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A. Setting the Basis 

 

I. The Global Financial Crisis 

In 2008 and 2009, a large part of the world entered a deep recession.4 Contributing factors to this crisis 

included the high oil and food prices, the bursting of a significant housing bubble placed in the US and 

the following subprime debacle. This led to an ongoing global financial crisis (GFC).5  

US housing prices had already started to decline in 2006, while the GFC intensified in the third quarter 

of 2008 with a number of bank collapses, especially that of Lehman Brothers.6 Growing uncertainty 

about the true scale and localisation of losses, along with the dramatic downturn of confidence in the 

financial system‘s potential to recover, caused a freeze on money markets, harsh falls in equity 

markets on a global scale, and has ruptured the functioning of global inter-bank markets leading to 

financial contagion and systematic risks.7  

The consequences have been so harsh that some of the world‘s major financial institutions have 

collapsed8, whilst others have been taken over by their competitors. In some cases, governments of the 

wealthiest nations in the world have turned towards extensive bailouts and rescue packages for 

struggling financial institutions.9 In fact, the total dimensions that governments have spent on bailouts 

                                                           
4
 World Bank, 2008, p. 2 (Chart I).  

5
 Blundell-Wignall/Atkinson/Lee, OECD, 2008, p. 2; Kirkpatrick, OECD, 2009, p. 3. 

6
 Kirkpatrick, OECD, 2009, p. 4; Anderson/Cavanagh/Redman, IPS, 2008, pp. 1 ff. 

7
 ͞TŚĞ ĚĂŶŐĞƌ ŽĨ ĐŽŶƚĂŐŝŽŶ ŝƐ ƉĂƌƚŝĐƵůĂƌůǇ ĂĐƵƚĞ ĨŽƌ ƚŚĞ ĨŝŶĂŶĐŝĂů ƐĞĐƚŽƌ.͟ See Horsch for details, TU, 2009, p.1 ff.; 

Wehinger, OECD, 2008, p. 3; Uche, JFRC, 2001, p. 5.7, will be addressed in the final discussion below at D.  
8
 The case of Lehman Brothers is important. Cannata/Quagliariello, UB 2009, p. 2. 

9
 Bear Sterns have been taken over by JPMorgan with the support of the Federal Reserve Bank, and further financial 

institutions in both the US (e.g. Citibank, Merill Lynch) and in Europe (UBS, Credit Suisse, RBS, HBOS, Barclays, Fortis) are 

continuing to raise a significant amount of additional capital  in order to finance realised losses on assets. In the UK, there 

has been a run on Northern Rock, the first in 150 years, ending in the bank being nationalised.
9
 In Germany, two state 
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have skyrocketed.10 From a world credit loss of $2.8 trillion11 in October 2008, US taxpayers will 

spend some $9.7 trillion in bailout packages and rescue plans. European countries have also spent 

some $2.5 trillion on rescues and bailout packages.12 $14.5 trillion, or 33% of the value of the world‘s 

companies have been destroyed by this crisis (Chart II).  

 

 

 
In order to examine corporate governance and regulatory dimensions of the GFC, it is essential to be 

aware of the market situation that confronted financial institutions over the past decade, and to develop 

an understanding of the business models in which corporate governance (CG) and regulation had to 

operate. 

 

1. Housing Market and Mortgage Market Boom 

Due to the dotcom bubble of 2001, finance capital transfused from the IT stocks to the housing 

market.13 Two reasons led to the real estate boom and helped the US economy to recover: Huge tax 

cuts during June 2001, which infused demand in the system as well as repeated interest cuts by the US 

Federal Reserve Bank down to only 1%, led to cash injections in the economy14. In return, it helped 

mortgage lenders lower mortgage rates to attract more customers. Easy terms of contract and low 

                                                                                                                                                                                                      
owned banks (IKB and Sachsenbank) have been rescued, followed by government intervention to bail out other state 

banks (Berliner Bank and WestLB). Kirkpatrick, OECD 2009. p. 4. Krohn/Gruver, BU, 2009, p. 17. 
10

 Furceri/Mourougane, ECO, 2009, p. 14. 
11

 In the following always US $, unless cited differently. 
12

 Anderson/Cavanagh/Redman, IPS 2008, pp. 2 ff.  
13

 Thornton, 2006, p. 22.  
14

 Garrison, 2006, p. 4. 
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mortgage rates fuelled demand in the housing market, right up to excess demand, which caused 

property prices to move upwards at a great pace 15.   

 

2. Making More Money with Mortgages: Understanding Securitisation and the OTD Model 

In order to transform the cash flows (e.g. mortgage rates) from a pool of illiquid assets (e.g. 

mortgages) into tradable bonds, such as mortgage-backed-securities (MBSs), investment banks 

conducted the securitisation. This process generates liquidity and, therefore, improves the financial 

system.16 It is assumed that securitisation does not harm credit quality, as long as it is transparent and 

well-priced to all participants along the securitisation chain.17  

In its most basic form18, the process includes two phases (Chart III).19 In phase one, a company with 

loans or other income-producing assets (the ‗originator‘) defines the assets it wants to be removed 

from its balance sheet and pools them into what is called the ‗reference portfolio.‘20 It then sells this 

asset pool to an ‗issuer,‘ such as a special purpose vehicle (SPV); this is an entity set up, usually by an 

investment bank, to buy the assets and materialize their off-balance-sheet treatment.21 

In phase two, the issuer (SPV) sponsors the acquisition of the pooled assets by issuing tradable fixed-

interest securities that are then sold to capital market investors.22 The investors obtain fixed rate 

payments from the SPV or trustee funded by the reference portfolio.23 Usually, the originator 

maintains the loans in the reference portfolio, receives payments from the original borrowers, and 

passes them on directly to the trustee.24 Basically, securitisation stands for an alternative and varied 

source of finance based on the relocation of credit risk from issuers to investors.25  

 

                                                           
15

 Ibid. 
16

 Advantages: Investors get secured debt tools against unsecured corporate bonds in traditional finance; originate-to-

distribute model (OTD) facilitates financial institutions b alance sheets, the result is a decrease in the amount of capital 

required, which allows the originating financial instituti on to accomplish better risk sharing with the rest of the economy 

(Jobst, IMF, 2008, p. 48; Purnanandam, UOM, 2009, p. 2; Allen/Carletti/Marquez, 2008, pp. 31௅33.); lower cost of 

funding, which occurs because the securities, backed by the cash flow being securitized, have a higher credit rating than 

the company itself; get an indirect access to the securities market and benefit from the increased availability of loans due 

to enhanced liquidity of the issuer (Applabs, 2008, p. 2). 

Caprio/Demirguc-Kunt/Kane, 2007, p. 13; Jobst, IMF, 2008, p.48.  
17

 Caprio/Demirguc-Kunt/Kane, 2007, p. 13. 
18

 ͞A pass-through ƐĞĐƵƌŝƚŝƐĂƚŝŽŶ͟, in Rosen, FRB 2007, p. 3. 
19

 Jobst, IMF, 2008, p. 48. 
20

 Sell off-debt = more capital, see Amadeo, 2008, parag.2,3; Rosen, FRBC, 2007, p. 1. 
21

 In more detail, see below, at A.I.3.: Jobst, IMF, 2008, p. 48. 
22

 Ibid, p. 2. 
23

 Jobst, IMF, 2008, p. 48; Rosen, FRBC, 2007, p. 4. 
24

 Deloitte, 2005, pp.1 ff.; Jobst, IMF, 2008, p. 48.  
25

 Ibid; Rosen, FRBC, 2007, p. 4. 
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After having said that, the structure of a typical securitisation is even more complex. Innovative 

investment bankers cut the reference portfolio into slices of, for example, MBSs, so called tranches, 

which were bundled in structured investment vehicles (SIVs), initially validated by a credit rating 

agency and then sold to security buyers, i.e. investors in the secondary securities and derivative 

markets.26 The nexus between particular tranches and the underlying asset pool was often unclear.27 

Furthermore, financial products are highly sensitive to changes in underlying asset quality,28 which has 

become apparent during the subprime crisis: 

As mentioned above, credit agencies assign each bundle of loans29 to a number of risk categories and 

supply a numerical risk assessment for each of them. Every tranche has a different rank of risk 

exposure from one another. There is generally a senior (―A‖) rank of securities and one or more 

mezzanine or junior subordinated classes (―B,‖ ―C,‖ etc.) that function as protective layers for the ―A‖ 

class: The senior classes have the first claim on the cash that the SIV receives. In the case that the 

underlying asset pool becomes deficient to make payments on the securities, i.e. when loans default 

within a portfolio of loan, the higher-level tranches will still get paid, subordinated ranks will not.30 

Because of this cascading effect between tranches, this arrangement is often referred to as a ―cash flow 

waterfall.‖ 

                                                           
26

 For example, in the form of pension and mutual funds.  
27

 Caprio/Demirguc-Kunt/Kane, 2007, p. 13. 
28

 Jobst, IMF, 2008, p. 49.  
29

 Slices, tranches, asset classes.  
30

 Breitenfellner/Wagner, Uni Passau, 2009, pp. 5 ff.; Noia/Micossi, 2009, pp. 18 ff.  
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Furthermore, a third party, normally an investment bank, could purchase debt or securities issued by 

the SIV and cut them again into Collateralized Debt Obligation (CDO) that once more creates 

waterfalls of further layered and structured claims against the SIV‘s underlying pool of assets31. In 

order to make higher tranches even safer, banks insured the top ones for a small fee; this is called a 

credit default swap (CDS). This generated an enormous scale of interconnectivity between banks and 

other insurers all over the world, and is an important reason why some financial institutions are ―too 

big, to fail.‖32  

In sum, the so-called OTD model33 and securitisation brought ―great economic benefits,‖ and this is 

―one reason why the U.S. economy has been so robust in the last five years.‖34 Nevertheless, this 

business model suffers from the following major problems. 

 

3. Problems  

First, complex derivates multiplied from CDOs to CDOs of CDOs (i.e. CDO-squares), and so on 

(Chart III). It became nearly impossible even for the issuer and its credit rating agency to validate the 

financial product.35 Since mortgage bonds are stacked, the bottom-rated tranches take the first loss, 

resulting in an enormous growth of losses: For instance, CDOs buy the bottom 30% of other bonds; the 

result is that the lower 30% of the mortgage bond becomes 100% of this CDO. This CDO is then rated 

once more (even with AAA, BBB, etc.), before being sold, bundled and rated again in another CDO. 

This is how losses begin to multiply.36 This is also the reason, why it is now so difficult to collect all 

the information regarding the actual worth of these bonds, ―[...] it‘s an informational nightmare,‖37 

facing government plans to buy up toxic assets. 

Second, the issuer of the CDO receives a commission and management fees for the duration of the 

CDO. The opportunity to make considerable money from originating and securitizing loans, coupled 

with the nonexistence of any residual liability, encourages originators to pursue loan volume rather 

than loan quality.38  

                                                           
31

 Allen/Carletti/Marquez, 2008, p. 3; Giesecke/Kim, SU, 2009, p. 2; Caprio/Demirguc-Kunt/Kane, 2007, p. 15; Wessel, 

2007, parag.2 ff. The SIVs issue short- and medium-term debt rather than the longer-term debt of most CDOs, Rosen, FRB, 

2007, p. 4. 
32

 This high interconnectivity is not limited to the financial  market. For further information, see below in the context of 

͞CŽŶƚĂŐŝŽŶ͟ at D.I.  
33

 Originate-to-distribute model.  
34

 Allen/Carletti/Marquez, 2008, p. 3; Jobst, IMF, 2008, p. 48. 
35

 Mason/Rosner, SSRN, 2007, pp.1 ff.; Ashcraft, FRBNY, 2008, p. 38. 
36

 Good illustration by S. Gandel, in Time Magazine, ͚AŶŶƵĂů special issue,͛ March 23, 2009, pp. 18௅19.  
37

 Andrew Lo, director of MITs Laboratory for Financial Engieering, Time Magazine, ͚AŶŶƵĂů ƐƉĞĐŝĂů ŝƐƐƵĞ,͛ March 23, 2009, 

pp. 18௅19. 
38

 Caprio/Demirguc-Kunt/Kane, 2007, p. 15. 
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Third, creating CDOs from other CDOs generates massive trouble for accounting, permitting large 

banks to shift debt off their balance sheets by pooling their debt with other financial institutions.39  

This has not only allowed financial institutions to hide their losses,40 but also to bloat their earnings,41 

which has the critical effect of doubling potential losses book-wise.  

Fourth, the root dilemma with securitisation is that ―outsourcing the funding side of an originator‘s 

balance sheet undermines its incentives to monitor the quality of the loans it originates.‖42 Troubled 

loans turn into the assets and concerns of someone further down the transaction chain.43 As the 

demand for highly rated tranches increased and securitisation became more complex and less 

transparent, underwriting incentives weakened because underwriters and credit rating agencies 

practiced little real due diligence.44  

Fifth, banks‘ board of directors were unable to oversee and effectively manage risks.45 The increased 

role undertaken by securitisation and financial engineering overexerted the technical competence of 

executive and non-executive directors alike.46 Also, the ‗growth at any price‘ mentality in the 

investment banking culture often implied the replacement of top risk managers by people from a sales 

background, which led to negligence in risk oversight and crisis prevention. UBS is often cited as a 

good example of how the board of a leading European bank ultimately lost touch with key parts of the 

business.47 In addition, ―compensation systems in commercial and investment banking paid large 

bonuses tied to short-term profits, and encouraged managers to take excessive risks.‖48  

Sixth, a large number of regulations and policies before and especially after 2004 established a too 

friendly regulatory setting, both for extremely leveraged mortgages and for securitisation structures 

based on them. For instance, the Community Reinvestment Act and related legislation between 1995 

and 2005 reduced underwriting standards and increased availability of credit, which led to a 

considerable growth of homeownership in the US.49 International regulations, like the Basel Accords, 

facilitated off-balance-sheet activity and allowed banks to reduce their capital requirements through 

securitisation.50  

                                                           
39

 See above A.I.2.a.; Purnanandam, UOM, 2009, p. 2. 
40

 Actuaris, 2008, Kneuer, p. 11.  
41

 Attwood, CM, 2007, parag 15. 
42

 Ibid; Caprio/Demirguc-Kunt/Kane, 2007, p. 12. 
43

 Collyns, IMF, 2008, pp. 1 ff.; Caprio/Demirguc-Kunt/Kane, 2007, p. 12.  
44

 Caprio/Demirguc-Kunt/Kane, 2007, p. 15. 
45

 Kirkpatrick, OECD, 2009, pp. 2 ff.; Barker, IOD, 2009, p. 1. 
46

 Barker, IOD, 2009, p. 1. 
47

 Blundell-Wignall/Atkinson/Lee, OECD, 2008, p. 11; Barker, IOD, 2009, p. 1. 
48

 The corporate governance dimension is a central part of this paper and will be discussed below; Caprio/Demirguc-

Kunt/Kane, 2007, p. 16.  
49

 Wallison, EM, 2009, parag. 9. 
50

 The regulatory dimension is also a central part of this paper and will be discussed below; Caprio/Demirguc-Kunt/Kane, 

2007, pp. 16 and 34. 
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Finally, mortgage lenders took advantage of these regulations and shifted their focus from the prime 

lending market to a less ventured market of subprime mortgages. Mortgage loans were made available 

to people with low-income, known as ‗subprime borrowers,‘ whose repayment ability was strongly 

doubtful.51 By 2007, the MBS market rose to more than $2 trillion (Chart IV).52 Yet higher volumes 

were accompanied by lower quality and severe mispricing of risk53. 

 

 

 

4. Triggering Event for GFC 

The rate of default on these (subprime) mortgages increased tremendously fast.54 Due to the following 

fall in house prices, even prime homeowners who could effort to pay their mortgage interests defaulted 

and tried to sell their houses. Former excessive demand in the market was substituted by the excess 

supply of houses. This oversupply led to a huge decline in housing prices. With the fall in demand for 

houses, demand for mortgages also decreased.55 Once the price of mortgages fell, complex financial 

products, such as mortgage-backed-securities (MBS), which derived from mortgages, dropped too.56 

Form then on, neither investment banks could sell their worthless financial products, nor the investor, 

nor found the mortgage lender a buyer for its mortgages. As a result, markets froze and effectively 

became ―illiquid,‖ giving rise to a full blown GFC.57 
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The causes of the GFC are multi-layered and complex.58 Taking into account the above-mentioned 

considerations, we can spot national59 and international failures throughout all economic and 

regulatory levels: naive and shortsighted borrowers of loans, reckless lenders, haughty bankers and 

managers, foolish investors, incompetent rating agencies and overchallenged boards of directors paired 

with inadequate government policy and weak international supervision.  

