997). In general, however, it is accepted
that financial liberalization is considered to be one of
the underlying factors behind the growth of instability
and the financial crisis (Calvo & Mendoza, 2000).
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Banking deregulation

Given that financial regulation is the set of laws and
rules that denote the functioning, risk control and oth-
er features of financial activity, it is necessary to study
bank behavior and its effect on financial globalization.
Banking authorities have the power to set these rules
and make it obligatory that financial institutions com-
ply with them to ensure that the entities behave pru-
dently because they safeguard the capital of depositors
(Zamil, 2010).

The regulations aimed to produce financial stability
and guarantee that credit would be efficiently designat-
ed to provide investment support (Arestis et al., 2009;
Wilczynski, 2011), which is one of the fundamental
services that banks must offer the economy (De la De-
hesa, 2009). In the 1970s, with the integration of the
neoliberal paradigm, a deregulating process began that
was intended to move toward a free market and pro-
mote greater economic growth, thus giving incentives
to private savings and to competition (Recio, 2009). It
is a process that involves the repeal of regulations on
company activity and on the content of contracts (Es-
tévez, 2009).

Its supporters advanced arguments based on the
search for greater economic efficiency through market
freedom (Recalde, 2009) or on the reduction of ineffi-
ciencies that arise when the public and the private sec-
tors compete for capital, thus producing price distor-
tions (Summers, 1986; Soto, 2010). The supporters also
considered that regulations should lead to solutions
provided by technicians and experts, who were better
equipped to address the situation (Recalde, 2009).

Where banking business was concerned, the most
important legislative changes occurred in the 1980s,
with the deregulation of the granting of loans. In the
United States, the “Depositary Institution Deregula-
tion and Monetary Control Act” of 1980 was enacted,
which liberalized the granting of credits and the in-
terests and allowed commercial banks to reduce their
reserves. During the 1990s, the deregulatory tenden-
cy increased and the main regulatory changes were
implemented. In 1994, there was a deregulation of
banking activity among different states in the United
Statesin the form of the “Riegle-Neal Act” In 1999, the
“Gramm-Leach-Billey Act” repealed the “Glass-Stea-
gal Act” of 1933, suppressing the distinction between

business that could be conducted by commercial banks
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and investment banks and fostering the creation of en-
terprises that offered banking, investment and insur-

ance services (Estévez, 2009).

Financialization of the Economy

As a consequence of globalization, which has been in-

fluenced by neoliberalism and driven by liberalization

and deregulation, the economic environment in which
banking institutions conduct their business experi-
enced a marked change (Levine, 2001) known as the
financialization of the economy, an event relevant for
understanding the evolution of banking governance.
During the three decades that preceded the pres-
ent crisis, the financial sector increasingly carried
more weight. In the United States, for instance, the
percentage of profits in the financial sector compared
to the total business profits in 2007 was 27%, whereas
in 1980, it scarcely reached 15% (Financial Crisis In-
quiry Commission, 2011). Transactions of a financial
nature also witnessed significant growth. For example,
between 1990 and 2005, the volume of transactions in
the equity markets multiplied by 9; in derivatives, the
volume multiplied by 4; and in currencies, the volume

multiplied by 3.5 (Alvarez Peralta & Medialdea, 2009).

After analyzing several definitions of the term finan-
cialization and synthesizing those definitions, we define
financialization as the process whereby there is an in-
crease in the importance of the financial sector in the
economy (Blasiak, 2010). Financial markets, financial
institutions and financial motivations take on increasing
relevance in domestic economies as well as in the inter-

national economy (Alvarez Peralta & Medialdea, 2010).

The globalization process and subsequent finan-
cialization have produced a series of transformations
in the international financial markets (Alvarez Peralta

& Medialdea, 2010; Falkowski, 2011). Among these

transformations, we highlight four that have contrib-

uted significantly to the evolution of today’s crisis.

1 Imperfections in the financial markets have con-
tinued and, in essence, they are associated with the
information asymmetries between creditors and
debtors and are the basis for the financial problems
in the economy (Mishkin, 1999). Specifically, the
financial contagion problem and uncertainties in
financial-decisions and financial instability could
be the results of the increments in these asymme-
tries (Alvarez Peralta & Medialdea, 2010).
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2 Because the financial markets have become glo-
balized, agents act in many different markets and
have the opportunity to move capital quickly and
cheaply from one place to another.

