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I Introduction

The global financial crisis called into question the role of the board in curbing risk-

taking in banks. Several reports have highlighted that excessive risk-taking in banks

stemmed from the failure of board of directors in appreciating the risks taken by their

banks and the related lack of challenge within the boardroom.1 For instance, the UNC-

TAD report on “Corporate governance in the wake of the financial crisis” mentions as a

key message: “...reform efforts (in financial institutions) should focus on positioning risk

management as a key board responsibility.” Walker (2009) mentions that “board-level

engagement in risk oversight should be materially increased, with particular attention to

the monitoring of risk and discussion leading to decisions on the entity’s risk appetite

and tolerance.”

Failure of risk management by bank boards can occur when board members lack

the expertise or the incentives to understand the bank’s risk (Mehran, Morrison, and

Shapiro (2011)). Failure can also occur when risk related topics do not get sufficient

attention in board meetings, either due to members of the board not allocating enough

time to risk oversight or because matters relating to regulation and compliance consume

a significant portion of board time. Prior academic research has mostly concentrated on

how board structure affects bank risk-taking (see Mehran, Morrison, and Shapiro (2011)

for a comprehensive review). However, board conduct and its relationship to risk-taking

by banks has not received much attention. In this paper, we attempt to fill this gap by

examining if bank boards and their committees focus adequately on risk. We use a unique

dataset comprised of minutes of board meetings and board-level committee meetings of

29 Indian banks to study this important question.

Compared to American firms, where the minutes are subject to scrutiny by legal ex-

perts (Schwartz-Ziv and Weisbach (2013)), these minutes are significantly more detailed.

Moreover, the minutes clearly identify the statements/arguments made by individual di-

rectors. We transform the minutes into a quantitative database, which enables us to draw

inferences about the quality and quantity of discussions relating to the various functions in

a bank. We classify the issues that are tabled in these meetings into five categories: risk,

business strategy, financial reporting, regulation and compliance, and human resources.

For each issue, we record the category to which the issue belongs and whether the board

deliberated at length on the issue or not. We record an issue as having been deliberated

if the board (i) asked for more information, (ii) elaborately discussed the issue, and/or

(iii) the board rejected a proposal or modified it. We also use text analysis methodology

suggested by Muslu, Radhakrishnan, Subramanyam, and Lim (2014) to analyze whether

an issue is forward looking or not.

1For a select few, see Senior Supervisors Group (2014); Walker (2009); UNCTAD (2010); Sheifer
(2011); Group (2012)
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Methodologically, an analysis of board and board-level committee meeting minutes

provides several advantages. First, while board structure captures de jure aspects of the

board, board minutes capture the de facto working of the board. Second, board minutes

enables us to understand the complexity and nuanced details of the topics brought up in

the board and board-level committee meetings. Third, because banks are highly regulated

entities, boards may resort to “box ticking” to comply with regulations and not emphasise

analysis of risk in its spirit. Examining the minutes enables us to draw these distinctions.

Finally, and most importantly, analysis of the minutes allows us to assess the quality of

discussions in the board and board-level committees.

We find that the average number of issues brought forth before a bank board is 50 as

compared to the 8.5 in boards of industrial firms as shown in Schwartz-Ziv and Weisbach

(2013). Regulatory and compliance related issues account for the most (37%) of the issues

tabled followed by issues relating to business strategy (35%). More importantly, among

the issues tabled in boards, issues relating to risk only account for 11% of the total issues.

To test if the boards just resort to “box ticking” or deliberate on the issues at length,

we examine the proportion of issues deliberated. On average, only 20% of the issues that

are tabled are deliberated at length.

A natural question to ask would be whether boards are discussing risk in the board-

level committees. We examine the minutes of risk management committee (RMC) meet-

ings to understand the quality of risk discussions. On average, RMC meets only a third

of the times the board meets and deliberates at length only on 28% of the issues tabled.

The RMC spends a larger portion of its time receiving updates and reports than ratify-

ing decisions. Finally, only 25% of the issues tabled in the RMC are forward-looking in

nature.

Collectively, these findings provide important insights into the conduct of bank boards.