In order to define a base for revealing corporate governance and regulation in the context of the GFC, 

the next section introduces the modern understanding of regulation, particularly the distinction 

between self- and government regulation.  
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II. The Theoretical Context of Regulation 

 

1. Modern Understanding of Regulation 

In both common law and civilian legal systems, regulation has traditionally been thought of as part of 

the state function, i.e. legal rules that applied to everyone, and were applied by the courts.60 In the 

1980s, however, new interactions between the private and public sectors became apparent, and it was 

realized that regulation is more complex as it occurs in companies, large organizations, committees 

and professions.61 Regulatory power is even more dispersed in our time, and self-regulation is 

attractive to various parties.62 As a result, the notion of a ‗decentred understanding of regulation‘ is 

softening the traditional state perception.63 In modern theory, two considerations have to be taken into 

account. First, regulators are confronted with the challenge to find the correct balance between inaction 

and activism of punishing breaches. The concept of ‗responsive regulation‘ basically says that 

governments should be responsive to the conduct of those they seek to regulate, and in deciding 

whether a more or less interventionist response is required.64 Second, government intervention is often 

justified due to market failures, which typically occur when market transactions give rise to spillover 

effects (externalities) on third parties, or when there is information inefficiency in the market.65 Thus, 

regulation addresses not only economic goals, such as monopolies, public goods, externalities, 

information deficits, coordination and planning; but also non-economic ones, like distributional justice 

and community values.66 Based on these considerations, regulation addresses its goals mainly through 

government regulation and self-regulation.67 

 

2. Definition 

Just as theories of regulation evolve over time and are not unified, there is also no fixed definition of 

the term ‗regulation.‘68 On the one end of the spectrum, regulation can be thought of as a set of rules 

pronounced under statute. This is a simplistic and narrow definition as it excludes process, actors and 
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differences between regulations from other bodies of rules.69 On the other end, regulation may include 

any mechanism of social control and influence. Whilst this approach is less legalistic, it includes all 

law; and is, therefore, too wide to define the area of regulation that is subject to this paper. A definition 

by Black (2001) was already found to be valuable in another area,70 and may help within our context. 

Thus, regulation is understood to be ―the international, goal-directed, problem-solving attempts at 

ordering undertaken by both state and non-state actors.‖71 Just as state-run bailouts, rescue plans and 

legislative efforts are addressing the roots and dealing with the ongoing GFC,72 the private sector and 

especially financial companies are reconsidering their CG mechanisms and standards for the same 

reason.73 Accordingly, the goal of regulation is not to be detrimental to markets, or rather it is often 

necessary to bring markets into existence and to maintain them.74 It is also not only put into effect by 

the state, but it also includes self-regulation by non-state actors. The central point of regulation is the 

interaction between regulator and policies, law, and regulated and affected parties.75 So understood, 

this paper includes legislative responses to the GFC but also economic instruments, CG mechanisms 

and self-regulation.  

 

3. Government and Self-Regulation 

Taking into account the definition by Black and its underlying theories, regulation ―undertaken by the 

state‖ refers to government regulation and intervention, which includes all of the government-imposed 

restrictions and requirements on people, firms and organizations.76 Another form of decentred 

regulation ―undertaken by non-state actors‖ is self-regulation. This is possible in areas where a group 

can organize itself in order to control the behaviour of its members.77  

Self-regulation, therefore, involves non-government organizations (SROs),78 specific sectors or 

industries that impose regulation on the collective and those who accept its authority.79 Whilst it is not 

exclusively dependent on the state,80 self-regulation can also ―occur in the three traditional components 
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of legislation, enforcement and adjudication‖, and can be as complex as government regulation.81 

Means of how SROs can ‗self-govern‘82 are generally trade associations, codes of conduct or technical 

industry standards, for instance standard-form contracts.83  

However, even self-regulation is partly dependent on the government, which aims to ensure that SROs 

remain ‗responsive‘ to the public interests.84 For instance, the government may require self-regulation, 

approve industry codes of practice, exercise oversight and control over SROs, or may coerce self-

regulation by threatening formal government regulation.85 

 

4. Advantages and Disadvantages  

i.) Government regulation can protect public interest, and might be advisable for achieving social goals 

and to fight externalities.86 An example of this is the environmental pollution, where statute-backed 

regulation may reduce both information and enforcement costs.87 Regulation by the state as a third 

party has the advantage of ensuring the maintenance of the separation of power,88 and can grant a 

balanced law-making process, since a point of view other than that of the industry will be considered.89 

Other authors point out the benefit of standardisation, the psychological effects of restoring trust and 

ex ante regulation to avoid moral hazards.90 The latter are of particular importance regarding the 

stabilization of the financial sector and the current crisis management.91  

Nevertheless, government regulation is criticized for being inflexible, expensive and ―tending to write 

inefficient rules.‖92 The latter is stated mainly because of its nature as a third party lacking sector-

specific knowledge, which leads to an information problem. In contrast, the capture theory states that 

regulatory agencies and objectives can be captured by the industry, by interest groups or other political 

                                                           
81
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participants they are supposed to regulate.93 Furthermore, studies found little evidence that 

―government regulation, especially in the form of state intervention, is generally beneficial to the 

public,‖94 Moreover, market mechanisms are often able to compensate for inefficiencies.95  

ii.) Self-regulation has been criticised mainly due to the variety of interests that influence its standards. 

While the regulation process often excludes input from third parties, it may not always cover all 

concerns in the industry.96 It may also lack sufficient enforcement power compared to government 

regulation. Finally, the traditional concern regarding self-regulation has been that the industry could 

harm outsiders by generating a cartel, monopoly or otherwise exercising its market power.97  

On the other hand, the literature emphasises the benefits of self-regulation. It generally offers a more 

flexible and faster way of setting standards and integrates sector-specific knowledge of those involved 

in the industry.98 As a result, self-regulation standards may be able to mitigate the above-mentioned 

information problem, which in turn enhances the industry‘s reputation.99 Finally, it is more cost-

effective, since the costs for the government are naturally much lower without enacting laws and 

maintaining its large-scale enforcement.100 Besides, adopting self-regulation reduces the likelihood of 

government regulation, so that the cost for the industry may therefore be lower than the expected cost 

of complying with state-imposed directives or laws.101  

iii.) According to that, regulation in the financial sector has widely emphasized the rationale of self-

regulation, which is generally seen as more cost-effective and preferable to government regulation.102 

The role of CG in this sector is, therefore, even more important in terms of both adopting proper 

standards for the company and the industry itself, as well as complying with the few rules the state 

may have imposed. Facing the current GFC, it was claimed that the financial sector had relied too 

much on deregulation and that companies were not able to make use of the ‗freedom‘ associated with 

self-regulation.103 Following up this allegation in order to define an area of possible future regulation, 

the next chapter reveals important failures in CG and discusses how companies, notably their board of 

directors, should address them.  
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B. Corporate Governance  

 

I. Introduction 

The next section disambiguates CG. Considering that conflicts of interest lie at the very heart of CG, I 

will shortly present the fundamental principal-agent problem. Different CG systems and related codes 

and standards are shaping the cost and benefits of CG in general.  

 

1. Disambiguation: Corporate Governance 

Farrar (2008) used the etymology of ‗Corporate‘ and ‗Governance‘ to sketch the helpful metaphor of 

―steering a ship, while holding its course and taking care of good order.‖104 Facing this obvious notion 

of CG as ‗captaining a ship,‘ it is much more difficult to determine a clear-cut and generally approved 

definition:105 

Traditional views on CG are narrow, focusing on legal relations between managers and 

shareholders.106 Broader definitions extend the boundaries of governance to consider the role that 

various stakeholders have in influencing the firm‘s behaviour.107 Others focus on ‗performance versus 

conformance‘ stating that the ―shareholders‘ desire is generally to make as much money as possible, 

while conforming to the basic rules of the society embodied in law and local customs.‖108  

Recently Mallin (2007) defined CG and brought together a number of key characteristics. Generally, 

CG refers to the structures and processes of the direction and control of corporations.109 It shall (i) 

guarantee an adequate system of control within an organisation leading to the safeguard of assets; (ii) 

prevent any individual from having too much power and influence; (iii) set up a proper relationship 

between a firm‘s management, the board of directors, shareholders and stakeholders; (iv) make sure 

that the organisation serves the best interests of the shareholders and other stakeholders, and (v) 

promote increased transparency and accountability. According to that, complex relationships inside 

and outside the company, so-called conflicts of interest, lie at the very heart of CG.110 
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2. Principal-Agent Problem 

The basic dilemma in CG is how ―suppliers of finance to corporations assure themselves of getting a 

return on their investment.‖111 This problem is the consequence of separation of ownership and control 

in modern corporations.112 It arises in situations characterized by asymmetric information between the 

principal (owner) and the agent (manager).113 The agent is usually better informed than the principal 

and as a result has an incentive to cheat and maximize only his personal benefits, thereby possibly 

damaging the principal.114 The economic difficulty is to ensure that the agent acts in the interests of the 

owner.115 The shareholder is the owner because he bears the risk of the firm‘s performance and is thus 

the ‗residual claimant,‘ while the stakeholders obtain returns depending on their contract.116 Hence, the 

solution to the principal-agent problem is first and foremost to design a contract that gives the agent 

highly powered incentives so that his interests are the same as those of the principal, so that the 

manager acts as if he were the owner.117  

Taking into account these theoretical considerations as well as the above-mentioned survey on the 

GFC, one can argue that one of the main causes of the subprime mortgage collapse and the following 

GFC was a fundamental principal-agent problem: Bankers are supposed to manage the funds they 

receive from the shareholders. However, bonuses and large incentive mechanisms caused bankers to 

forget about the shareholders‘ interest and at the same time ruined companies and even distressed 

whole economies. The challenge now is to create monitoring mechanisms to ensure that the manager 

acts in a manner that maximizes long-term profit, which is assumed to be the only interest of the owner 

and a precondition for the efficient allocation of the firm‘s resources.118 However, efforts to mitigate 

principle-agent problems are costly,119 and the approach itself has been criticized for leaving out major 

dimensions of CG.120 Furthermore, the importance of the principal-agent problem depends on the CG 

system in which it occurs.121 
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3. CG System and Standards 

First, in stakeholder systems ownership is concentrated. The principal-agent problem is less urgent, 

since majority owners have powerful devices to monitor and control the management.122 This is 

different from dispersed ownership and therefore less powerful investors in shareholder systems.123  

Second, these two systems also differ in the role they allocate to markets and financial institutions in 

channeling savings to investment.124 Shareholder systems are usually market-based, whereas 

stakeholder regimes are bank-based financial systems.125 Third, mechanisms available to ensure 

economic efficiency are generally divided into those internal and external to the company.126 The 

internal mechanisms of primary interest are the board of directors (board) and the equity ownership 

structure of the company.127. External mechanisms are the market for corporate control and the legal 

system128 In shareholder systems, the centre control mechanism is the market for corporate control, 

which is supposed to encourage managers to act in the interest of the investor because a poorly 

performing company runs the risk of becoming the target of a hostile takeover.129 In stakeholders 

systems, the concentration of ownership and less developed financial markets leads to internal control 

by insiders or stakeholders with a privileged position and superior information.130 

Finally, globalisation, the reduction of barriers to trade and investment, as well as progress in 

technology influenced national CG systems and led to the coming out of various codes, standards and 

frameworks (Chart V).131 Usually, compliance with these CG related standards is not mandated by law, 

even though few codes linked to stock exchange listing requirements may have an obligatory effect 

(SOX, NASDAQ).132 The reason for its fractural implementation seems to be the above-mentioned 

voluntary and varying character (Chart VI).133 
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4. Costs and Benefits of CG 

As mentioned above, CG refers to the structures and processes of the direction and control of 

corporations, while it has a number of additional tasks inside and outside the company itself.134 This is 

associated with economic benefits but also costs. 

i.) The implementation of CG involves the costs based on the lack of information about the agent‘s 

activities (principal-agent problem), and as a result the expenses of monitoring and analyzing the 

                                                           
134

 See above B. I. 1.  



 

27 

 

management‘s performance (solution).135 Whereas a recent study by Rashid (2008) found that the 

benefits outweigh the costs, ―agency costs are higher in developing market compared to a developed 

market.‖136 Those include expenses in audit, remuneration and nomination committees, hiring of a 

board of directors and costs in determining and enforcing policy rules.137 The substantial collection of 

information and implementation of monitoring systems is particularly difficult for dispersed investors 

in a shareholder system, as the costs of monitoring are too high for a single investor138.   

ii.) As for the benefits, it is widely believed that good CG contributes to stability and growth of 

companies, markets and economies.139 If implemented properly, CG improves access to capital, 

attracts first-class evaluations and financing on improved terms.140. Furthermore, it enhances firm 

performance by creating greater leadership, oversight and strategic direction, improved information 

channels, work processes, and better compliance and liability.141 Another important element of CG is 

its ability to foster competitive markets.142 Given the central problem of the current GFC, namely the 

loss of confidence among banks, Ioana and Rodica (2004) found recent studies to have demonstrated 

that CG is a central issue to restore confidence in capital markets and for long-term economic 

growth.143 As regards this issue, Wymeersch (2008) stated that CG is the most important factor in 

fostering companies and markets stability, which in turn is an essential element of financial stability 

and a crucial factor in solving the present GFC.144  

 

5. Summing up: 

A clear shape of CG is hard to define, since it differs between individual firms, countries and systems. 

In addition to it, various codes, standards and frameworks exist but are mostly voluntary.  

Despite its costs, CG is a significant factor in providing firm and market stability. Sound CG also 

benefits companies‘ growth and performance. Particularly, the capability of CG in restoring market 

confidence is most important, as far as the ongoing credit freeze in interbank markets is concerned. 

Finally, the subprime mortgage collapse is partly rooted in principal-agent problems; the challenge is 
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to create monitoring mechanisms that ensure that the manager acts in a long-term profit maximizing 

manner. In this regard, the board of directors is the primary CG mechanism. 
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II. Failure of Internal Control: Board of Directors and Enterprise Risk Management  

The board of directors (board) as a mechanism of internal control is established in most corporations in 

the world and in all CG systems.145 Whilst the board‘s responsibilities are to hire, fire, monitor, and 

compensate management, its primary function is risk oversight and therefore should not be involved in 

day-to-day Enterprise Risk Management (ERM).146 The board must ensure that the ERM processes 

designed and implemented by executives and risk managers are adapted to the directors‘ corporate 

strategy and are working as arranged.147 Besides, the board is responsible for promoting a culture of 

risk-adjusted decision-making throughout the company.148 Directors should generally act with an eye 

towards maximizing shareholder value, while they owe them fiduciary duties.149  

In the context of the present GFC and the declining global economy, the risk oversight function of the 

board has been most important and challenging.150 This responsibility is inherent in the role that the 

boards perform in determining a business strategy that generates long-term shareholder value and is of 

particular importance to financial institutions.151 Due to the fact that large integrated financial 

institutions by definition take risk,152 the goal of ERM is not to eliminate that risk. Rather, the aim is to 

manage it efficiently, so as to provide stakeholders of the company with long-term returns 

commensurate with the risk. ERM must be deeply rooted in sound CG, which in turn relies on its 

central internal mechanism, namely the board of directors153.   

 

1. Failures 

Against the background of the GFC, it was shown that companies were facing risks from the financial 

markets such as SIVs, CDOs, derivated and leveraged products, which are ―more complex, interrelated 

and potentially disastrous than ever before.‖154 Consequently, the financial turmoil has revealed severe 

shortcomings in practice, regarding both internal management and the role of the board in overseeing 

ERM systems at a number of financial institutions:155  
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a.) The OECD Steering Group on CG (2009) examined that companies made strategic decisions to 

keep tranches of CDOs that lie far above the companies‘ understanding of the risk inherent in such 

instruments.156 They also failed to take appropriate steps to control or mitigate those risks. In some 

cases, ―boards were not aware of such strategic decisions and had not established control mechanisms 

to oversee their risk appetite.‖157 In other cases, boards have in fact contributed the wrong decisions.158 

For example, a SEC report 2008 noted that ―Bear Stearns‘ focus on MBSs was increasing for several 

years and was already beyond its internal limits, thus, representing a significant concentration of 

mortgage risk.‖159  

b.) Furthermore, managers and directors were short of understanding and control over their balance 

sheet growth and liquidity needs.160 For instance, they failed to properly assess the exposures to off-

balance sheet vehicles, such as SIVs, SPEs, etc.161 With regard to liquidity risks, the warnings were 

often uttered before the financial downturn in 2008. Directors of Northern Rock acknowledged that 

they had read the FSA Report, which drew explicit attention to liquidity risk.162 Again, boards had 

missed to mitigate the risks and had not put in place mechanisms to monitor the implementation of 

strategic decisions, such as balance sheet growth.163 

c.) Stress testing164 as an effective risk management tool has been insufficiently consistent and was not 

an central part of the management culture of financial institutions.165   

d.) Even if ERM systems were functioning in a technical sense, the transmission of information 

through effective channels often failed.166 A recent study by KPMG in 2008 noted that out of 1000 

audit committee members only 46% were very satisfied with the process of identifying critical 

business risks.167 Only 36% were very satisfied with the risk report they obtained from the 

management.168 Another case in point is that the UBS risk committee was alerted to substantial 

subprime losses in the first Quarter of 2007, whereas the senior bank management only appreciated the 
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severity of the problem in late July 2007.169. Hence, the scale of the debacle did not become evident to 

the board until August. The transmission of information is clearly a CG issue. 

e.) A significant problem at several banks was the lower prestige and status of risk managers compared 

to people from a sales background. The above-mentioned SEC Report 2008 also noted a ―closeness of 

risk managers to traders suggesting a lack of independence.‖170  

f.) Last but not least, the board sets the compensation of senior executive officers.171 Remuneration and 

incentive systems encouraged managers to take excessive risks and led them to focus primarily on 

short-term management172.  