3 With the disappearance of the distinction between
the types of business that commercial banking and
investment banking can develop and as a result of
the “Gramm-Leach-Billey Act” of 1999, conglom-
erates have been formed integrating different fi-
nancial functions within a single institution (com-
mercial banking, investment banking, insurance,
asset administration, investment funds, etc.)

4 'The relevance and importance of institutional in-
vestors have increased (Alvarez Peralta & Medial-
dea, 2010; Becht, Bolton, & Réell, 2002).

In the specific case of the banking sector, financializa-
tion has had decisive consequences on the way the
entities function internally, that is, changes have oc-
curred in the institutions” corporate governance and in
the banking management models (Field & Pérez, 2009;
Jackowicz, Kowalewski & Koztowski, 2011; Purnanan-
dan, 2010; Rolddn, 2008; Ruiz & Urra, 2009).

Banking Corporate Governance

The corporate governance of financial entities is one
of the causes of the current crisis (OECD, 2008; 2009).
Thus far, this question has been tackled descriptively,
with an emphasis on the different areas of governance
that have encouraged the crisis.

Corporate governance has principally captured
the interest of academic literature over the last two
decades due, above all, to the business insolvencies
and scandals that have been occurring (La Porta,
Lopez-de-Silanes, Shleifer, & Vishny, 2000; Shleifer
& Vishny, 1997). Numerous studies have been pub-
lished in this regard, along with a series of codes,
laws and principles that have sought to improve the
standards that govern corporate governance to ad-
dress the weaknesses that have been identified (Ad-
ams, 2012). Among these standards are the “Cadbury
Report” (The Committee on the Financial Aspects of
Corporate Governance, 1992), the Sarbanes-Oxley
Act, which was passed in the United States on 30 July
2002, and the principles of the OECD for corporate
governance (Organization for Economic Coopera-
tion and Development [OECD], 2004). Despite the
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contributions made over the last decade to improve

it, the problems related with corporate governance

have been singled out as crucial for explaining what
has happened during this crisis (European Commis-

sion, 2010; OECD, 2008).

In the “Cadbury Report”, corporate governance is
defined as a system through which companies are man-
aged and controlled (The Committee on the Financial
Aspects of Corporate Governance, 1992). As such, it
involves a series of relations between the different in-
terested parties in the company and those that manage
it (OECD, 2004; European Commission, 2010), and it
encompasses contracts, processes and mechanisms for
decision making that attempt to ensure that the man-
agement applied in the company by the managers is in
alignment with the objectives of the shareholders and
other interested parties (Spong & Sullivan, 2012).

More than one perspective can be adopted for de-
ciding which interested parties should be considered
in company management (Ludescher, Mashud & Pru-
sia, 2012):

- There is a view based on shareholder orientation
(Friedman, 1962) that to establish the objectives of
corporate governance, only shareholder interests
should be considered.

- Another orientation, stakeholder orientation,
adopts a broader perspective and recognizes that
there are various interested collectives, that is,
stakeholders, such as staff, customers, suppliers,
the community, regulatory bodies, small investors,
etc. (Freeman, 1984), should be given the chance to
defend their interests by participating in the gov-
erning bodies of the entities (San-Jose & Retolaza,
2012) and that without these stakeholders the com-

pany cannot be successful.

The first of these two perspectives is the common
orientation applied in companies and, in the last few
years, also applied in financial entities. There are stud-
ies, however, that suggest that, in general, only two-
thirds of the management of the company is based
on shareholder-orientation (Omran, Atrill & Pointon,
2003). Thus, the real management orientation is dif-
ficult to describe from a robust empirical perspective.
Another characteristic of current corporate gover-
nance is that one of its main objectives is to address

the inefficiencies that stem from the separation be-
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tween ownership and control of the company (Jensen
& Meckling, 1976). Accordingly, the purpose of gover-
nance should be the alignment of managerial actions
with the company’s objective, that is, to maximize
shareholder wealth (Sternberg, 1998).

Based on the shareholder-orientation approach
toward company corporate governance, companies
become sensitive toward the rights and desires of
the shareholders (The Committee on the Finan-
cial Aspects of Corporate Governance, 1992), and
therefore, corporate governance attempts to create
mechanisms that ensure management (the agent) is
governed by contracts, applies certain processes and
makes decisions that benefit the interests of the com-
pany owners. According to the postulates of agency
theory (Jensen & Meckling, 1976), the question is to
resolve the conflicts of interests that arise between
shareholders (principals) and management (agent).
A prominent role in the gestation of today’s crisis is
attributed to this view of governance aimed at satisfy-
ing shareholder rights (Alvarez Peralta & Medialdea,
2010; Beyer & Hopner, 2003) because the legal pro-
tection of shareholders contributes negatively to the
performance of the non-shareholders (Burkart & Pa-
nunzi, 2006). However, some authors, such as Adams
(2012), show that there are no significant differences
between the governance in non-financial firms and

financial firms (banks and nonbanks).