Although no theoretical model predicts the optimal level of attention that a bank board

should pay to various issues, we allude to the multi-tasking model by Holmstrom and

Milgrom (1991) to interpret the above results. First, our results suggest that bank boards

are not paying adequate attention to matters relating to risk. Walker (2009) mentions

that “the overriding strategic objective of a bank/financial institution is the successful

management of financial risk.” The supervision manual of the Federal Reserve states

that “The board of directors is responsible to the bank’s depositors, other creditors,

and shareholders for safeguarding their interests” (see section 5000.1). Thus, given the

multi-tasking in effort by directors to minimize risk, on the one hand, and maximize

shareholder value, on the other hand, risk issues should be brought up at least as much as

those pertaining to maximization of shareholder value. Because issues relating to business

strategy and financial reporting clearly correspond to maximization of shareholder value,

the disparity—46% on value maximization versus 11% on risk—suggests inadequate board

focus to matters relating to risk. This interpretation is buttressed by the relatively
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infrequent meetings of the RMC, the poor levels of deliberation, low proportion of forward

looking analysis and low percentage of ratification of decisions in the RMC.

Second, our evidence suggests that merely mandating a RMC is insufficient to ensure

adequate risk oversight by the board. The Dodd Frank Act (2010) requires large financial

institutions to establish a separate RMC comprised of at least one risk management

expert. In India, the Reserve Bank of India has mandated RMC since 2002. Yet, the

unflattering evidence about the conduct of RMC highlights the oft repeated notion that

“form does not lead to substance!”

Third, bank boards seem to be more concerned with fulfilling their duties as laid down

by the regulators in letter than in spirit. Complying with regulatory requirements rep-

resents a measurable outcome. Moreover, the penalties associated with non-compliance

are huge. In contrast, risk oversight represents a process that cannot be usually mea-

sured (except when failure provides measurable evidence of failure of the process). Again,

the Holmstrom and Milgrom (1991) model suggests that effort in measurable activities

—regulation and compliance — would crowd out effort in non-measurable activites —

the process of risk oversight. Our finding that regulatory and compliance related issues

account for the most (37%) of the issues while issues relating to risk only account for

11% of is consistent with this prediction. These findings also lead us to speculate that

regulation and compliance may be leading to cognitive overload on bank boards, which

thereby may lead to boards adopting a “box ticking” approach to risk oversight.2

Finally, we find only five cases of recorded dissent among the board of directors, which

suggests high degree of conformism and lack of adequate challenge in bank boards. The

Walker Report (2009), which reviews corporate governance in UK banks, mentions that

the sequence in board discussion should start with an idea being presented, followed

by the idea being challenged. Our evidence of lack of challenge in bank boards is thus

consistent with the anecdotal evidence mentioned in this report.

Our study focuses on board and RMC minutes from Indian banks. For several rea-

sons, our findings have wide relevance. First, India is English-speaking and has English

legal origin (La Porta, Lopez-de Silanes, Shleifer, and Vishny (1998)). Thus, its legal

institutions are similar to those in the U.S. or U.K. Second, as Indian accounting and

financial data is generally of good quality, recent studies have used the Indian context

to examine various issues in financial intermediation (see Visaria (2009), Lilienfeld-Toal,

Mookherjee, and Visaria (2012), Vig (2013), Gopalan, Mukherjee, and Singh (2014), Fis-

man, Paravisini, and Vig (2012)). Third, as already mentioned, RMC has been mandated

in India since 2002. Therefore, any additional benefits for risk oversight provided by an

RMC can be examined using the Indian setting.

2Directors are frustrated with the amount of time they must spend on regulatory and financial com-
pliance matters time that would be better spent talking about... proactive risk mitigation activities”
Ernst&Young (2013).
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Finally, and most crucially, the Indian banking sector comprises of both government-

owned banks as well as private-sector banks. Our sample of board minutes reflects this

reality as well. Government ownership of banks is pervasive across the world (La Porta,

Lopez-de Silanes, and Shleifer (2002)). Therefore, given the worldwide concerns about

corporate governance in banks, analysis of board conduct must ideally include both

private-sector and government-owned banks. However, in contrast to our sample, analy-

ses of board conduct using U.S. or U.K. banks cannot generalize internationally because

the comparison between private sector banks and government-owned banks cannot be

made within the same jurisdiction.