Failures of CG mechanisms led in large parts to incredible monetary losses for all participants in the 

current financial downturn and are raising, inter alia, questions about a director‘s liability.173 After that, 

this paper examines issues around board composition and executive compensation in order to address 

the above-mentioned failures. 

 

2. Directors’ Duties  

a. Fiduciary Duties 

In the early 2000s, the enormous bankruptcies and criminal malfeasance of Enron and WorldCom, as 

well as smaller corporate scandals, such as Adelphia Communications, AOL, Arthur Andersen, Global 

Crossing and Tyco, have already served as catalyst for legislative and regulatory changes. The 

Sarbanes-Oxley Act 2002 (SOX) is exemplary, which attempted to restore credibility to the US CG 

system by drafting stricter rules on performance and the independence of the external auditor, 

assigning higher levels of fiduciary responsibilities to the board and also by proposing new rules aimed 

at enhancing the quality of financial disclosures by companies.174  

At present, recent lawsuits have been challenging the proper exercise of directors‘ fiduciary duties in 

connection with large investments, transactions and complex financial instruments.175 For instance, 

claimants in the Ambac Financial Group litigation filed in New York Federal Court accused the board 

of failing to exercise reasonable and careful supervision over management practices and the control of 

firm financial operations, and to keep themselves informed on how the firm was conducting 

business.176 Claimants particularly faulted that directors broke their fiduciary duties by insufficiently 
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showing in its public statements to what extent the company was at risk to the subprime mortgage 

crisis.177 

Despite the fact that CG rules are not embraced in a global mandatory framework and directors‘ duties 

are mainly regulated by individual nations, most jurisdictions impose fiduciary duties, essentially the 

duty of care and duty of loyalty.178 

Duty of loyalty requires that a director must be independent and demonstrate absolute loyalty to the 

company‘s shareholders.179 One way ―to comply with this duty is to disengage from transactions that 

involve a conflict of interest‖, or so called ‗self-dealing‘ transactions.180 The notion is that directors are 

dealing with ‗themselves‘ or in their own interests, and could therefore not reach an agreement that 

was in the best interest of the firm. Since a prohibition on self-dealing can be impractical, especially 

for smaller firms, most jurisdictions permit self-dealing transactions approved by a non-interested 

decision maker (non-interested directors, shareholders).181  

Duty of care means that a director must exercise due diligence in the decision making process.182 He 

must ascertain as much information as possible on the issue and be able to prove that he has considered 

all reasonable alternatives.183 

Despite these fiduciary duties, business decisions might be protected from claims of breaching 

fiduciary duties by the business judgment rule.184 When directors can demonstrate that they have acted 

in good faith,185 with all due loyalty and possible care, the courts will not second guess their 

decisions.186 Additionally, state corporate statutes in general, corporate certificates and bylaws allow 

firms to indemnify directors for various mistakes.187 

 

b. Directors’ Duties and the GFC 

While liability protection is partly guaranteed, the ―protection has never been without limits for the 

reckless.‖188 Following the initial question about how these duties and rules apply to participation in 

the derivative market and related complex financial instruments, a clear answer is hard to find. Judges, 
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jurors, claimants and directors may consider a number of criteria. The following list is not intended to 

be exhaustive. 

First, if companies decide to buy a small amount of MBS or similar products, the degree of exposure 

would be very small, and the board would probably not even have been informed.189 Directors cannot 

be severely criticized for failing to raise questions prior to problems occurring or before they were 

informed. However, the opposite may be true, when CDOs became central elements of profit and a 

core aspect of business.190 Second, in cases where the director has missed to attend meetings about 

crucial financial issues, or has not participated through telephone or other means, or has not studied 

materials submitted before meetings, such a board member may have breached the duties of care and 

loyalty. Third, individual skills and education of board members might be taken into consideration.191 

A leadership position and associated responsibilities for a single board member may occur due to 

extraordinary expertise, for example in financial aspects.192 The development of new financial tools 

during the last ten years obliged all participants and monitors to improve their knowledge in those 

areas. Fourth, the use of leverage and associated debt as part of a company‘s capital structure was to be 

monitored by the board in order to carry out their duties.193 Finally, even if board members honestly 

believed that financial activities carried out were in the best interests of the firm, courts and jurors 

could still be convinced that something more was required on behalf of stakeholders.194 Since involved 

jurors were possibly exposed to those business decisions themselves, they may feel less sympathetic to 

decision makers and their monitors.   

These challenges on directors‘ duties notwithstanding, the business judgment rule is still on hand, and 

most companies have adopted measures to protect their directors.195 The primary judicial reaction to 

lawsuits against directors will continue to be the shareholders‘ permission to exercise their self-help 

remedy of a vote to replace the board196. 

Whilst courts are giving considerable deference to boards in financially stressful situations, such 

concerns are not without limit.197 Three recent cases during the credit crunch involved acquisitions of 

(former) venerable financial institutions, thereby questioned the board‘s duties. Acquisitions of Bear 

Stearns by JPMorgan, Merill Lynch by Bank of America, and Wachovia by Wells Fargo were 
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challenged on the grounds that directors breached their fiduciary duties of care by hastily agreeing to 

the transaction and entering into burdensome deal protection provisions.198 Despite the fact that 

Delaware court decisions made early in 2008 were rejecting stockholder challenges due to marketplace 

disruptions,199 the three decisions in Merrill Lynch, Bear Stearns, and Wachovia confirm, however, 

that courts will nevertheless actively investigate rash decisions before giving directors the benefit of 

the business judgment rule.200 

According to that, the board has a clear role of ―reviewing and guiding corporate strategy and risk 

policy‖, as well as make sure that proper ERM are established.201 As shown above, the ability of the 

board to deal with investment banking and complex financial products in order to fulfill their duties is 

strongly challenged. This raises, inter alia, questions about the board‘s composition, the director‘s 

independent status and competence.  

 

3. Board Composition 

In practice, the structure, composition and exact role of boards varies significantly between individual 

companies and CG systems.202 In formal terms, boards can have one or two tiers.203 One-tier boards 

are typically composed of executive directors, who are the managers, and non-executive directors, who 

are the monitors. However, this separation is softened, and one-tier boards are often closely connected 

to the management. A case in point is that it has been quite common that the chairman of the board and 

the CEO are often the very same person.204 A two-tier board consists of a management board, which is 

overseen by a supervisory board. Since supervisory directors are excluded from exercising 

management functions, the boards are more separated.205  

However, both types of boards can be more or less ‗captured‘ by management or dominated by 

blockholders.206 One important explanation is that CEOs have substantial authority regarding the 

selection of directors. CEOs also have better information, and directors usually only have small 
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financial stakes in the company.207 In order to avoid the ―problem of capture,‖ traditional CG 

recommendations emphasize the role of ―independent directors.‖ In general, those are non-executive or 

supervisory directors who have no relation to the company other than their directorship, and no 

relation to the management or blockholders.208  

 

a. Independent Directors 

i.) Indeed, outside or independent directors209 are seen as superior monitors because their careers are 

not entirely bound by the company‘s CEO, and as a result they are capable of taking decisions 

opposing the management without being afraid of losing their positions or future compensations 

(monitoring effect theory).210 Whilst the underlying rationale of boardroom independence is easy to 

comprehend, it is not difficult to find inconsistencies in this logic.211 On the one hand, directors who 

have no relations to a firm may lack the knowledge or information to be effective monitors.212 This 

was bitterly proven by the present GFC. On the other hand, directors might be independent by 

definition, but they still rely on the CEO213. Due to the nature of the selection process for board 

members, the management often has a strong informal influence on the appointment of the members of 

the board.214 Finally, the monitoring effect theory does not apply well to concentrated ownership 

structures:215 A large controlling shareholder in place requires not only the board‘s independence of 

the CEO, but also independence of the controlling shareholder.216 In companies with concentrated 

ownership, independent directors must defend the interests of minority shareholders against both CEO 

and blockholders217.  

ii.) Major research on boards is empirical, and the results regarding the effects of independent directors 

on firm performance and risk management are diverse and sometimes contradictory.218  

Rosenstein and Wyatt (1990) supported the monitoring effect theory by stating that the announcement 

of independent board appointments in the Wall Street Journal was typically followed by a positive 

                                                           
207

 Becht/Bolton/Röell, ECGI, 2005, p. 23. 
208

 The different defintions ŽĨ ͞ŝŶĚĞƉĞŶĚĞŶƚ͟ ǀĂƌŝĞƐ ƐƚƌŽŶŐůǇ͗ EǆĞŵƉůĂƌǇ ĂƌĞ Rule 4200 of The NASDAQ Stock Market, 

available at:<http://www.nasdaq.com/about/CorporateGovernance.pdf>. ͞Independent director means a person other 

than an executive officer or employee of the company or any other individual having a relationship which, in the op inion 

of the issuer's board of directors, would interfere with the exercise of independent judgement in carrying out the 

responsibilities of a director [͙]͟ 
209

 ͞Traditional classification in insider/independent director s.͟ Markarian/Parbonetti, CGIR, 2007, p. 1224.  
210

 Dionne, CR, 2005, p. 5. 
211

 Barker, IOD, 2009, p. 1. 
212

 Ibid, p. 2; Becht/Bolton/Röell, ECGI, 2005, p. 23. 
213

 Ibid. 
214

 Denis/McConnell, 2005, p. 252.  
215

 Becht/Bolton/Röell, ECGI, 2005, p. 23; Wymeersch, FLI 2008, p. 10. 
216

 Wymeersch, FLI 2008, p. 10; Becht/Bolton/Röell, ECGI, 2005, p. 23, 42. 
217

 Becht/Bolton/Röell, ECGI, 2005, p. 23, 42; Dionne, CR, 2005, p. 5. 
218

 Markarian/Parbonetti, CGIR, 2007, p. 1224.  



 

36 

 

market reaction.219 Similarly, MacAvoy and Millstein (1999) discovered that board independence is 

positively linked to accounting-based measures of company performance,220 while Cotter et al. (1997) 

pointed out that firms with a majority of independent directors achieve higher returns.221 Beasley 

(1996) and Dechow and Sloan (1996) proved that a higher level of independent directors on the board 

reduces the probability of fraudulent information in the company‘s financial statements.222 Finally, 

Klein (2002) and, similarly, Fields and Keys (2003) stated that there is great support for independent 

directors providing better-quality monitoring and advisory functions to the company.223 

Empirical findings on board independence are diverse, and a significant part has concluded evidence 

against the monitoring effect theory. For instance, Bhagat and Black (2002) and, more recently, Hayes, 

Mehran and Scott (2004) found no connection between a company‘s performance and the 

independence of its board members.224 In fact, Kim et al. (2006) found that more insiders and 

dependent directors on the board might contribute to better performance, as was illustrated by 

empirical evidence related to private equity.225 Similarly, Mak and Roush (2000) examined boards of 

IPOs in New Zealand, and showed that firms with more severe agency conflicts tend to have a greater 

proportion of independent directors.226 

Other papers investigate the ambitious linkage between board composition and the company‘s risk 

management activity.227 While Borokhovich et al. (2004) found that interest rate derivatives usage 

increases with the average of outside directors on the board,228 Mardsen and Prevost (2005) analysed 

listed New Zealand companies and stated that the existence of such directors had no effect on the 

company‘s risk management policy.229  

iii.) In sum, the findings on board independence are not consistent, and the relationship between board 

composition and firm performance is far from being clear. Analysis of board roles and composition 

may need to go, therefore, beyond the traditional distinction of independent as opposed to non-

independent.  
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b. Firm Complexity  

A recent paper by Markarian and Parbonetti (2007) examines how firm complexity does influence 

board composition.230 According to it, ―the type and level of firm complexity affects the skills and 

knowledge needed by corporate boards, which in turn is affecting the composition of such boards in 

search of an optimal CG system.‖ As in other comparable studies investigating differences in board 

composition, a ―one size fits all‖ approach for board structure is also viewed as suboptimal by 

Buchholtz et al  (2005).231  

Accordingly, Markarian and Parbonetti distinguish between internal and external firm complexity: (i) 

Internal complexity refers to sophisticated technology or processes that are difficult for the non-expert 

to understand.232 Investment banking culture and complex financial products, such as CDO-squares or 

the OTD Model, are cases in point for an internal complex business. Such firms demand much more 

from directors than simple independence. Proper internal control and ERM oversight by the board 

must be associated with specific business knowledge by insiders, business experts or support 

specialists.233 Externally complex firms (ii), on the other hand, have relatively straightforward internal 

business models on the basis of largely understood technology and organisational processes.234 In 

particular, community influentials may be helpful in a tricky external environment, e.g. owing to 

regulation or a high media profile.235 According to that, a greater accent on independent non-

executives on the board is desirable.   

However, it is evident that an emphasis on independence is not appropriate in every situation. The 

insufficiency of independence per se as the overall criterion for the best board composition has long 

been understood by smaller firms, which seldom choose a non-executive director on the grounds of 

independence alone.236 Taking into account the fundamental weakness of CG leading to the GFC, 

namely a deficient understanding of (internally) complex businesses by managers and directors, 

boardroom composition should not only rely on independence but also competence and 

professionalism.237  
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c. Board Competence and Financial Knowledge 

The debate on the topic of board competence started with two official CG reports (1997/1998),238 both 

documenting the importance of the board‘s independence and also recommending financial expertise 

for board members considering their central function in monitoring the company‘s performance.239 A 

recent set of laws, like the SOX and the NYSE, do not require the board as a whole to have financial 

knowledge but its directors sitting on the audit committee, e.g. SOX section 103. 

Whilst a large number of papers studied the effect of the director‘s independence, less research exists 

on the value of the board‘s competence and professionalism.240 However, it was often asserted that 

bank boards lack banking and sector-specific experience.241 Research by Guerra and Thal-Larsen 

(2008) assumed that at eight major US financial institutions two thirds of the board had no banking 

background.242 To make matters worse, several directors without any financial knowledge used to sit 

on highly technical board committees, such as audit and risk.243 Further papers investigated the 

‗financial knowledge characteristic‘ of directors and supported the proposition that financial board 

members added value to the company. Guner et al. (2004) discovered a positive linkage between the 

existence of a commercial banker in the board and the company‘s debt level.244 They propose that 

commercial bankers offer the financial knowledge required to allow the company to contract more 

debt. Lee, Rosenstein and Wyatt (1999) found that positive abnormal returns related to the addition of 

outside director are higher when the latter has a financial background.245 Agrawal and Chadha (2005) 

confirmed the benefit of having outside financial directors on the board.246 They found that the 

likelihood of earnings restatement is lower in companies having independent board members with 

accounting or finance experience. While the mentioned literature on the board‘s financial knowledge 

has focused largely on the earnings management problem247, a recent study by Dionne (2005) 

investigated the effect of the board‘s financial knowledge regarding risk management policy.248 

Financially educated and experienced directors have a superior understanding of the complex financial 

tools used in risk management transactions.249 
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Even though not a ‗cure-all solution‘, sector-specific competence and financial knowledge is believed 

to be the boardroom characteristic that will be most functional in navigating companies towards 

sustainable value creation and avoiding overlarge risks.250 Other board characteristics shaping board 

composition include CEO-Chairman duality and the size of the board. In addition to that, the 

transmission of information and the use of tools, like stress testing, are practical matters in ERM.  

 

d. CEO-Chairman Duality 

Many CEOs also hold the position of Chairman of the Board (COB). This was the case in almost 80% 

of large US companies in the 90s.251 The personal union of CEO and COB is viewed by many as 

giving CEOs superior control at the cost of other parties, including directors.252 In order to mitigate the 

resulting problems, many observers of CG have called for a prohibition on the CEO serving as COB 

253. However, empirical research results in this area are mixed. 

On the one hand, Yermack (1996) applied a sample of 452 companies listed in the annual Forbes 

magazine rankings of the 500 major U.S. public companies between 1984 and 1991, concluding that 

companies are more valuable when the CEO and board chair positions are separate.254 Brown and 

Caylor (2004) created a ‗Gov-Score‘, which is a combined measure of fifty-one factors encompassing 

eight CG categories.255 By linking the Gov-Score to operating performance, valuation, and shareholder 

payout for 2,327 companies, they stated that the separation of CEO and CBO has a positive effect on 

firm performance. On the other hand, Brickley et al. (1997) found little evidence that combining or 

separating positions affects corporate performance.256 In contrast to the previous mentioned empirical 

work, their evidence suggests that the costs of separation are for most large firms larger than the 

benefits.257 Adams et al. (2009) concluded that the separation and combination of positions is part of a 

‗natural succession process.‘258 Thus, a CEO who performs well is rewarded with more influence 

within the organisation, e.g. by giving him the chairman position as well.259 In fact, Adams et al. 