Governance of financial entities
during current crisis: short-term
view, institutional investors and
incentives

In the present crisis, the corporate governance view
has been of great importance, particularly within the
banking sector (OECD, 2008). However, until the crisis
erupted, research had not focused much on the gover-
nance of financial entities. For example, Adams (2012:
10) highlights this idea and establishes that “governance
standards in the United States were quite high just prior
to the financial crisis’, whereas corporate governance, in
general, had been intensely studied.

Although the literature focused on corporate gover-
nance (La Porta et al., 2000; Shleifer & Vishny, 1997)
not only because of the effect of the financial crisis,
most academic papers excluded the banking sector

from their data and focused on the governance of non-
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financial firms (Adams, 2012). This was likely due to
the special nature of financial services. The manage-
ment of financial entities has a series of specificities
that affect their governance, thus requiring the adap-
tation of general rules of corporate governance to re-
spond to their different natures (OECD, 2009; Euro-

pean Commission, 2010).

1 Opposing interests exist regarding risk preferences
between the different stakeholders that participate
in the financial entities. Shareholders are more
interested in the entity taking on more risk than
other stakeholders, such as depositors and other
creditors. However, based on a narrow interpre-
tation of contract theory, managers are obliged to
satisfy shareholders’ interests, which could suggest
that it would be legitimate not to respond to other
stakeholders’ interests (Beyer & Hopner, 2003).

2 Management’s actions can have important conse-
quences for collectives, such as depositors and con-
tributors in general, and in the event of the failure
of a financial entity, the effects can have a knock-
on, or ripple, effect on the whole economy.

3 Some risks, such as those affecting liquidity and
reputation, occur more intensely in the financial
sector than in other sectors.

4 Governments offer implicit or explicit guarantees
and are expected to intervene in the entities’ favor
in the event of problems, and this has an influence
on the incentives the different participants in the

banking business receive.

All of these differences increase the importance of
banking governance because of the impact on the
stakeholders because of the assumed risks that affect
others apart from the decision makers and because
of the influence of asymmetries in power and infor-
mation. Accordingly, it is necessary to establish some
points about the end established in the financial com-
pany and to determine those differences that affect ex-
ternal and internal issues when modifying government

decisions regarding financial institutions.

Short-Term Vision of Shareholder-Oriented
Banking Governance

The shareholders who are the “owners” of the com-
pany, under the property right theory, would pro-

vide justification for corporate governance of the
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entities focusing on the satisfaction of their inter-
ests (Sternberg, 1998). Another justification is that
the owners delegate management of the company
to managers through contracts that are incomplete
because they cannot regulate all of the factors that
affect the relationship, thereby leaving the share-
holders at a disadvantage.

Thus, corporate governance oriented toward pro-
tecting the rights of shareholders is reflected in the
Principles of Corporate Governance published by the
OECD in 2004 (OECD, 2004). It consists of six prin-
ciples intended to provide the basis for companies
to develop good practices of corporate governance.
Within the six principles, there is an emphasis on the
protection of shareholders, situating them as a collec-
tive whose rights must be defended as a priority. Share-
holders are at the center of the ownership structure of
the companies because of their right to make decisions
based on their vote. Moreover, as their pay fluctuates
in accordance with returns on equity, they ask for in-
creased profits from the companies. Unfortunately,
there is only a minimal attention given to the existence
of other stakeholders, such as employees, creditors and
suppliers, in terms provided them with access to rel-
evant information and to defending the rights afforded
them by law.

This approach to corporate governance favors insti-
tutional investors. They invest a good part of the capi-
tal they manage in shares and do so following the crite-
ria to obtain increased profits. Therefore, if companies
want to count on the support of the shareholders in
their shareholder base, they must direct their gover-
nance towards the objectives that the institutional
investors wish to achieve. When selecting the securi-
ties that make up their portfolios, the investors bear
in mind those companies that have adopted a corpo-
rate governance structure (McCahery, Starks, & Sau-
tner, 2010), as such a structure favors the investors.
Therefore, they will channel their investments towards
companies whose main objective is the defense of the
shareholders’ interests.