Conceptually, board conduct in government-owned banks may or may not be different

from that in private-sector banks. On the one hand, unlike private sector banks where

directors are elected by shareholders, directors in government-owned banks are appointed

by the government. Given the political interference in government-owned banks (Khwaja

and Mian (2005), Cole (2009b)), boards of government-owned banks may reflect the

political realities in a country. As a result, board conduct in private sector banks may be

different from that in government-owned banks. On the other hand, given the overbearing

nature of regulation and compliance in banks, the incentives to comply with the same may

drive out other incentives at the board level. Rajan (2009), for instance, states that “there

is little evidence that government ownership creates deep differences in employee actions

and behaviour.” Also, Cole, Kanz, and Klapper (2015) and Bhaumik, Dang, and Kutan

(2011) do not find any difference in the way in which employees of government-owned and

private-sector banks respond to incentives. Thus, board conduct in government-owned

banks may not be substantially different from that in private-sector banks. Our evidence

supports the latter hypothesis as we find no differences between government-owned banks

and private-sector banks with respect to risk oversight by their boards.

To our knowledge, ours is the first study to examine the conduct of bank boards. Our

study thus complements research that focuses on how the structure of bank boards —

board size, board independence, and characteristics of the board members including their

financial expertise — affects bank risk-taking (see Mehran et al., 2011 and the studies

cited therein). Our work also relates to the literature examining risk-management in

banks (Ellul and Yerramilli (2013), Aebi, Sabato, and Schmid (2012), Mongiardino and

Plath (2010)). Our study closely resembles Schwartz-Ziv and Weisbach (2013), who

examine board conduct in non-financial firms and relate their evidence to various theories

by carefully analysing board minutes of Israeli government-controlled companies.

II Fiduciary Responsibilities of Bank Boards

Corporate governance deals with the ways in which suppliers of finance to corpo-

rations assure themselves of getting a return on their investment (Shleifer and Vishny

4



(1997). In the corporate governance setting, board of directors provides a mechanism to

mitigate conflict of interest between managers and shareholders. In non-financial firms,

it is generally accepted that board of directors owe fiduciary duties towards shareholders

while bondholders have other mechanisms such as covenants to protect their interests.

However, corporate governance in banks is much more complex due to the relevance of

banks in the economic system and the nature of banking business (Adams (2010))

Three key differences distinguish the governance of banks from that of industrial

firms. First, the capital structure of banks differs substantially from that of industrial

firms. Second, partly because of the unique capital structure of banks, but also for other

reasons, banks have many more stakeholders than industrial firms (Macey and O’hara

(2003), Adams and Mehran (2003)). Finally, banks’ business is opaque and complex.

Moreover, risks in a bank can change rapidly (Levine (2004)) .

Banks consist of almost 90 percent debt (as opposed to an average of 40% for industrial

firms). As well, banks liabilities are largely in the form of deposits, which are available to

their creditors/depositors on demand. In contrast, their assets consist primarily of loans

that have longer maturities. Despite efforts by banks to loan sales and/or securitization,

this mismatch in maturities between the assets and liabilities remains a special attribute

of banks. In fact, by holding illiquid assets and issuing liquid liabilities, banks create

liquidity in an economy (Macey and O’hara (2003)).

Because of the substantial debt in their capital structure, beyond the shareholders,

the stakeholders in a bank include debtholders, the majority of which are the depositors,

and the holders of subordinated debt. Apart from the effect of capital structure, there

are other important reasons why banks need to care about stakeholders other than the

shareholders. In many situations, actions by the shareholders (or the management on

behalf of the shareholders) can create spillover effects for other stakeholders (Macey and

O’hara (2003)). For example, a failure of a bank can lead to contagion in the banking

system and thereby threaten not only the banking system but the macro-economy as

well. Inasmuch as a bank’s insolvency has negative consequences for the financial system

as a whole and these spillovers need to be regulated and/or particular banks need to be

bailed out, both at a sizable cost to taxpayers, the government as the regulator becomes

a key stakeholder in the bank even when it does not have any ownership in the bank. Of

course, when the government is an owner of banks, as it is in the case of government-

owned banks, then the government becomes a key stakeholder both as an owner as well

as a protector of last resort or an implicit guarantor. The deposit insurance authority

also has an interest in the bank’s health, as its insurance will be called upon in the case

of insolvency. The implementation of deposit insurance poses a regulatory cost of its own