(2005) and Brickley found that measures of CEO influence are not systematically related to firm 

performance.260  
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While the research results are miscellaneous, studies are consistent with the view that CEOs holding 

the COB position appear to have enhanced power over corporate decision-making.261 Based on above-

mentioned considerations, however, this relation is neither necessarily causal nor inexpedient.262 

 
e. Size of the Board 

Modifying the size of the board involves a trade-off between the information that directors bring to 

boards versus the coordination costs and free rider problems raised by their additions.263 According to 

Biswas (2008), limiting board size is believed to improve company performance because the benefits 

of larger boards (increased monitoring) are outweighed by the poorer communication and decision 

making of larger groups.264 Consistent with this notion, Anderson et al. (2004) demonstrated that the 

cost of debt is lower for larger boards, presumably because creditors consider these companies as 

having more effective monitors on their financial accounting and business processes.265 Brown and 

Caylor (2004) showed that companies with board sizes of between six and fifteen have higher returns 

on equity and higher net profit margins than companies with other board sizes.266 However, a general 

answer is not applicable as board size largely depends on company size, function and characteristic.267  

 

f. Transmission of Information 

The transmission of information is a clear CG issue, as already mentioned above. This and the need for 

independent and effective ERM can be promoted by having a position, such as Chief Risk Officer 

(CRO), with a ―strong reporting relationship‖268 that emphasizes the importance of the function. 

Nevertheless, the reporting relationship is not sufficient by itself. Moreover, companies should 

establish an ERM committee led by the CRO, whose meetings are frequently attended by at least one 

board member with distinctive risk oversight competence.269 This ERM committee has the advantage 

of operating with managers involved in day-to-day business, while any risk related issues and concerns 

can be discussed at the executive, board and lower organizational levels.270 At the same time, this 

committee may evaluate the functioning and implementation of corporate compliance measures, such 
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as the strength of existing codes of conduct and the anonymity of whistleblowing, to encourage 

constructive criticism and avoid reputation losses.271  

 

g. Stress Testing 

In the face of the GFC, stress testing has been insufficiently consistent and was not an integral part of 

the ERM culture at a number of financial institutions.272 It is an important metric in measuring risk at 

financial institutions and has central implications for financial markets. The accumulation of 

information about ‗worst case events‘ should lead to better informed decision-making, while the 

undesirable consequences of these events may therefore be reduced.273 In addition, a proper and 

comprehensive conduct of stress tests including a wide range of possible scenarios is supposed to 

stabilize both financial institutions and the whole market.  

The basic idea is that financial institutions choose one or various ‗worst case scenarios‘ and then 

evaluate their portfolio against the stresses incorporated in the selected scenario(s). After that, it is 

possible to draw conclusions based on the resulting loss levels in relation to capital, earnings, or other 

sources of such losses, as well as the expected returns and similar determinants.274   

However, this approach is limited as it assumes underlying markets, economic conditions, and other 

factors. Stress tests have been criticized for being idealistic, too time-consuming, not strenuous 

enough, or for using unlikely correlations, thereby impairing their reliability.275   

Therefore, one should consider additional ways of conducting stress tests and gaining relevant 

information. CRMPG (2008) suggests the use of so called ―reverse stress tests‖:276 The jumping-off 

point is the assumption that over a short period of time a bank enters a very large multi-billion dollar 

loss. The stress test would then work backwards in order to identify how such a deficit could occur. 

This identification process includes the market and business conditions, parameters and exposures 

during ―stress.‖ If the theoretic loss proved to be significant, it is likely that the traced sequence of 

events producing such a loss already points to risks inherent in the company. This procedure might 

help institutions to address risks that are usually not covered by normal stress tests. Different sorts of 

similar worst case analyses are therefore becoming an integral part of the ERM frameworks of banks 

and securities companies.277 In a complex financial environment, where companies are facing new 

risks and global challenges, stress testing impresses with its ―flexibility, comprehensibility and the 
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responsibility that it presents to the board and the management to discuss the risks that a company is 

currently facing.‖278  

Recent stress tests were conducted by the Fed and other bank supervisors in February of this year and 

included the simultaneous and comprehensive assessment of the capital held by the 19 biggest US 

banks.279 The US government‘s report states that while ten of them require a combined $74.6 bn in 

additional capital to withstand a deeper recession. According to Federal Reserve Chairman Ben 

Bernanke, ―the results released today should provide considerable comfort to investors and the 

public.‖280  

 

h. Summing up  

First, the GFC reveals a number of CG failures in internal managements and the part of the board in 

supervising ERM. As a result, the proper exercise of directors‘ fiduciary duties is in question. Boards 

have an important responsibility to oversee and review company‘s strategy and risk guidelines, as well 

as to establish proper ERM.281 While the business judgment rule is still on hand, most companies not 

only have adopted measures to protect their directors, but courts also give considerable deference to 

boards in financially stressful situations. However, deference is not without limit, as three recent US 

cases have shown282. 

Second, the optimal board composition (structure, size, CEO/COB duality, directors‘ independence 

and qualification) generally differs significantly from business complexities (internal, external), 

business size, CG systems and further individual factors of the company and its environment. In 

addition, the literature provides little common ground between models, research approaches and 

results. Moreover, the literature largely points out the complexity of the issues. 

Third, CEO-COB duality is only advisable on rare occasions. Studies are consistent with the view that 

CEOs holding the COB position appear to have enhanced power over corporate decision-making. This 

linkage is neither necessarily causal nor inexpedient as it might be part of the ‗natural succession 

process.‘  

Fourth, the transmission of information and effective ERM can be promoted by the establishment of an 

ERM committee and a CRO position with reporting relationship.  

Fifth, stress testing is an effective ERM tool that improves decision-making and reduces undesirable 

consequences of worst case scenarios.  
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Sixth, a limited board size is generally preferable. The optimal size of a board, though, is difficult to 

determine, as it depends on individual firm size, function and characteristics.  

Seventh, empirical findings on board’s independence are mixed, and the relationship between board 

composition and firm performance is far from being clear. Hence, we took a look beyond the 

traditional (independent/non-independent) characteristics. Considering the introduced distinction 

between internal/external firm complexity, along with the above-mentioned deficient understanding of 

(internally) complex businesses by managers and directors, boardroom composition should not only 

rely on independence, but rather competence and professionalism.283  

Finally, boards need to understand a company‘s business strategy from a forward-looking perspective. 

Sector-specific competence and financial knowledge is believed to be the boardroom characteristic that 

will be most functional in navigating companies towards sustainable value creation and avoiding 

overlarge risks, for instance those leading to the GFC.284  

 

 

4. Executive Compensation 

Whilst executive compensation is another core responsibility of the board, improperly designed 

remuneration programs are widely believed to have encouraged excessive risk-taking by financial 

firms and companies.285 Due to the perception that boards are better informed and more capable of 

determining executives‘ compensation, i.e. aligning executives‘ objectives with those of shareholders, 

this issue was for the most part spared from regulation. Apart from that, it has a long history of being 

targeted by populist attacks following market declines and scandals.286 The present financial turmoil 

has again heated up the emotions surrounding executive remuneration towards its categorization as the 

―most important CG failure” leading to the GFC.287 
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a. Criticism   

Executive compensation has been criticised for encouraging short-term managerial behaviour, 

excessive risk taking and for not being linked to firm performance.288 First, executives may be paid 

little, but the compensation can be structured to allow a superior payoff when periodic profits are high, 

as opposed to when they are low.289 Meaning that, the characteristic level of reimbursement during 

good and bad times might not be very munificently, but its composition would de facto promote short-

term oriented and risky activity. Second, a CEO‘s pay might be extremely high on average, but not 

significantly higher when the corporation performance well than when it does poorly.290 Executives 

would then be overpaid, yet lack the financial incentive to take on many risks. Third, a boiling effect in 

the debate had that many CEOs of high profile banks and companies, which were at least partly 

responsible for the financial debacle, were given enormous remuneration just prior and even after their 

financial distress were announced.291 This reflects the concern that incentive systems led to 

unsustainable balance sheet positions and ―rewards of failure.‖292 

 

b. Examples 

i. Three popular examples of ‗pay without and performance‘ and ‗rewards of failure‘ are Countrywide 

Financial‘s Angelo Mozilo, Citigroup‘s Charles Prince, and Merrill Lynch‘s Stanley O‘Neil.293 (1) 

Shortly before Countrywide Financial announced a write-down of earnings by an amount of $388 m in 

2007. Mr Mozilo had already sold $127 m in stock options.294 Additionally, the former CEO received 

$102 m in compensation plus $157 m in exercised stock options for 2007, plus $58 m parting 

payments and a pension in 2008.  

(2) Charles Prince, the former CEO of Citigroup, received $25.9 m in 2006.295 Then, in 2007, because 

of Citigroup‘s subprime lending, there was a write-down of $24.1 bn.296 Shortly after that, in the same 

year, Prince declared his resignation as CEO of Citigroup.297 He left with a partition package of $40 m. 

By the end of 2007, the market price of the stock of Citigroup had shrunk by 45%.298  
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(3) Stanley O‘Neal was the CEO at Merrill Lynch in 2006 where he obtained payments of $91 m. In 

2007, Merrill Lynch, however, had a subprime mortgage write-down of $14.1 bn, and O‘Neal retired 

within days.299 Upon his parting, he received $160 m in stock and benefits. In 2007, the market price 

of the stock of Merrill Lynch decreased by 41%. In January 2008, Merrill Lynch unveiled an 

additional depreciation of $8.4 bn, making up an entire write-down of $22.5 bn regarding the subprime 

mortgage disaster.300
 

ii. Furthermore, the case of AIG is remarkable in many aspects. First of all, AIG obtained $170 bn in 

taxpayer bailouts and in the fourth quarter of 2008 posted a loss of $62 bn, the biggest one ever for any 

company.301 However, in March 2009, AIG announced that it already paid out total bonuses of up to 

$450 m for its financial division and bonuses of up to $1.2 bn for the entire company.302 As a result, an 

intensive public debate, the so called ―populist outrage‖ began,303 and was followed by a bill to tax 

bonuses paid to employees of certain recipients of Troubled Assets Relief Program (―TARP‖) funds at 

a 90% tax rate.304 This unique legislative response by the US House of Representatives is under 

discussion for its potential ―long-term dangers inherent in the Government dictating details of private 

sector pay practices and retroactively invalidating binding contracts through confiscatory taxing of a 

targeted group.‖305  

iii. In all of the companies and cases cited above, there was apparently a huge disconnection between 

actual corporate performance and executive payments.306 Nevertheless, empirical and theoretical 

research is not comprehensive, and the apparent causality, which is discussed heatedly throughout the 

public at the moment, is in fact less straightforward.307 

 

c. Empirical and Theoretical Research 

Studies supporting a defective link between pay and performance illustrate that in the last twenty years 

executive compensation has grown significantly faster than corporate earnings and, in some cases, has 

rewarded decisions that turned out to be detrimental to long-term holders.308 
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i. For example, an analysis published in 2008 by the Wall Street Journal along with ERI Economic 

Research Institute shows that the median salaries of the top executive of 500 corporations increased by 

20.5% from a year earlier compared to a corporate revenue growth of only 2.8%.309 Furthermore, in 

2007, the average value of bonuses coupled with performance fell by 18.6%, whereas overall CEO 

total pay grew by 1.4% to an average amount of $1.41 m. This occurred as a result of compensation 

components that did not depend on corporate performance.310 Other studies regarding European banks 

indicated that the fixed salary accounted for 24% of CEO remuneration, annual cash bonuses for 36%, 

and long term incentive awards for 40%.311 This might still leave significant incentives for short-term 

managerial behaviour and risk taking.312 

ii. Against this, a study of a number of US banks revealed that top executive compensation averaged 

only 4௅6% of overall payment with stock-related rewards staying at very high levels.313 In this context, 

it is remarkable that UBS, a financial firm with signifying losses, had designed a compensation 

program according to which long-term incentives accounted for some 70% of CEO payment, and at 

what the CEO is forced to collect and keep shares worth five times the total of the previous three 

years‘ average cash component of entire remuneration.314 Similarily, Lapido et al. (2008) found that 

the concrete sum of stock owned by the top executive in a number of European banks was well beyond 

100% of the yearly fixed remuneration.315
 Finally, Kirkpatrick (2009) cited a forthcoming paper by 

Nestor Associates, stating that ―collapsed financial institutions had a CEO with high stock holdings so 

that they should normally have been risk averse, whereas the ones that survived had strong incentives 

to take risks‖316. 

iii. Of course, such data might be ambiguous since what matters for incentives is the exact composition 

of the remuneration.317 In addition, further research in CG is required to determine the real situation 

regarding the GFC and remuneration in major banks and corporations.318 The different views and 

findings notwithstanding, regarding the precise extent of compensation failures in the GFC, it is 
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consensus that excessive risk-taking by some financial firms was boosted by improperly designed 

incentive-based compensation and that ―rewards of failure‖ were a widespread practice.319  

iv. Because of the enormous attention now given to this issue, directors from all industry sectors 

should also be mindful of their responsibility to create remuneration programs which grant sustainable 

long-term wealth for all shareholders320. According to that, the following section discusses important 

considerations that have to be taken into account by the board in order to design executive 

compensation, prevent future failures and encounter the public and political outrage.321 

 

d. Response: Directors and Committees 

In order to understand how boards carry out their duties, it is important to recognize that most board 

functions are performed by committees.322 The delegation of different board functions to diverse 

committees means a separation of tasks and functions within boards. Insofar, the issue of executive 

remuneration is generally delivered to the compensation committee. In addition, the audit committee is 

a key component of the CG structure and becomes aware of the issues. In this regard Kirkpatrick 

(2009) and the KPMG survey noted that ―while oversight of remuneration policies may generally fall 

within the duty of the compensation committee, audit committees are turning their attention to the risks 

associated with the company‘s incentive compensation structure.‖323 Laux (2009) even assumes that 

―the task of setting CEO pay is delegated to a compensation committee, while the oversight task is 

delegated to an audit committee.‖ 324 

The Governance Center (2008) recommends that compensation-related committees, particularly audit 

and risk, review their companies‘ remuneration policy both to strengthen the concept that 

compensation reflects performance and to introduce forms of accountability for any risk-taking that is 

unjustified based on the approved long-term business strategy.325 Apart from that, the board‘s ultimate 

responsibility is to balance principles of pay for performance against the need to participate effectively 

in the market for human capital.326 ―The key is a proper mix of risks and rewards.‖327 In particular, 

directors and committees should consider a number of factors, measures and compensation reforms. 