The corporate governance of banks, while follow-
ing a shareholder orientation, did so with a short-
term vision (Guttmann, 2009). Institutional investors
employ a financial logic based on short-term share
performance of a quarterly or semi-annual basis (Eu-

ropean Commission, 2010; Larosiére, 2009). This is
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why the management of companies in which institu-
tional investors participate prioritizes immediate re-
sults rather than long-term outcomes, thus setting as
their main management objective improvements in

short-term share prices (Guttmann, 2009).

The Influence of Institutional Investors in

Corporate Bank Governance

Along with the financial globalization and financial-

ization of the economy, there has been an unprec-

edented growth of institutional investors that affect

corporate bank governance (McCahery et al., 2010).

Investment funds, pension funds and insurance com-

panies have significantly expanded since the early

1980s, and during the last decade of the 20" centu-
ry, the volume of their assets doubled. For example,

Spain, between 2004 and 2005 realized an increase

of 15.6% (Rabadan, 2006), which was stimulated

by the processes of liberalization and deregulation.

Institutional investors have a significant presence

in the shareholder-base management corporations,

thus giving shareholders the power to influence the
governance (Becht et al, 2002). Considering the
ample liquidity of today’s financial markets, which is
also a product of the liberalization and deregulation
processes, shareholders are able to change positions
quickly if the companies they invest in do not meet
the criteria of profitability. In essence, they manage as
they deem suitable based on the profit (Alvarez Per-

alta & Medialdea, 2010).

Numerous studies find that corporate bank gover-
nance played a relevant role in the gestation of today’s
crisis (Klicksberg, 2010; OECD, 2008; 2009), but in-
sufficient research has investigated the reasons that
enabled corporate governance to evolve in a direc-
tion that made that influence possible. In general, it
is possible to conclude that the influence of corporate
governance on the crisis was produced through four
channels (OECD, 2008; 2009).

1 Risk management systems: the system is not ca-
pable of preventing excessive risk taking (Laeven &
Levine, 2009).

2 The management bodies: the structure and perfor-
mance of these bodies are in need of improvement.

3 The speculative nature of the investments made
by shareholders: as Khurana & Zelleke (2009)

made clear, “few investors in these companies
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have cared much about the underlying company
or the business it conducts. They do not stick
around long enough for that”. As a result, the de-
fense of shareholder interests is left in the hands of
company managers. The OECD declares that this
passive role from institutional investors is com-
mon (OECD, 2009).

4 Manager incentives and remunerations: it is neces-
sary to align actions of the managers of financial
entities with shareholder interests, with the princi-

pal aim being to maximize shareholder value.

The first two channels are attributable to the internal
functioning of these institutions. The other two are
associated with institutional investors and are about
the need to adapt governance of the entities to an envi-
ronment that has greatly changed in the three decades

prior to the crisis.

Incentives for Financial Entity Managers
Because the main objective of financial governance in
the financial sector could be aligned with the maxi-
mization of short-term shareholder value (OECD,
2009), and considering the objective of institutional
investors, the way in which the alignment of manage-
rial actions was approached evolved in parallel with
the main objective.

Following the postulates of agency theory, the ad-
ministrators to whom owners delegate management
are considered to have different interests and perspec-
tives on risk than those of the owners (shareholders).
The former are less willing to assume risk because all of
their human capital is invested in the company, unlike
the shareholders, whose investment portfolios have
been diversified (Denis, 2001).

There are many ways to align managers’ actions
with shareholders’ interests. However, with respect to
corporate governance there are at least two - internal
controls and manager incentives (Lang & Jagtiani,
2010). Stock options were the most common incen-
tives in the banking sector (Bebchuk & Spamann,
2010). This form of remuneration is intended to com-
mit managers to increase the share market value be-
cause doing so will increase their remuneration. In
other words, their incentives influence their interest
to increase the company’s value in the market, which

coincides with the goals of the shareholders.
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The results through corporate
governance: moral hazard and the
banking model

In the present crisis, it is possible to suggest that
by viewing posing governance of the entities from
a short-term “shareholder” perspective (OECD, 2009)
and incentivizing managers to use instruments that
also catered to this short-term view, risk taking was ex-
cessively encouraged. Furthermore, the assumed mod-
el by banks, originate-to-distribute, was not beneficial
in a more common management banking model with
few negative collaterals. In this context, the originate-
to-distribute model encouraged excessive risk-taking
due to the high level of moral hazard involved, given
that the risk the entities were assuming with the loans
granted was not borne by the borrowing entity, but by
investors who underwrote the financial assets through

those that were securitized.