The following list is not intended to be exhaustive: 
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i. Setting up a connection between the variable components of the remuneration structure and the 

economic objectives of the company is often complicated.328 Committee members should be entirely 

aware of the effects of each single component of the pay package (i.e., base, bonuses, equity-based 

incentives, benefits and perquisites, deferred compensation, and severance) of the whole compensation 

structure. In this context, they should also be first convinced that the balance between the base salary 

and further components is appropriate, before deciding that the proposed effects of the variable 

components of remuneration cannot be misused by managers to pursue self-seeking behaviours.   

ii. Proper measurement of corporate performance is the basis to make sure that it is well rewarded and 

that assessment periods are long enough to verify whether business decisions were, in fact, successful 

in creating sustainable shareholder value.329 Hence, compensation considerations should cover a wide 

array of financial and non-financial performance metrics and targets. Financial metrics may include 

operating cash-flow (OCF),330 cash-flow return on investment (CFROI),331 and other measures of 

economic value. Traditional financial metrics, such as return on equity (ROE) and earnings per share 

(EPS), are often criticized for being vulnerable to effects by revenue and expense recognition or 

manipulation through stock buybacks at the end of the period.332 Non-financial or operational metrics 

include product quality improvements, compliance principles, customer satisfaction data, and other 

reputation measuring units.333 The intelligent mix of metrics, measure units and targets of the 

compensation structure encourages management to safeguard all of the corporation‘s objectives and 

business strategies.  

iii. Disclosure is an unwelcome topic not only for directors, since it might lead to a potential loss of 

competitive advantage value.334 Nevertheless, remuneration-related committees should discuss 

disclosing performance targets to shareholders, particularly if such targets are required to comprehend 

the compensation program.335 Again, the challenge for the board is to find a balance between 

transparency and strategic needs.  
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iv. Compensation in the form of stock and stock options is generally proven to be a highly effective 

mechanism for aligning manager and shareholder interests.336 However, recent studies and the present 

GFC have shown that traditional stock and stock options encourage managers to focus on short-term 

stock price results, and undermine long term and sustainable business goals.337 Therefore, 

compensation plans should consist only of restricted stock and restricted stock options338. In particular, 

compensation programs should include, first, the adoption of stock retention policies combined with 

the requirement for top executives to hold a significant share of equity after ending their service for the 

company and until ௅ or even throughout ௅ their retirement.339 Second, compensation programs should 

contain stock option plans in which the options vest only upon meeting certain long-term performance 

goals unconnected to the present stock price.340 Finally, committees should again consider 

transparency and disclosure of formal guidelines on incentive-based compensation to shareholders. 

v. Furthermore, boards and committees have to take into account the balance between compensation 

rewards (e.g. housing and relocation allowances, use of corporate jets or limousines, etc.) within the 

company itself, as well as compared to other corporations. This must be analysed by the committees to 

ensure overall fairness.341 For an inside comparison, they may conduct wealth accumulation analyses 

and studies on the relationship between top executive compensation and the salary levels of other 

employees. For an outside comparison, benchmarking is a common practice that can give guidance in 

determining the appropriate compensation structure.342 Nevertheless, committees should draw 

independent and individual conclusions regarding their specific company and business-related 

circumstances.343 

vi. The compensation arrangement should contain claw-back provisions to avoid situations in which 

executives are financially insulated from the consequences of acting against the best long-term 

interests of the company.344 According to Rappeport (2008), approximately 350 firms reportedly 

adopted some sort of this claw-back provision atthe end of 2008 and the beginning of 2009, 

respectively, which is in insulated contrast to only 14 firms implementing such arrangements just four 
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years ago.345 In particular, such arrangements may ―recover bonuses or other incentive-based rewards 

when the company determines that the executive, without informing the board and submitting the issue 

to the review and approval of the compensation committee, willingly or knowingly made a business 

decision that is inconsistent with the board-approved business strategy.‖346 More than the existing 

claw-back provision under SOX Section 304, those compensation arrangements should apply to all 

high ranking executives, not just to the CEO and CFO.347 Claw-back provisions at the corporate level 

can be implemented through formalized policies, through the compensation program itself or through 

employment contracts.348 For example, boards must decide to whom and to what extent the provisions 

will apply. Even more important is the question, under which circumstances claw-back provisions are 

to be triggered and how far back the provisions should apply.349 At a minimum, compensation 

programs should contain that in cases of evidently aborted performance, executives lose redundancy 

payments and accelerated vesting benefits. 

vii. Another popular suggestion within compensation reforms are the so called say-on-pay procedures, 

a non-binding vote of shareholders to approve a company‘s compensation programs.350 Supporters 

claim that in order to avoid negative publicity and a loss of credibility, directors are forced to either 

comply with the shareholder vote or to convince shareholders that the existing executive compensation 

program of the firm is appropriate.351 Thus, the latter requires board members to be more specific and 

analytical in their decisions and the disclosure of documents.352  

Critics claim that directors‘ decisions might be second-guessed by shareholding groups with limited 

knowledge of the challenges of the job market and compensation-related complexities, such as the 

above-mentioned measurements, metrics and comparisons.353 There is also the concern that 

shareholders will be eventually satisfied if the firm‘s profitability and stock performance are suitable, 

regardless of the level of executive pay.354 

viii. Furthermore, it is certainly challenging for the board to integrate the company’s ERM process 

with the executive compensation structure.355 As already mentioned above, ERM searches for short 
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and long term risks threatening the firm‘s value or even its existence.356 Once those risks are detected, 

the board should study the firm‘s executive compensation structure looking for weak points relating to 

those risks. Exemplary perils in the executive compensation structures from an ERM perspective were 

already discussed above and contain among others:357 very low salaries and high annual bonuses; one-

sided performance measures favouring only quantitative achievements regardless of the ―quality‖ of 

earnings, risks undertaken, etc.; too high financial targets may encourage a too high risk-taking; also 

huge (unrestricted) stock option grants are revealed to be risky.358  

ix. Provisions granting that an executive will receive certain significant benefits in the case of his 

departure are primarily a measure of corporate protection.359 Proponents emphasize that golden 

parachutes make it easier to employ and hold top managers, to ensure an executive‘s objectivity about 

the firm during the takeover process, and to discourage takeover attempts by increasing the cost of a 

takeover.360 Scholars also stress that strong shareholders ௅ not weak ones ௅ tend to offer protections 

that are popularly characterized as indications of too much managerial power.361 According to the 

latter, critics‘ claim that executives are already well compensated and forced to be objective through 

their fiduciary duties.362 Finally, the cost of such golden parachutes in takeovers would be too small to 

be relevant for the outcome. Against the background of the current economic turmoil, such provisions 

are widely associated with ―rewards of failure‖ and should be implemented to some degree.   

ix. Compensation policy should also contain the clear prohibition of any action that could be 

interpreted as an attempt to circumvent either the spirit of the law, accounting rules, or stock exchange 

listing standards.363 Finally, the board should implement additional safeguards in the above-mentioned 

case of CEO-COB duality, since it becomes more difficult to objectively monitor the executive‘s own 

performance.364    

x. In sum, the board and its committees are facing potentially harmful and complex risks in designing 

executives‘ compensation. By identifying and discussing those issues, the last sections have also 

shown that directors and committees should consider (1) a number of important factors, such as 

companies‘ and managers‘ objectives, overall fairness, disclosure, integration of ERM, claw-back 

provisions, golden parachutes and shareholder say, as well as (2) the use of available measurement 
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tools and metrics, such as OCF, CFROI, or forms of stress testing;365 both in order to meet their 

responsibility towards shareholders, to prevent future failures and to encounter the current public and 

political outrage.  

 

5. Interim Conclusion 

In conclusion, we found that not only remuneration packages and issues around the board structure, 

but first and foremost lacking board competence failed to prevent the crisis. Boards should improve 

identified weaknesses through several measures, such as limitations in board size, the proper use of 

ERM tools and CEO-COB duality. Above all, not only independence but also sector-specific 

knowledge of directors is most important in establishing a sound internal CG mechanism. 

CG and therefore companies have also failed to make use of the freedom offered by the rationale of 

self-regulation in the financial sector. Industries, companies and especially directors should carefully 

review their attempts to align managers with shareholders‘ interest, and reassess crucial risk oversight 

in the above-mentioned manner and scope. In this regard, the last chapter has also revealed the 

capacity of a professional and well composed board to address these weaknesses in CG. Since stability 

of firms and markets is an essential element for maintaining macroeconomic stability, governance of 

these companies is apparently the most important factor towards achieving this goal. A proper and 

swift reaction by companies to correct their failures will reduce the likelihood of future crises, and 

might also avoid lawsuits as well as a situation where governments are trying to regulate core issues of 

the private sector. Before examining government regulation and interventions during the crisis, 

especially in response to executive compensation,366 the next chapter will a priori demonstrate that not 

only failures in CG but even more so imprudent government regulations and policies are the main 

roots of the emergence of the GFC.   
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C. Government Regulation and Intervention 

 

I. Regulatory Failures leading to the GFC   

While the GFC was described as a ―crisis of capitalism,‖ others claim the opposite by stating that the 

roots are ―ill-considered government regulation and intervention in the private economy.‖367 Taking 

into account chapter A.I., ―The Global Financial Crisis,‖ I have already mentioned a number of 

national and international policies causing the GFC. The following section takes a clarifying look at 

these and other failures in the regulatory environment.  

 

1. With regard to regulation on a national level, the connection between the role of the US government 

in the housing market and the resulting worldwide financial crisis is in the centre of the discussion. 

a. The Community Reinvestment Act (CRA) was originally enacted in 1977. It declared that ―serving 

community needs had to be done within the context of safe and sound lending practices.‖ While CRA 

was invoked quite rarely, this changed in 1993.368 In order to fight discrimination against aggravated 

granting of credits to minorities, the Clinton Administration‘s ―American Dream Policy‖ tried to 

spread homeownership to lower income groups.369  

The new policy tried to set up objective criteria for determining whether a bank was meeting the 

standards of the CRA. It was then necessary for banks to demonstrate that they had in fact ―made the 

requisite loans, not just that they were attempting to find qualified borrowers.‖370 In this context, one 

of the ―new standards required the use of ‗innovative or flexible‘ lending practices to address the credit 

needs of lower income borrowers.‖371 Hence, an act that was originally meant to animate financial 

institutions to use ―safe and sound practices‖ in lending, now required them to relax lending 

standards.372  

However, the fact that ―low-income or subprime borrowers received mortgage loans that they could 

not afford‖ is only one reason and cannot solely explain the large dimension of defaults of 

mortgages.373 Moreover, CRA regulations between 1995 and 2005 reduced underwriting standards 

allowing loan-to-value ratios higher than 20%374 and increased the availability of credit, which led to a 
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considerable growth of homeownership in the US. This was naturally accompanied by a high demand 

in the housing market, which doubled home prices between 1995 and 2007.375 The inevitable 

consequence of these relaxed underwriting standards was their spread to other markets, including the 

prime mortgage market.376 This encouraged an enormous increase in mortgage loans, speculation in 

house markets, and it ultimately led to the bubble in housing prices.   

b. Both Fannie Mae and Freddie Mac are government-sponsored-enterprises (GSEs), which became 

two of the biggest financial institutions of the world.377 The reason why Fannie and Freddie could 

grow without restriction and accumulate a mortgage portfolio of $1,5 trillion by 2008 was, again, that 

the US government tried to spread homeownership.378 As long as Fannie and Freddie plausibly proved 

that they were supporting the interests of low income homebuyers, they could avoid new 

regulations.379 For example, in 1997 the Department of Housing and Urban Development discerned 

that the GSEs ―are disqualifying borrowers with low income, limited wealth, and poor credit histories 

[…], whereas other lenders serve these groups.‖380  

Following this report, Fannie and Freddie changed their underwriting standards to allow loans with 

criteria that they had rejected before. This fostered the gradual decline in lending standards which had 

begun with the revised CRA regulations in 1993 and proceeded with Fannie and Freddie‘s efforts to 

demonstrate the US Congress that they were meeting their ―American Dream Policy.‖ 

While Fannie was offering a 97% loan-to-value mortgage in 1997, it waived down payments entirely 

in 2001. By 2007, Fannie and Freddie were required to show that 55% of their mortgages were low-

income loans and 25% were purchases of credits to very-low-income borrowers.381 The lowering in 

underwriting standards is apparent in the financial disclosures of Fannie and Freddie.382 From 2005 to 

2007, both purchased around $1 trillion in subprime loans, which represents about 40% of their 

mortgages during that period383. Freddie‘s data illustrates that it acquired 6% of its subprime loans in 

2004; this jumped to 17% in 2005, and 32% in 2007.384 Fannie bought 73% of its subprime mortgages 

during these three years.385  
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These large scale subprime mortgage purchases also affected the rest of the market; for instance, by 

taking market share from private issuers and increasing competition for these loans.386 The higher 

demand also raised the value of subprime mortgages, which again led to the acceptance of unqualified 

applicants and a decrease in the market for conventional loans.387 Between 2003 and 2006, the amount 

of subprime loans in the mortgage credit market increased from 10.1 % to 32.7%, plus the share from 

Fannie and Freddie (approximately 15௅20%).388 Because of unprecedented default rates in the period 

between 2007 and 2009, the costs linked with these mortgages, e.g. bailout program, rescue plans etc., 

will be borne by US taxpayers and are partly the result of US lawmakers who failed to implement 

prudent regulatory structures for Fannie and Freddie.389  

c. In some US states residential finance laws contributed to the default of mortgages and worsened the 

crisis.390 In certain states homeowners are allowed, without penalty, to refinance a mortgage whenever 

interest rates dropped or home prices increased to a point where there was significant equity in the 

home.391 This enabled them to take out any equity accumulated in the home between the initial 

financing transaction and any subsequent refinancing. As a result, this ―cash-out refinancing allowed 

homeowners to treat their homes like savings accounts, drawing out funds through refinancing in order 

to spend on home improvements, debt consolidation, and other consumer goods.‖392 By the end of 

2006, 86% of all home mortgages were ―cash-out refinancing.‖393 This meant that when property 

prices fell, there was little equity behind the mortgage and frequently little motive to continue 

payments on the mortgage. As a consequence, prime and subprime homeowners walked away from 

their homes and defaulted on their mortgages.  

This was encouraged by other state-based regulations. For one thing, defaulting homeowners in certain 

states are not personally liable for paying the difference between the value of the home and the 

principal amount394 of the mortgage obligation (―without recourse‖).395 Alternatively, efforts to 

enforce homeowner payments are burdensome, so that mortgage contracts allowed the lender to waive 
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this burden in exchange for an immediate foreclosure and sale.396 A future regulation may at least 

require a penalty for the right of refinancing homes or a change in state laws towards the right of 

recourse in certain circumstances of default.397  

d. Taylor (2009) and Noia et al. (2009) have empirically and theoretically shown that ―monetary 

policy was too loose.‖398 In particular, the US central bank, led by Federal Reserve Chairman Alan 

Greenspan, kept interest rates399 very low for a long period of time to take the edge off the recession of 

the early 2000s.400 This had a number of consequences: First, it encouraged banks to borrow credit 

from the government, and as a result pumped liquidity into the economy. Second, it deterred investors 

traditionally buying treasury bills from the Fed. Those were than investing in alternative financial 

products such as CDOs. Third, it helped mortgage lenders lower their mortgage rates to attract more 

customers. In sum, low Fed interest rates resulted in a ―disinvestment and overconsumption; fuelled 

excessive demand in the housing market, which led rapidly rising housing prices and ultimately to the 

housing bust.‖401 

Facing the GFC, Taylor tries to keep track of possible global connections and delivers evidence that 

interest rates at several other central banks also deviated from the ―historical optimum.‖402 For 

example, Spain is the country with the largest deviation from the optimum, while it also had the 

biggest housing boom.403 At the other end of the spectrum is Austria with the ―smallest deviation and 

the smallest change in housing shares.‖404 Nevertheless, it remains unclear empirically whether these 

low interest rates at other central banks were influenced by the decisions of the US Federal Reserve, or 

vice versa.405 

e. Finally, US tax policies were in part exacerbating the problem of homeowners taking equity from 

their homes.406 On the one hand, ―interest on consumer loans of all kinds, such as cars, credit cards, or 

other purposes, is not deductible for federal tax purposes.‖407 On the other hand, interest on home 

equity loans is deductible regardless of the function of the loan or the use of the funds.408 In 
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consequence, homeowners are animated not only to make use of loans against their homes‘ equity in 

favour of other types of borrowing, but also to take out equity from their homes ―for paying off credit 

cards or other loans, or to use this capital for private and even business purposes.‖409 These tax 

provisions, similar to the residential finance laws, led to little equity behind mortgages and therefore 

enhanced the possibility of default and foreclosures in an economically challenging environment.  

 

2. On an international level, the Basel Accords on international bank supervision and related 

regulation are blamed for not being tight enough and even for ―requiring banks to manipulate their 

balance sheets.‖410 

a. In 1988, the G-10 founded the Basel Committee and created the Basel I Capital Accord on 

international bank supervision.411 The wider purpose was to strengthen the stability of the international 

banking system, and to set up a fair and a consistent international banking agreement to decrease 

competitive inequality amongst international banks. In order to allow some elasticity in the distribution 

of capital, the core achievement was the implementation of a standardized system of assigning bank 

assets to different risk classes.412  

Since capital can act as a buffer against negative shocks, more capital should be held against the 

chance of losses from riskier assets.413 Based on this assumption, the riskiest assets have to be backed 

by no less than 8% capital, whilst the safest assets are labeled with a risk weight of zero.414  

In this scheme, commercial credits were given a risk weight of 100%, whereas residential mortgages 

were considered half as risky, with a risk weight of only 50%.415 As a result, banks have to hold only 

4% capital against the value of a residential mortgage. Additionally, asset-backed securities rated AAA 

were given 20% risk weight, so that only 1.6% capital is required for a bank to hold AAA-rated 

MBSs.416 These provisions encouraged banks to hold mortgages in favour of commercial loans and 

turn their portfolios of mortgages into a AAA rated MBS portfolio.417 

Capital requirements by Basel I might have been adequate if the mortgages hab been of high quality or 

if the rating agencies had properly assigned the risk of default. But as the decline in lending and 
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underwriting standards continued and property prices were still moving upwards (―ballooning‖),418 

these Basel capital requirements became more and more insufficient. Even if it were accurate to 

consider residential mortgages as less risky than commercial loans, the lack of bank capital behind 

mortgage assets became obvious when the housing bubble deflated.419 In addition, the creation of ‗off-

balance sheet vehicles,‘ such as SIVs or SPEs, permitted ―banks to circumvent minimum capital 

requirements established by Basel I, and encouraged them to move risky assets to those weakly 

regulated entities.‖420  

b. The Basel II Accord issued in 2004 is more complex than Basel I and rests on three mutually 

reinforcing pillars: ―(1) minimum capital requirements; (2) supervisory review of banks‘ capital 

adequacy; and (3) strengthened market discipline of capital adequacy.‖421 The new accord became 

effective in the beginning of 2008 and therefore did not play a major role in the financial crisis422, but 

was supposed to overcome some of abovementioned problems.423  

For example, ―risks from ‗off-balance sheet vehicles‘ have to be integrated into a more wide-ranging 

and model-based calculation of capital requirements, but other loopholes exist.‖424 In particular, Basel 

II still permits financial institutions to decrease their capital requirements regarding large-scale 

securitisation425. ―The Basel committee also continues to insist on the 4% and 8% minimum ratios of 

capital to risk-weighted assets, without any rationale for why either level is appropriate.‖ 426 Therefore, 

the Basel Accords were proven to be one reason for the explosion of MBSs after 2004427.    

Finally, while the Basel Accords may limit risk taking ex ante to some extent, it can cause perverse 

incentives in the event of an asset shock.428 Once the price of an asset is reduced, banks have the 

incentive to shift it off of their balance sheets in order to keep minimum capital levels. However, as 

banks sell more assets, the market price decreases again. The result is that while banks must maintain 

capitalization, every bank still has the incentive to maximize returns by entering into increasingly risky 

transactions. This generates a ―negative feed back loop that far outweighs the initial shock and simply 

requires banks to manipulate balance sheets to maintain adequate collateralization.‖ 429. 
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 3. Summing up 

The previous chapter has clearly shown that not only failures in CG but at the same time an imprudent 

regulation have caused the subprime and credit crisis, and eventually the GFC. Over the last years and 

decades, several residential, tax, finance and monetary policies pursued by the US and other countries, 

as well as important banking regulations on an international level, are straight involved in the rise of a 

housing bubble, a decrease in the consistency of mortgages, and a cutback of home equity and bank 

capital that would have shielded the financial system in the event of a collapse of the bubble and the 

following global consequences. As a result, not only a new regulation but even more so the careful and 

prudent correction of existing regulatory failures is crucial in order to manage the crisis and prevent 

future ones.   
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 II. Government Intervention and Regulatory Responses to the GFC 

This chapter investigates how governments and regulators, notably in the US, are managing the crisis. 

While the first part focuses on the regulatory response to the CG issue of executive compensation, the 

second part examines further interventions during crisis management.  

 

1. Executive Compensation and Regulation  

It was already examined that improperly designed executive compensation encouraged excessive risk 

taking and short-term management, therefore playing a role in the emergence of the GFC.430 Although 

companies and boards have a number of instruments at hand to design proper executive compensation, 

several policy responses were adapted and proposed in order to deal with this issue.  

While the US has already established laws dealing with excessive pay, the Europe Union is only ―on 

their move to limit executive compensation.‖431 In April 2009, the EU commission recently issued two 

sets of non-binding recommendations on remuneration in financial services and on directors‘ pay in all 

quoted companies. ―These EC guidelines will be accompanied by a proposed set of rules forcing 

companies to disclose their remuneration policy and the pay, including bonuses and stock options of 

executive and non-executive directors.‖432 However, it is still left to the individual countries to 

establish proper legislation if necessary. Current utterances sound that ―France is the first European 

country to impose a law curbing bonuses and stock options for executives of companies receiving aid 

from the state.‖433 The discussion between the governing parties in Germany is, however, still about to 

―find common ground.‖ Recently, even China‘s government disclosed that it had set limits on 

executive pay for 2008 at state-owned financial companies, ―the latest effort to address public concern 

over pay at companies controlled by the country's government.‖434  

 

a. Due to the fact that the US has a pioneering role in limiting executive pay, recent occurrences 

provide interesting cases and related legislative efforts to deal with the public outrage and excessive 

compensation. Historically, there have been only some regulatory limitations on remuneration, most of 

which were detailed disclosure rules.435 The reluctance to regulate the payment structures has been 
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widely viewed as appropriate since directors are supposed to be better informed and more capable of 

determining reasonable incentives and rewards for executives.436 

However, that historical deference in director decisions regarding executive compensation evaporates. 

Following the CG debacles during the Enron and WorldCom in 2002, the US attempted to regulate the 

amount of payment to senior executives through section 304 of SOX. According to that, if a non-

private firm is required to prepare its financial statements as a result of misconduct, the company‘s 

CEO and CFO must reimburse the firm with any bonuses or other incentive-based or equity-based 

payments received by the executive during the 12-month period following the publication of the 

financial statements.437 In practice, however, the SOX provision has been invoked rarely, and has not 

acted as an important deterrent438. 

As another example, in 2006, the SEC adopted some much more comprehensive disclosure rules 

relating to executive remuneration practices by non-private companies: the so called summary 

compensation table in a company‘s SEC annual report or proxy statement.439 Under these regulations, 

public firms have to disclose not only the amount and type of remuneration paid to its CEO, CFO and 

the three other most highly-compensated officers, but also the criteria used to design compensation 

structures and the degree of the correlation between the firm‘s executive compensation programs and 

corporate performance440.  

In February 2009, the US Congress imposed solid executive compensation limitations in connection 

with the current federal government bailout program.441 Since the initial Emergency Economic 

Stabilization Act of 2008 (EESA) was passed last year, there have been various sets of executive 

compensation restrictions based on a number of programs offering government financial assistance.442 

Pursuant to the Troubled Asset Relief Program (TARP), the Generally Available Capital Access 

Program and the Exceptional Financial Recovery Assistance Program cover large banks receiving so-

called ―exceptional assistance,‖ and other financial institutions applying for capital are having, inter 

alia, their salaries limited to $500,000.443
 

More recently, the American Recovery and Reinvestment Act 2009 (ARRA) was signed into law by 

President Barack Obama on 17 February 2009 and includes extensive new restrictions on the 
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compensation arrangements of financial institutions participating in TARP,444 leading to a new era of 

external oversight and regulation of executive compensation practices. 

 

b. Exemplary US ARRA for entities benefiting from TARP 

The new legislation rewrites the ―Executive Compensation and Corporate Governance‖ Section 111 of 

the former EESA and directs the Treasury Department to establish standards and promulgate 

implementing regulations. TARP recipients may repay TARP funds without a waiting period, so that, 

if the amount be repaid, the restrictions on executive compensation described below would generally 

cease to apply.445 Taking into account the ―responses of directors and committees,‖ the following 

section outlines (critically and exemplary) the new US legislation in response to excessive 

compensation:  

i. According to §§ 111(a)(3) and (b)(1), affected by this act are all entities that have received or will 

receive financial assistance under the TARP, so called TARP recipients. These provisions apply during 

the period of time the TARP recipient has an obligation outstanding that arises from TARP financial 

assistance; excluding warrants held by the Federal Government to purchase common stock of the 

TARP recipient.446  

ii. Four ARRA provisions447 refer to both the ‗senior executive officers‘ (SEOs) and to the Top 5, 10, 

20 ‗most highly-compensated employees of the TARP recipient.‘ Despite the definition of SEO in 

ARRA, there is no specific rule dictating the method by which the next most highly-compensated 

employees will be determined. According to § 111(a)(1), an SEO is defined as an ―individual who is 1 

of the top 5 most highly paid executives of a public company, whose compensation is required to be 

disclosed pursuant to the Securities Exchange Act of 1934, and any regulations issued thereunder, and 

non-public company counterparts.‖  

Whilst ARRA takes compensation as reported in the TARP Recipient‘s annual meeting proxy 

statement or annual report on Form 10-K (SEC) as a base,448 it is not clear, whether the same standards 

will be used to determine the compensation of non-executive employees. In addition, ARRA does not 

clarify the measurement period for compensation determination. Different approaches are possible: 

First, the ‗current year method‘ is used in the ARRA provision preventing tax deduction of excessive 

SEO compensation over $500.000. According to § 111(b)(1)(B) in connection with Section 162 (m) of 

the Internal Revenue Code of 1986 (Code), the determination is contingent on ―the year in which the 
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deduction would be taken as reported in the proxy statement or Form 10-K filed after the end of the 

year.‖449 Second, according to the provisions of the Capital Purchase Program (as a part of the TARP) 

the determination of SEOs compensation is conducted on the basis of the prior year, so called ‗look 

back method.‘450 A third method might be to exercise ―target‖ or expected pay rates at the beginning of 

the year.451 Measurement is problematic; since employees exercise stock options, earn bonuses, and 

receive deferred compensation payouts, the list is expected to change annually.452 

iii. During the TARP restricted period, no bonus, retention award or incentive compensation, other 

than restricted stock meeting certain requirements, would be permitted to be paid or accrued by a 

TARP recipient ௅ § 111(b)(3)(D)(ii). The number and identity of covered employees subject to this 

restriction differ from the most highly-compensated employee for institutions with less than $25 m of 

TARP assistance to the five senior executive officers and at least the next 20 most highly paid 

employees for institutions with more than $500 m of TARP assistance ௅ § 111(b)(3)(D)(ii)(I)-(IV). 

Several exemptions from these provisions are possible.  

First, the prohibition does not apply to any bonus ―required to be paid pursuant to written employment 

contracts executed on or before February 11, 2009, as such valid employment contracts are determined 

by the Secretary or the designee of the Secretary‖ ௅ § 111(b)(3)(D)(iii). Unfortunately, the ability to 

trust to this exemption lacking ―such determination, as well as the process of such determination, is not 

clear.‖453 

Second, a grant of restricted stock is permitted if it (1) does not ―fully vest during the period‖ that any 

TARP obligation is outstanding,454 (2) does not have a value ―greater than 1/3 of total annual 

compensation of the employee receiving‖ the grant, and (3) ―is subject to any other terms and 

conditions as the Secretary may determine is in the public interest‖456 ௅ § 111(b)(3)(D)(i). However, 

the legislation does not make clear how the terms ―fully vests‖ and ―total annual compensation‖ are to 

be interpreted, and whether other forms of equity compensation and long-term incentives, such as 

restricted stock units, could qualify for the restricted stock exception.457  

Finally, §111 does not limit the amount of salary or other vested non-incentive compensation (e.g. 

pensions) permitted to be paid by TARP recipients.458 This might have inadvertent implications that 

help neither the Treasury nor the TARP recipient and its shareholders. It will encourage TARP 
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recipients to widen their focus on vested non-incentive compensation, and employees to migrate to less 

regulated competitors.  

iv. Similar to the above-considered and recommended claw-back clauses, §111(b)(3)(B) of ARRA 

applies to any bonus, retention award or incentive compensation paid to any SEO or any of the next 20 

most highly-compensated employees based on ―statements of earnings, revenues, gains, or other 

criteria that are later found to be materially inaccurate.‖459 

v. No golden parachute is allowed to be paid to an SEO or any of the next five most highly-

compensated employees of any TARP recipient ௅ § 111(b)(3)(C). According to ARRA, a golden 

parachute is an amount payable ―for departure from a company for any reason, except for payments for 

services performed or benefits accrued ௅ §111(a)(2). First, the scope of the term ―any reason‖ is vague; 

read plainly, ―it would include payments for terminations of employment resulting from death or 

disability.‖460 Second, the exemptions for ―benefits accrued‖ and for ―payments for services 

performed‖ raise the question if accrual for accounting purposes is adequate or if some other standard, 

such as a vesting requirement, applies.461 

vi. TARP recipients must establish a board compensation committee of independent directors to 

review employee compensation plans ௅ §111(c)(1). The committee would be required to meet at least 

semiannually to discuss and evaluate risks posed to the TARP recipient by its compensation plans ௅ 

§111(c)(2). For private companies that received $25 m or less of TARP assistance, the board of 

directors as a whole is allowed to carry out these duties ௅ §111(c)(3).  

vii. The board of directors of each TARP recipient is required to adopt a company-wide policy on 

excessive or luxury expenditures (as identified by Treasury), including excessive costs on 

transportation services, entertainment, office and facility renovations, and other events or activities that 

are not ―reasonable expenditures for staff development, reasonable performance incentives, or other 

similar measures conducted in the normal course‖ of the TARP recipient‘s business operations ௅ 

§111(d).462 

viii. Another CG rule for companies receiving TARP assistance requires submission to an annual, non-

binding, say-on-pay shareholder vote to approve compensation packages for the SEO as disclosed 

pursuant to SEC rules464 ௅ § 111(e). It was not clear if this requirement will apply to upcoming annual 

proxies or only after regulations have been issued. However, a letter requesting clarification on timing 
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was submitted to the SEC,465 which issued guidance on February 26, 2009 confirming a say-on-pay 

vote is required this year.  

ix. § 111(b)(4) constitutes a further provision related to CG, in particular corporate compliance. 

According to that, the CEO and CFO of each TARP recipient must provide written certification of 

compliance with Section 111 of EESA. Public firms provide the certification to the SEC together with 

their annual filings, and non-public firms give the certification to Treasury ௅ §111(b)(4). It is again not 

clear whether the public company certification may be required in the forthcoming proxy statement or 

annual report on Form 10-K.466 TARP recipients should, as a consequence, think what types of internal 

mechanics can be implemented to maintain these certifications. 

x. As mentioned above, §111(b)(1)(B) states that, during the TARP period, each TARP recipient will 

be subject to the provisions of section 162(m)(5) of the Code ―as applicable.‖ The latter averts a tax 

deduction for compensation of more than $500,000 paid to any SEO by a company, selling more than 

$300 m of assets through their participation in the TARP auction purchase program.467 Taking into 

account the turn of approaches by the US Treasury since EESA was initially passed from ‗purchases of 

troubled assets themselves‘ to ‗direct investment in equity‘ of banks, it is unclear whether the ARRA 

means to expand the application of section 162(m)(5) to TARP recipients in current TARP programs 

not involving auction purchases.468 Hence, it could be read to pick up TARP recipients of over $300 m 

in any type of financial aid under TARP. 

xi. Finally, wider provisions intend to shape better compensation programs. § 111(b)(2) in connection 

with § 111 (3)(A) want to set up limits on compensation in order to eliminate incentives that encourage 

unwarranted risk taking.469 According to § 111(b)(3)(E), companies under TARP assistance are 

required to prohibit compensation programs that encourage the manipulation of reported earnings in 

order to enhance the compensation of any employee. 

xii. Summary 

TARP, ARRA and related regulations are covering a large number of above-mentioned CG 

recommendations regarding executive compensation.470 Specifically that boards, SEOs and high rank 

officers implement considerations on bonuses, incentive compensation, retention and departure 

awards; on whether remuneration generates unnecessary risk; on ―claw-backs‖ of pay for financial 

misstatements. CEOs also have to certify the firm‘s compliance with the new approach, which is 

coupled with policies on luxury expenditures, and a few disclosure standards. 
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Finally, the US legislation from February 2009 dealing with excessive compensation is more about 

procedure than about substance,471 and ―does not impose any cap on the total pay, rather only influence 

its form,‖472 while giving most companies a large scope of self-government.473 Nevertheless, recent 

events, such as the unprecedented AIG debacle and the following legislation, as well as further bill 

proposals, are already calling for stricter rules on executive compensation.   

 

c. The AIG Debacle: Following and Proposed Legislation  

Four bills are predicting possible future legislative efforts that may ultimately have unhelpful effects 

on several companies, even beyond the financial industry.474
 

i. AIG  

As mentioned above, AIG received $170 bn in taxpayer bailouts, while at the same time declaring that 

it already paid total compensation bonuses up to $1.2 bn.475 Shortly after the announcement, on March 

19, 2009, the House of Representatives quickly approved a bill (H.R. 1586) imposing income tax on 

bonuses paid in, or after, January 1, 2009, to employees or former employees of covered TARP 

recipients at a rate of 90% ௅ Section 1(a), (b) H.R. 1586. ―The bill contains retention payments, 

incentive payments and other bonuses that are in addition to amounts payable at a regular periodic rate 

for services performed.‖476 According to Section 1(c)(1) H.R. 1586, the term ‗covered TARP 

recipient‘ includes ―entities that received capital infusions under EESA in the aggregate exceeding $5 

bn and their affiliates ௅ Fannie Mae, Freddie Mac and their affiliates ௅ and any partnership if more 

than 50% of the capital or profits interests of the partnership are owned (directly or indirectly) by 

entities mentioned above.‖477 A repayment of outstanding TARP amounts or the return of bonuses paid 

will prevent the imposed tax, Section 1(c)(2) H.R. 1586.  