Assumed Risk in Banking: Moral Hazard

The fact that managers and shareholders also suffered
major losses in the crisis does not detract from the
argument because, a priori, the decision to take on
risk was perfectly rational given that the expectation
behind the investment was to obtain profit. This may
end up harming other collectives that participate in
the company as holders of bonds and preferred par-
ticipants, or the State, who do not receive the possible
benefits of these risky transactions, but are affected
by any losses that might be produced (Bebchuk &
Spamann, 2010; Corsetti, Pesenti & Roubini, 1999;
Krugman, 1999).

In their determination to get managers to favor
shareholder interests, the entities did not pay proper
attention to internal controls and went for the option
of incentivizing managers with, principally, stock op-
tions, as we previously mentioned, thus encouraging
the outbreak of the crisis (Lang & Jagtiani, 2010).

Gibbons and Murphy, in 1990, identified certain
dangers in this form of compensation, noting that it
had negative consequences for the sector and for the
market, though it did seem to have positive outcomes
for the company. There were also studies that found
that the risk the entities adopted increased with the
degree to which there was growth in the weight of the
stock options as remuneration for managers (Chen,
Steiner & Whyte, 2006) or that the effect of such re-
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munerations is an increase in the risk associated with

the investments the entity makes (Mehran & Rosen-

berg, 2008). This was, however, the model for incentiv-
izing managers that was usually applied (Bebchuk &

Spamann, 2010).

The problems presented by this system arose from
different sources.

1 It was not employed properly because most of the
options were issued on price (Bebchuk & Spamann,
2010), and it was applied without relativizing the
increase in share price with the greater risks that
were shouldered to obtain them (European Com-
mission, 2010). The result was to encourage exces-
sive risk taking by financial entities, which stimu-
lated the crisis.

2 It did not ensure that the retributive levels of entity
managers effectively matched their performance
(OECD, 2008), and as a consequence, they were
markedly asymmetrical. When the entity increased
its profit, higher remuneration was received by the
managers, but when the entity registered losses,
this was not reflected by a decrease in salaries.
Moreover, immediate results were rewarded, ne-
glecting any evaluation of the risks incurred to
achieve them (Bratton & Watcher, 2010), which
led to greater risk taking by the entities and undue
remunerations for the managers (European Com-
mission, 2010).

3 The system was not properly supervised by the
shareholders’ general meeting as it was not capable
of ensuring that the defense of company interests
was guaranteed over the long term (European
Commission, 2010).

4 The managers benefitted from an even greater
moral hazard than that of the shareholders because
they profited from all the rises in stock prices but
were not affected at all when the price dropped, as
they held options rather than shares (Bebchuk &
Spamann, 2010). In addition, when problems be-
gin to appear and the entities’ share prices drop,
the moral hazard grows because, when faced with
lower share values, which places managers’ stock
options outside the market, shareholders and man-
agers have less to lose, which also means they have
more incentive to take risks (Bebchuk & Spamann,
2010). In consequence, it seems reasonable to as-

sume that after a crisis in which managers and
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shareholders have incurred great losses, the moral

hazard problem can only increase.

Thus far, the analysis suggests that the banking man-
agement model and the governance of financial enti-
ties evolved hand-in-hand with the economic environ-
ment in which they acted, influenced by the need to
adapt to it.

Banking Transformation: Originate-to-
Distribute Model

This economic environment, which evolved due to
the advance of globalization, facilitated the arrival of
a new form of managing the banking business called
the originate-to-distribute model” An effective and
fast way to achieve profitability (Quigley, 2008), it
principally developed between investment banks in
certain countries including the United States and the
United Kingdom.

The originate-to-distribute model works within
completely different parameters (Brunnermeier et
al.,, 2009; Mishkin, 2009) as the entity that grants the
loans is no more than an intermediary between loan
seekers and investors. The latter take on the credit risk
in exchange for profitability. Risk transfer occurs via
securitization, through which the entity that agreed to
the loan transfers the risk of non-payment to the un-
derwriter of the security. The entity can thereby grant
more loans without needing greater regulatory capital.
This system provided family economies and compa-
nies with access to cheaper financing and also opened
up new types of securities to investors so they could
diversify their portfolios, depending on the risk they
wished to incur (Bernanke, 2008; Field & Pérez, 2009).

Until the outbreak of the crisis, it was considered
the banking model of the future, which would, in time,
replace the traditional banking management model
(Roldén, 2008). Today, however, it is considered a fac-
tor that led to the current crisis (Brunnermeier et al.,
2009; Catarineu & Pérez, 2008; Financial Crisis Inquiry
Commission, 2011; Pérez, 2008; Rold4n, 2008) where
granting loans with lower credit quality status shares
the risk rather than effectively managing the risk with
experts and capable agents, and where securitization,
with its complexity and lack of necessary transparency,
is unable to determine and analyze the risk level of dif-

ferent entities and financial products.
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Discussion and concluding remarks
The banking sector played a major role in the gestation
and outbreak of the crisis. The model that helps us to
understand the present situation and explain the cri-
sis should take into consideration problems of agency,
moral hazard, over-indebtedness, and mistrust of in-
vestors and of the banks themselves in the solvency of
the financial entities as they are all associated with the
actions of financial entities and are attributable to the
corporate governance as well as to their excessive in-
terest in satisfying shareholder interests and obtaining
short-term results.

The framework within which financial entities con-
ducted their business changed very importantly during
the three decades preceding the eruption of the crisis.
This evolution in the financial environment was cru-
cial in the changes that occurred in the management of
these entities and the transformations that facilitated
the banking actions that proved fundamental for the
crisis. Financial globalization was one of these. More-
over, one of the consequences of financial globalization
was the increase in the weight of the financial sector in
the economy (financialization). As the sector grew, so
did the reach of financial investors as they increasingly
acquired more power, which they utilized to influ-
ence the corporate governance of the companies they
participated in, thus fostering a shareholder vision of
management. Additionally, during the gestation of the
crisis, the propensity for risk presented by the share-
holders of the financial entities was not sufficiently
heeded. The shareholders may have wanted the entity
to take risks because, if the businesses report profits,
there would be no limit to their benefits because as
company owners, they share in all the profits that are
obtained, while their losses are limited to the amount
of their contributions - the banking moral hazard.
Therefore, the moral hazard could be considered an
important contributing factor to the crisis because it
impacts people who did not benefit from the profits
and influences the losses without consciously assum-
ing the risk of investments. As a result, those who did
not benefit from the profits are the most negatively af-
fected as they had not protection from the decisions of
the financial institutions.

In this context, banking has adapted to the new
neoliberal, deregulated, liberalized, globalized envi-

ronment, giving rise to a new model of banking busi-
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ness called the “originate-to-distribute model”, which
is directly connected to the direction the present crisis
has taken through the evolution of its corporate gov-
ernance.

On the other hand, corporate bank governance
has performed a key role in the gestation of this cri-
sis through two main factors: the shareholder vision
that was applied and that resulted in an unreasonably
short-term approach to the banking business and the
incentives that were supposed to result in managerial
actions consistent with the institution’s interests. The
conflict of interest between shareholders, while inter-
esting, suggests that it is necessary to establish stronger
relationships between financial institutions and other
shareholders. This study has also determined that the
agency problem was a contributing factor to the finan-
cial crisis, and although it is assumed that sharehold-
ers interests are based on obtaining profits, the share-
holders could also be aware of the future bankruptcy of
companies, which is an issue worthy of future analysis
based on the statistical data. In summary, the main
contribution of the present paper is that in addition to
exploring the role played by corporate banking gover-
nance, it explains the factors responsible for such gov-
ernance. From that point of departure, this study sug-
gests that reforms must avoid a repetition of the events
that caused the crisis and should examine the struc-
tural features of financial governance. Among these
features, we advise considering the interests of other
stakeholders in the financial entities, in addition to
those of the shareholders. It is further recommended
that, depending on the banking corporate governance,
the features related to the regulations and limitations
of the free market be investigated.

These conclusions must be weighed bearing in mind
that one limitation of the study is that it is a theoreti-
cal analysis that has not been tested empirically using
quantitative data. Furthermore, it concentrates on the
specific case of the present economic crisis and is not,
therefore, applicable for explaining previous crises,
owing to the special circumstances of the current epi-
sode. In this regard, it would be interesting, on the one
hand, to conduct an empirical contrast with statistical
data, and on the other hand, to more deeply analyze
risk management of financial entities, concentrating,
in particular, on the moral hazard that has led to ex-

cessive risk taking.
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