The ―AIG bonus tax,‖ as it was labeled in the media,478 is widely criticised for its ―potential long-term 

dangers inborn in the government dictating details of private sector pay practices and retroactively 

invalidating binding contracts through confiscatory taxing of a targeted group.‖479 According to 
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Heineman (2009), ―H.R. 1586 is nonsensical as a matter of policy,‖ since it ―undermines the 

credibility of public regulation and the importance of sound policy responses to the crisis.‖480  

In particular, criticism of H.R. 1586 on constitutional grounds refers to the following sections of the 

U.S. Constitution:481 First, the Bill of Attainder Clause of Art.I, Sec.9 forbids ―legislative acts [...] that 

apply to [...] easily ascertainable members of a group in a way as to inflict punishment on them 

without a judicial trial.‖ Since this clause requires the naming of a small group of individuals, the class 

of financial executives affected by the legislation under consideration ―is too large to fit reasonably 

into that category.‖ 482 Second, the Ex Post Facto Clause of Art.I, Sec.9 prohibits laws that ―in effect 

impose a penalty or the deprivation of a right which, when done, was lawful.‖ However, this clause 

has been held to cover only criminal laws, not taxes.483 Third, the Contracts Clause of Art.I, Sec.10 

forbids states to pass any law ―impairing the Obligation of Contracts.‖ This argument was disposed, as 

its own terms apply only to state government actions, not federal power.484 Finally, the Due Process 

Clause of the Fifth Amendment protects individuals from federal deprivation of ―life, liberty, or 

property, without due process of law.‖ Nevertheless, such a claim would be unlikely to prevail due to 

the traditional judicial understanding of that clause and to the fact that it is not clear whether contract 

rights would be held as a species of property, or whether taxes count as a taking of private property.485  

ii. Further Legislation 

Further legislative efforts were proposed and fitted into the current public and legislative ―activism:‖486 

First, another recently introduced tax bill (S.651), the so-called ―Compensation Fairness Act of 2009,‖ 

wants to amend the Internal Revenue Code of 1986 to impose an excise tax of 70% on excessive 

bonuses paid by companies receiving TARP assistance ௅ Section 2(e)(1)(B), (C) S.651. It also limits 

deferred remuneration generally to $1 m per year488 ௅ Section 3(a)(5)(A) S.651.  

Second, H.R. 1664 or ―Pay for Performance Act was proposed to amend ARRA and was passed by the 

House Committee on Financial Services on March 25, 2009.‖489 Most importantly, it would delete the 

exemption for binding contracts from ARRA‘s prohibition on bonuses payable to SEOs and the top 20 

most highly-compensated employees ௅ §111(b)(3)(D)(iii)490. H.R. 1664 adds prohibitions on executive 
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compensation that are not based on performance standards and requires TARP recipients to report the 

number of employees receiving a certain amount of total compensation ௅ §111(e).  

Finally, H.R. 1575 would have given the Attorney General express authority to review any 

employment contract made by a ―recipient entity,‖ and to seek recovery of amounts paid under such 

contracts and to limit the amounts that can be paid under following contracts.491  

iii. Negative Implications 

While these legislative efforts were proposed to deal with the crisis and its roots, they are also likely to 

be accompanied by unplanned and harmful implications to employers and employees. 

First, there is concern that none of the four recently proposed bills will provide an exemption for 

existing binding compensation contracts492. As mentioned above, the ARRA provision § 

111(b)(3)(D)(iii) is limiting ―incentive compensation to no more than one third of the total 

compensation and has an exemption for binding contracts in existence prior to its enactment.‖493 The 

four recent bills, in contrast, have no such exemption; moreover, H.R. 1664 would purposely reverse 

the ARRA provision for TARP recipients‘ contractual arrangements.  

Second, a number of institutions might be deterred from participating in future economic recovery 

efforts because of the fear that Congress will change the rules at a future date.494  

Third, critics state that the ―extensively expanded scope‖ of the new remuneration rules and the 

considerable flexibility and power granted to the Treasury Secretary in applying the restrictions to 

serve ―the public interest,‖ might also lead to recruitment and retention challenges for TARP 

recipients.495 As already above, limitations on compensation programs may cause some employees to 

seek employment in smaller unregulated or foreign companies that have escaped the worst of the 

ongoing turmoil. Others, in contrast, claim that the ―run away of human capital‖ from the most 

battered entities is an exaggerated scenario, and talented managers will be reluctant to seek other 

employment opportunities.496 Additionally, TARP recipients are allowed to compensate executives 

with unlimited amounts in restricted stock that can be cashed out after the government is paid back497. 

This, however, constitutes a fourth concern, since encouraging TARP recipients to repay TARP 

obligations as soon as they can works against its own primary purpose of providing stability to the 

financial market and aiding the ‗credit freeze.‘498  
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 d. Summing up 

On the one hand TARP, ARRA and related regulations enacted at the beginning of this year are mainly 

procedural, giving most companies a large scope of self-government. On the other hand, the 

controversial ―AIG bonus tax‖ and other proposed laws are predicting the danger of overregulation, 

since they raise concerns about unintended implications, such as breaches of binding contracts, drain 

of human capital and other deterring effects. Restrictions and provisions dealing with core CG issues 

and stipulating details of ‗private sector pay practices‘ may have negative consequences in the long-

run for a large number of companies even beyond the financial sector. 

 

2. Other Government Interventions 

Despite the fact that several failures in regulation causing the GFC and despite the current danger of 

overregulation, e.g. in the case of executive compensation, there is, after all, no doubt that immediate 

action by governments has to be taken in order to cope with a crisis of such enormity.499 Otherwise, 

―harsh consequences for the financial system and the global economy are unavoidable.‖500 Due to the 

dimension of the subprime and following GFC, governments seem to be the only actors, which can 

achieve a major impact from their interventions.501 While the specific course of government 

intervention and fiscal policy is subject to ongoing debate and while it differs between countries, the 

next section focuses mainly on the design of short-term government intervention, which generally aims 

at stabilizing the financial system.502  

 

a. The Role of Central Banks 

Central banks responded quickly and massively to the subprime credit crises and the GFC. Interest 

rates were eased in rapid steps to historical all time lows of 0௅0.25% in the US, 0.5% in the UK, and 

1.5% in the euro area between the end of 2008 and March 2009.503. As soon as typical refinancing 

tools proved inadequate, central banks expanded their set of instruments: First, in the wake of Bear 

Stearns‘ collapse in March 2008, the Fed established the ―Primary Dealer Credit Facility and the Term 

Securities Lending Facility, allowing financially troubled primary dealers to borrow from the Fed 

against illiquid collateral.‖504 Comparable discount windows were set up by the ECB.505 However, this 
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could neither reduce the risk of fire-sales of assets, nor prevent further large collapses of financial 

institutions.506 Considering the roots of the GFC in the subprime market, the trust in collaterals has 

naturally disappeared.507 Second, the Fed tried to support loans to consumers and small businesses 

through direct purchases of commercial papers,508 asset-backed securities, and other money market 

instruments.509 This included acquiring debt of the housing-related GSEs Fannie Mae, Freddie Mac 

and Ginnie Mae, as well as long-term Treasury securities.510 As a consequence, the Fed and other 

central banks were not only asked to intervene directly by means of large bailouts,511 but have also 

become the residual supplier of capital to insolvent institutions. It was therefore claimed that ―several 

central banks have lost their independence and become de facto government agencies.‖512
 In addition, 

some companies might not only be ―too big to fail‖ but also ―too big to save:‖ 513 A systematic 

interconnected global company might be located in a rather small country and has reached such 

enormous size that rescue plans are beyond the capacity of one central bank or fiscal authority.514  

In such cases a coordinated international assistance is ―urgently‖ required.515 As to Jean-Claude 

Trichet, president of the ECB, central banks must overcome their differences516 and base their 

universal purpose of economic stability on common fundamental principles.517  

 

b. The Role of the State and Rescue Packages 

As a rule, ―lack of confidence keeps the level of transactions low, and low liquidity will further 

exacerbate price discovery and undermine trust.‖518 In this case, efforts of central banks are not 

sufficient to ―break the vicious cycle.‖519 Hence, when the crisis deepened, governments intervened 

with their resources:520 US taxpayers are suffering the most and have to pay $9.7 trillion in bailout 
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packages and rescue plans; European countries will spend about $2.5 trillion, while the total amount 

goes up to $14.5 trillion.521  

i. In general, two opposite effects have to be taken into account:  

First, governments acting as lenders of last resort create lesser incentives for financial institutions to 

implement sound ERM systems (moral hazard).522 Moreover, the granting of bailouts interrupts the 

market mechanism of bankruptcy. The latter makes sure that only those financial institutions that have 

implemented proper ERM and related assessment systems will survive.523 Other companies with 

insufficient financial precautions should fail in order to serve the ―allocational efficiency of the 

financial market.‖524 Thus, governments should rescue financial institutions only if bankruptcy costs 

are above the costs of the bailout. Banks are illiquid but solvent, or of systemic relevance, and should 

link those efforts with some ex ante regulation and (long-term) costs for the troubled company.525 

Otherwise, bailouts could encourage companies to take them as a ―gratis source of funding.‖526  

Second, a deterring effect has the ―stigmatisation‖ of companies engaging in government assistance 

programs.‖527 Those companies face the risk of being penalized by depositors with bank runs, by 

markets through the bidding down of share prices, and may therefore cause what the action was meant 

to prevent. While such stigmatisation cannot be entirely avoided, governments can reduce this 

distortion of incentives, for example, through the creation of ―attractive assistance programs‖, so that 

accepting government help may look as if firms were taking a ―good business opportunity‖.528 

ii. Therefore, an adequate design of rescue packages or bailout programs seems to be of particular 

importance. Possible methods of government intervention are: 

First, the government can assist banks through purchasing their ‗toxic‘ assets.529. Since the current 

market value of these assets is far below their economic value, only those financial institutions with 
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major liquidity problems will be eager to sell their assets.530 Another advantage is that the government 

itself can profit from the anticipated higher value of these assets in the future.531  

However, measures involve distributional effects as they typically shift resources from taxpayers to 

shareholders.532 In particular, asset purchases face the dilemma of price discovery: On the one hand, if 

the price paid for toxic assets is high enough to stabilise the banks‘ balance sheets, then this ―overpay‖ 

might be against the taxpayer‘s interest.533 On the other hand, serving the taxpayer‘s interest, i.e. 

buying assets at a very low level, could force the companies into further write-downs and leave them 

too little capitalised.534 Apart from the problem of price discovery, the scale and the localization of 

losses and toxic assets is widely unknown. In addition, even if a full disclosure of losses were to be 

possible, continuously falling asset prices and economic activity might entail the company‘s 

immediate bankruptcy.535  

A second method of using the funds of a financial assistance program are equity injections. By the end 

of February 2009, the US government had injected $250 bn into its troubled companies. In Europe, 

financial assistance was of a similar extent, with the largest payment in Germany (up to €133bn), the 

Netherlands (up to €49 bn) and the United Kingdom (£37 bn).536  

The beneficial effects of asset purchases are indirect and proportionately smaller than direct capital 

injections, whereas the latter is insufficient alone. This is due to the fact that ‗asset price falls‘ destroy 

capital faster than it can be generated. Hence, the combination of asset purchases in connection with 

equity injections are considered as a method to stop asset price falls and to break off the vicious circle 

of ―losses generating further asset sales generating further losses.‖537  

Finally, government guaranteed debt issuance programs are supposed to restore trust and to reduce the 

risks of speculations against the bank.538 With the aim of  preventing moral hazard, ―such guarantees 

should be issued against fees or other conditions and be complemented with capital injections rather 

than guarantees alone.‖539 Taking into account the problem of ―too big to save,‖ guarantees are an 

effective tool to set up in advance in order to maintain confidence in the market and prevent bank runs 

or even further crises.  
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iii. In sum, the design of a government rescue package for the financial system is very complex and 

―far from being resolved.‖540 It largely depends on its objectives: the stabilisation of the financial 

market via recapitalisation, the defence of taxpayer interests, and the evaluation of management 

performance, etc. Unfortunately, some of these objectives are counterproductive, such as 

recapitalisation and tax payer protection. Besides this distributional effect, rescue packages can 

produce costs through the misallocations of capital, the distortion of incentives and through moral 

hazard risks.  

Although costs related to bankruptcies are hard to measure, rescue packages should contain a proper 

combination of intervention methods and avoid principal-agent conflicts such as moral hazard. The 

latter can be reduced through ex ante regulation and costs for aid recipients. Finally, rescue packages 

should only be given to companies which are illiquid but solvent, or of systemic relevance.541  

 

c. Critics 

i. Since diagnosing the roots of the GFC is complex and naturally controversial, the same holds for 

determining what type of crisis management is adequate. Critics claim that recent government 

interventions have ―prolonged or even worsened the crisis in the US.‖542  

A basis for several conclusions was the measure between three-month LIBOR and corresponding 

three-month overnight Index Swap (OIS), both of which describe unsecured interbank loan rates.543 

Put simply, the difference or the ―spread‖ between LIBOR and OIS is an important measure of risk 

and liquidity in the money market, i.e. financial stress, and an indicator of the effects of monetary 

policies on the economy.544 Given what was stated above, it can be observed that the financial crisis 

became severe on August 9 and 10, 2007, when money-market interest rates rose significantly; and 

interest rate spreads, such as LIBOR-OIS, leaped to exceptionally high levels (Chart VII). To reduce 

this spread, became a key issue of monetary policy.  
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As a result, to identify the cause of this sudden spread was essential in determining the type of policy 

response:545 If liquidity was lacking, appropriate measures would provide more liquidity by opening 

new windows or facilities, or by making borrowing easier through the Fed discount window. If 

counterparty risk causing the spread in money-market interest rates, then a direct focus on the quality 

and transparency of the financial institutions‘ balance sheets would be necessary.546  

In order to measure risks in the financial market, an empirical study by Taylor (2009) utilized the 

LIBOR-OIS spread in correlation with other spreads, to finally conclude that liquidity was not the 

main cause of the financial crisis (Chart VII),547 rather it was a counterparty risk. According to Taylor, 

this was initially misunderstood by policy makers. Three examples of government intervention are 

cited that did not address the problem of counterparty risk but had unintended consequences and 

therefore prolonged the crisis:548 
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First, the Fed established the Term Auction Facility (TAF) in December 2007, in order to ease interest 

rate spreads in the money markets and enhance the flow of credit.549 Through these new and other 

similar facilities, financial institutions could request directly money from the Fed, without using 

discount windows. Nevertheless, the correlation between funds provided by the Fed and the LIBOR-

OIS spread during a certain period of time indicates that TAF and related efforts are largely 

ineffective.550 One major reason for that was the rise of counterparty risk, rather than liquidity.551 

A second early government response was EESA.552 The main purpose of this package was to grant 

over $100 bn to individuals and families to boost consumption and the economy.553 However, 

consumers spent only little, and the economy was not jump-started. One explanation offers the income 

theory by Friedman (1953), claiming that temporary, unlike permanent, increases in income do not 

lead to considerable increases in consumption.554  

A third recent policy response was the sharp cut of Fed fund rates to 2% in April 2008 from 5.25% in 

August 2007.555 Whilst ―loose monetary policy‖ of the early 2000s was already examined as a failure 

of regulation, which had led to the crisis, recent Fed rate cuts are criticised for ―having increased the 

oil and other commodity prices and so prolonged the financial turmoil.‖556 One argument is that during 

the first year of the financial meltdown oil prices doubled from about $70 per barrel in August 2007 to 

over $140 in July 2008.557 In addition, a number of empirical studies provide economic evidence of the 

relationship between interest rates and oil prices.558  

Finally, it is to sum that misdiagnosing the problems in the bank credit markets towards liquidity rather 

than risk resulted in improper government responses and prolonged the crisis. However, this view is 

has witnessed critcism too,559 and the underlying research preliminary.560 Fiscal and monetary actions 

also largely depend on the state‘s public finances and economic structure.561 Further theoretical and 

empirical research is required to fully understand the complex monetary and fiscal interactions before 

and during the crisis.  
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ii. After a year of these interventions, the crisis abruptly worsened in September and October 2008, 

becoming a global financial crisis.562 Particularly in the US, the severe credit crunch hit an economy 

already suffering from the high oil price and from collapsing housing prices. Many experts claim that 

the reason for this worsening was the government‘s decision not to prevent the bankruptcy of Lehman 

Brothers,563 whereas others identify the ‗lack of clarity‘ in the US government‘s bailout program 

(TARP) and in related problems of uncertainty as the sources of a rapid public loss of confidence 

during this period.564  

iii. Another unexpected policy intervention during this crisis was the suspension of short-selling in a 

number of countries.565 Australia, for example, was the only developed economy that continued to 

enforce its ban on covered short-selling of financial stocks for eight month, until the Securities & 

Investments Commission lifted it on 25 May, 2009.566 In the US, the SEC introduced a ban on naked 

short-selling,567 in order to restore market confidence and prevent further declines in companies.568  

While such a rule can be justified in the case of ―predatory trading‖ or ―severe market stress,‖569 it 

entails a number of unintended consequences and eliminates advantages of short-selling, such as 

providing liquidity and better price discovery.570 Other effects are the curtailment of legitimate short-

selling in addition to naked short-selling, and most of all, the ban led to heavy losses for hedge funds 

and therefore to reduced liquidity, which in turn resulted in increased market volatility.571 Hence, the 

suspension of short-selling should be dismissed in most cases.  

 

3. Summing up 

Based on these considerations, a large number of methods and policies are advisable in order to 

respond to the GFC: Companies ‗too big to fail‘ and ‗too big to save‘ need coordinated international 

assistance by independent central banks and fiscal authorities; stigmatisation of companies in 

government rescue programs should be averted for the sake of stability; rescue packages should 
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contain a proper combination of intervention methods, avoid moral hazards through ex ante regulation 

and cost, and should only be given to companies that are illiquid but solvent, or of systemic relevance.  

While government intervention is necessary to manage the GFC, many critics have already revealed 

shortcomings that prolonged the crisis and predicted further imprudent regulation and policies: 

Misdiagnosing the problems in the bank credit markets towards liquidity rather than risk resulted in 

improper government responses and prolonged the crisis; uncertainty about government interventions 

is a large contributor to the harsh public loss of confidence during this period; other ad hoc measures, 

like suspension of short-selling, reduced liquidity, which in turn ended in increased market volatility.  

Nevertheless, fiscal and monetary actions largely depend on the state‘s economic structure, and further 

research is required. In any case, future interventions should only be taken on the basis of appropriate 

diagnoses of the roots of the problem and its rationale postulated to the public in clear terms, both in 

order to maintain or restore confidence and to avoid uncertainty.   

By taking into account the previous considerations, governments should first of all correct important 

regulatory failures that caused the GFC, instead of adopting new incisive regulations or imprudent 

markets interventions. However, careful policy responses are required in particular to manage the 

crisis. Companies, and especially their boards, should review their attempts to align managers with 

shareholders‘ interest, and reassess their risk oversight systems. A proper and swift reaction by 

companies to correct their failures will reduce the likelihood of future crises and might also avoid 

lawsuits and a situation where governments are trying to regulate the core issues of the private sector. 
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D. Balance: Self-Regulation and Government Regulation 

After having shown that both failures in CG and government regulation caused the GFC, I examined 

related responses, notably by the board of directors and the US government. Facing these failures and 

the danger of further over- and imprudent regulation, it is important to reconsider the roles of self- and 

government regulation. To find the perfect balance between these two types of regulation, however, is 

beyond the scope of this paper, and can probably never be fully achieved. Nevertheless, the last 

chapter establishes a chain of reasoning that mainly refers to the findings of this paper, and is 

complemented with considerations about the special nature of the financial sector and the future role of 

government regulation. 

 

I. The Role of Self-Regulation 

To begin with, we found that self-regulation is generally seen as more cost-effective and preferable to 

government regulation.572 However, it was stated that ―the greater the external consequences of an 

industrial practice, the less acceptable self-regulation becomes.‖573 The underlying fear is the danger of 

contagion and systematic risk:The World Bank provides a broad definition, saying that contagion is 

the cross-country transmission of shocks or the general cross-country spillover effects.574 It refers to 

the idea that ―financial crises may spread from one institution or country to another.‖575 Systemic risk 

refers generally to the risk or probability of breakdowns or losses in an entire system;576 for instance, 

when the failure of one particular financial institution threatens the stability of many other 

institutions.577
  

 

1. According to that, the special nature of the financial sector is particularly important. The banking 

industry traditionally handled both the payment-savings and the investment processes.578 Failure of 

individual firms in the depositary industry may lead to widespread deposit runs that could overflow to 

other depositary firms. Modern developments, like the rise in interbank lending and various money 

market operations largely facilitated by advancements in information technology, have also added to 

the ‗contagion problem‘. Furthermore, there has consequently been a constant rise in the entwinement 
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of banks not just with their customers but with other intermediaries as well. Therefore, the failure of a 

systemic relevant bank or even the failure of a smaller financial institution might have far-reaching 

consequences for the whole financial system.579 

Cases in point are not only past crises, but in particular today‘s GFC has shown that the financial 

sector has become even more complex, interconnected and diversified: Business models, such as the 

OTD Model or the securitisation process, changed risk into a tradable bond, which could be bundled in 

SIVs, sliced, diced into CDOs, re-bundled, for example, into CDO-squares, and then put up for further 

sale. Other banks provided insurance for these CDO slices and complex financial products, so called 

derivates or CDSs. All of these efforts created a complex and highly dynamic environment, far above 

the understanding of credit agencies, boards and even bankers themselves. As credit risk transfer 

instruments, like the CDSs, passed between participants all over the world, the network chain 

lengthened, and the financial sector became more diversified and interconnected.580 While the process 

of risk distribution is desirable, it naturally does not eliminate risk.581 The housing bust, the subprime 

debacle and the following GFC are exemplary.  

Insofar, we can state that contagion effect and systematic risks in the financial sector are enormous not 

only in principle but also with respect to the current GFC. Financial markets are too complex, 

interconnected, diversified and, first and foremost, too important for the whole system as to be entirely 

unregulated or left in the hand of SROs only.   

 

2. The rationale of self-regulation is therefore widely doomed in the public debate. This paper 

underpinned the case against self-regulation by revealing the inability of companies and CG 

mechanisms to make use of the freedom given to them by the emphasis of self-regulation; additionally, 

the need for government intervention in crisis management was also emphasized:582 

a. CG did not serve its purpose to safeguard against excessive risk taking in a number of financial 

institutions, especially because the boards were unable to effectively manage the risks and are 

therefore blameworthy of inadequate risk oversight. 

b. Information about exposure in a number of cases did not reach the board and even senior levels of 

management. Transmission of information through effective channels often failed. 

c. The culture of investment banking led to lesser standing and status of risk managers in contrast to 

people from a sales background; that indicates again the underestimation of risk. 
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d. Furthermore, the financial turmoil has unveil rigorous failings regarding both internal management 

and the function of directors in supervising ERM: Lack of understanding the risk inherent in business 

models and financial instruments as well as of balance sheet growth and liquidity needs; boards were 

short of control mechanisms to oversee their risk appetite and failed to take appropriate steps to control 

or mitigate those risks; in some cases directors agreed a business strategy, but then did not set up 

proper metrics to watch its functioning.  

e. Notwithstanding different views and findings regarding the precise extent of compensation failures, 

it is consent that excessive risk-taking by some financial firms was boosted by improperly designed 

incentive-based compensation, generally based on a missing link between pay and performance.  

f. According to the directors‘ fiduciary duties, such as duty of care and duty of loyalty, boards have a 

clear role of supervising company strategy and ERM, as well as make sure that proper ERM are 

established. While the business judgment rule is still on hand, not only have most companies adopted 

measures to protect their directors, but courts are also giving considerable deference to boards in 

financially stressful situations. However, deference is not without limit, as three recent US cases have 

shown.   

 

3. Notwithstanding the special nature of the financial market, the revealed failures in CG, and the need 

for government intervention in crisis management, further findings and conclusions that can be drawn 

from this paper still provide a number of arguments supporting the role of self-regulation in the 

financial market: 

a. Not only failures in CG, but also a number of imprudent regulations have caused the GFC. Over the 

last years and decades, several residential, tax, finance and monetary policies pursued by the US and 

other countries, as well as important banking regulations on an international level, are straight involved 

in the rise of a housing bubble, a decrease in the consistency of mortgages, and a cutback of home 

equity and bank capital that would have shielded the financial system in the event of a collapse of the 

bubble and the following global consequences.  

b. In addition to those regulatory failures ex ante, recent government interventions and propositions 

predict the danger of overregulation and the implementation of further imprudent policies.  

At first, executive compensation is a core CG issue that is now subject to a number of regulatory 

responses, especially in the US. On the one hand, TARP, ARRA and related regulation from the 

beginning of this year are mainly procedural, giving most companies a large scope of self-government. 

On the other hand, not only the controversial ―AIG bonus tax,‖ but also several proposed laws are 

predicting the danger of overregulation. There are concerns about unintended consequences in the 
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long-term for a large number of companies, even beyond the financial industry, such as breaches of 

binding contracts, drain of human capital and other deterring effects.  

Second, many critics have already revealed shortcomings in recent government interventions that 

prolonged the crisis and predict further imprudent regulation and policies: Misdiagnosing the problems 

in the bank credit markets towards liquidity rather than risk, resulted in improper government 

responses and prolonged the crisis; uncertainty about government intervention is the sources for a 

rapid public loss of confidence during this period; other ad hoc measures, like the suspension of short-

selling reduced liquidity, which in turn ended in increased market volatility.  

c. Furthermore, companies and notably the board of directors do have the capacity to correct revealed 

failures in CG. The careful implementation of sound CG systems also contributes to the prevention of 

future crises and avoids the need for government regulation. The following considerations should be 

taken into account: 

First, the transmission of information and effective ERM can be promoted by the establishment of an 

ERM committee and a CRO position with reporting relationship. Second, stress testing is an effective 

ERM tool that improves decision-making and reduces undesirable consequences of worst case 

scenarios. Third, CEO-COB duality is associated with enhanced power over corporate decision-

making and is therefore only advisable on rare occasions. Fourth, a limited board size as well as a 

considerable degree of board independence is generally desirable, but not a panacea. More 

importantly, internal complex firms, such as financial institutions, require specific business knowledge 

by insiders, business experts and support specialists. Boards must understand the company‘s business 

strategy from a forward-looking perspective. Finally, executive compensation is a highly complex 

issue of individual firms and a core responsibility of the board and its committees. In order to create 

remuneration programs which grant sustainable, long-term wealth for all shareholders, they should 

consider a number of important factors: company‘s and managers‘ objectives, overall fairness, 

disclosure, integration of ERM, claw-back provisions, golden parachutes and shareholder say, as well 

as the use of available measurement tools and metrics, such as OCF, CFROI or forms of stress testing. 

d. Besides the efforts made by boards, many industry initiatives are already underway to improve the 

current situation, mainly through enhancing transparency and restoring trust; for instance, a European 

industry working group has compiled the ―Industry Good Practice Guidelines.‖583 This aims ―to 

achieve sound, consistent and appropriately granular implementation of the Basel II requirements and 

to enhance clarity and comparability of disclosure by means of a robust and comprehensive disclosure 

of securitisation-related risks.‖584 Finally, claims ―were made against the pro-cyclicality of mark-to-
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market or fair value accounting rules and their effect on financial institutions‘ balance sheets.‖585 In 

order to enhance transparency, the International Accounting Standards Board (IASB) is also working 

out new rules for off-balance sheet assets.586
 

e. In sum, the role of self-regulation is mainly based on the large number of failures in government 

regulation that have not only caused the GFC, but already predict the danger of over- and imprudent 

regulation likewise. Furthermore, SROs and notably the board can and should improve identified 

weaknesses through several measures, such as proper board composition, limitations in board size, 

CEO-COB duality, proper use of ERM tools and the design of executive compensation. Above all, not 

only independence but sector-specific knowledge of directors is most important in establishing a sound 

internal CG mechanism. Since the stability of firms and markets are essential elements for maintaining 

macroeconomic stability, governance of these companies is apparently the most important factor 

towards achieving this goal. This is complemented by another advantage of self-regulation, namely the 

integration of important sector-specific knowledge of those involved in the industry. Finally, a number 

of industry initiatives are underway to rebuild investor and public confidence in the financial markets. 
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II. The Role of Government Regulation  

We also found that government regulation is necessary, mainly due to the special nature of the 

financial market in general, but also due to the need for effective crisis management. The last chapter 

outlines the role of government regulation in both short-term government intervention and in long-

term measures.  

 

1. There can be no doubt that immediate action has to be taken in order to cope with a crisis of such 

enormity. A number of methods and policies are advisable in order to respond to the GFC: Companies 

‗too big to fail‘ and ‗too big to save‘ need coordinated international assistance by independent central 

banks and fiscal authorities; stigmatisation of companies in government rescue programs should be 

averted for the sake of stability; rescue packages should contain a proper combination of intervention 

methods, avoid moral hazards through ex ante regulation and long-term cost, and should only be given 

to companies which are illiquid but solvent, or of systemic relevance. Finally, future interventions 

should be made on the basis of appropriate diagnoses of the root problems and its rationale postulated 

to the public in clear terms, both in order to maintain or restore confidence and to avoid uncertainty.   

 

2. Alongside these immediate interventions, governments should a priori pursue the correction of 

existing regulatory failures, rather than adopting new regulation. This would tackle the roots of the 

current GFC and reduce the danger of over- and imprudent government regulation. First, the US and 

other countries should improve the quality of mortgages through enhancing underwriting standards and 

the requirement of proper home equity and bank capital. Second, deductibility of equity and 

commercial loans should be adjusted. Third, governments should return to the set of principles for 

setting monetary policy and interest rates that historically worked well (Taylor Rule). Fourth, 

regulation should at least require a penalty for the right of refinancing homes or a change in laws 

towards rights of recourse in certain circumstances of default. Finally, the Basel committee should 

increase capital requirements for banks through enhancing minimum rations of capital to risk-weighted 

assets.   

 

3. These measures must be reconciled with medium- and long-term reforms of the global regulatory 

environment. Future regulation must have the general objective of strengthening the financial system 

and should rely on principles rather than drawing up long lists of discretionary measures that are 

necessarily incomplete.587 Reforms are naturally facing numerous trade-offs, such as between stability 

and growth, competition and innovation, or evidently the balance between self- and government 
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regulation. Taking into account the great diversity of these dimensions and recommendations dealing 

with future regulations,588 this section focuses on three important principles: transparency, risk control, 

and international cooperation. All of them require a role for government and self-regulation in the 

financial sector.   

a. First, transparency is fundamental in any system that relies on confidence. Reforms should increase 

transparency in financial reporting, disclosure and financial products. This would reduce uncertainty 

about the assessment of credit risk and therefore maintain trust and stability. The role of government 

regulation is likely the creation of mandatory rules, since firms are rarely willing to disclose 

voluntarily.589 However, overly tight rules may hurt a firm‘s competitive position.590 Additionally, it is 

noteworthy that competitive pressures will force financial institutions to overcome those restrictions 

(regulatory arbitrage).591 A case in point is the creation of SIVs to avoid Basel I capital requirements. 

Other component in the transparency area are the standardization of disclosure and reporting rules and 

also improvements in market-to-market or fair value accounting.592 Since these issues belong to the 

responsibility of CG in the first place (e.g. disclosure of executive compensation programs, say on pay 

vote), companies should create transparent and standardized disclosure, reporting and accounting rules 

to avoid discretionary government regulation.  

b. Second, invigorated regulation should also watch risks across the financial system, reduce 

dependence on improper risks in financing, and avoid disproportionate risk-taking.593 In order to do so, 

the G-20 decided that the FSB should collaborate with the IMF to provide early warnings of 

macroeconomic and financial risks and related actions needed to address them.594. Elements of such an 

authority‘s mission may include ―(1) monitoring large or fast-increasing exposures, such as to 

subprime mortgages, across companies and markets; (2) assessing the potential for deficiencies in 

evolving risk-management practices; (3) the analysis of exposures between highly interconnected 

institutions; and (4) the identification of regulatory loopholes.‖595  

Furthermore, a main characteristic of the GFC was the realisation of counterparty and contagion risks, 

particularly where investment banking is mingled with commercial banking.596 Their business model 

helped investment banks to become extremely big companies, and thus in some cases too 
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interconnected to fail. However, banks should fail, inter alia, in order to serve the ―allocational 

efficiency of the financial market,‖ and to avoid moral hazard.597 Hence, there are proposals to 

disconnect a bank‘s investment activities from its derivatives‘ counterparty activities,598 for example 

through ‗fencing in‘ strategies for banks to guard and divide them from the more dangerous investment 

banking industry.599  

Finally, a new regulatory framework should ―more actively promote assessing and reviewing the 

quality and impact of (new) regulations.‖600 In this context, the role of CG and notably of the board 

towards the implementation of proper ERM systems was examined and is most important, not only in 

times of crisis but even more so in smooth times when risks are less obvious.601 

c. Third, the probability of future crises can be lowered by promoting international cooperation. The 

underlying concern is that financial markets have grown internationally, while regulation remains 

domestic. Governments and central banks need to advance and implement cross-border standards for 

prudential supervision and regulation of financial institutions. Presented cooperation between FSA and 

IMF, as well as the idea of a ―single overarching regulator for prudential standards across all financial 

institutions (the so-called ‗twin peaks‘ model used in Australia), could be a starting point.‖602 

Supporters of an international framework emphasize the lower risk of unilateral action, which could be 

detrimental to competition. Furthermore, cooperation would be essential to guarantee a smooth exit 

from actions taken during crises management, to get a more robust financial market, as well as to set 

up mechanisms in order to increase market resilience to shocks603.    

Critics, however, state that government entanglement in financial markets is ―dangerous‖ and may 

only provide an ―illusion of safety.‖ 604 Considering well-known regulatory failures before and during 

the crisis, I would like to cite the G-20 approach stating that ―we [G-20] each agree to ensure that our 

domestic regulatory systems are strong, but we also agree to establish the much greater consistency 

and systematic cooperation between countries, and the framework of internationally agreed high 

standards, that a global financial system requires.‖605 However, the exact definition of ―high standards‖ 

is naturally the crux of the matter.  
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