— it gives the shareholders and the managers of the insured banks incentives to engage

in excessive risk-taking. Such moral hazard—as well as the moral hazard induced by

implicit guarantees provided by the government—get exacerbated in situations where a
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bank is at or near insolvency (Macey and O’hara (2003)). Furthermore, as depositors are

generally small and subject to free-rider issues in monitoring, the importance of other

non-equity stakeholders increases (Macey and O’hara (2003)).

Shareholders’ interests may diverge substantially from those of other stakeholders,

especially on risk, where shareholders prefer volatility and may have short-term perspec-

tives. Clearly, debtholders and regulators prefer low volatility and take longer-term views.

Because of the safety net provided by deposit insurance, bank depositors are likely to be

less sensitive to bank risk when compared to debtholders in industrial firms. As a result,

bank depositors do not demand adequate compensation for risk taking when compared

to debtholders in industrial firms. Ceteris paribus, this tendency renders debt a cheap

source of funds and biases banks toward it. Regulators could attempt to correct for this

bias by charging banks an economic price for their deposit insurance protection as well

as any implicit guarantees enjoyed by banks. However, because of the structural opacity

of banking assets, reasons for which we describe below, regulators find it very hard to

charge banks a fair price for deposit insurance and/or any implicit guarantees.

Banks have the ability to take on risk very quickly and in a way that is not immedi-

ately visible to directors or outside investors (Levine (2004)). The risk assumed by banks

is quite opaque to directors and outside investors for at least two reasons. First, banks

undertake maturity transformation, i.e. invest in risky, illiquid projects using very liquid,

6short-term demand deposits and wholesale funds. As part of this fundamental function

that banks perform, banks act as a delegated monitor on behalf of their depositors in

selecting and monitoring the projects to which they lend (Diamond and Dybvig (1983)).

The literature on banking has emphasized that banks rely significantly on “soft infor-

mation” for their lending decisions (Berger, Miller, Petersen, Rajan, and Stein (2005),

Petersen (2004)). Soft information refers to information that is acquired over time by

a loan officer through his/her relationship with the borrower and is therefore hard to

communicate to other third parties. Moreover, such information is hard for other third

parties to verify as well. As a result, the risks assumed by banks as part of their normal

lending business are usually quite difficult for third parties to understand.

Second, banks indulge in technically complex trading activities. The risks assumed by

the banks trading divisions are therefore quite difficult for lay investors to comprehend.

As Levine (2004) notes, “Banks can alter the risk composition of their assets more quickly

than most industrial firms, and banks can readily hide problems by extending loans to

clients that cannot service previous debt obligations.” Because the risks assumed by banks

are not easy for outside investors to assess a posteriori, management has the incentive

to invest in riskier assets than they promise a priori to investors. Because of outside

investors inability to assess and monitor the risks assumed by management, oversight

over management is delegated to the board as well as regulators.

All the three features—a capital structure dominated by debt, multitude of stakehold-

6



ers, and opacity and complexity of operations—play a role in governance of banks. These

affect the both the interaction between the board and management and the relationship

between the bank and its regulators. In fact, because of the special nature of banking

and the spillover effects that banks create on other parts of the economy, the duty of care

owed by the board of a bank is substantially more expansive when compared to the duty of

care owed by the board of an industrial firm. In other words, a clear case can be made for

bank directors being held to a broader, if not a higher, standard of care than directors in

industrial firms. In particular, bank boards owe fiduciary duties to fixed claimants, i.e.

the depositors and other debtholders, the regulator as well as to equity claimants.

III Banks in India

As institutional background, we briefly describe the banking system in India and the

work of the committee set up by the RBI to review governance of boards of banks in

India, on which the present study is based.

III.A Indian Banking System

Banks in India dominate the financial landscape. Flow of funds accounts for the In-

dian economy show that banking flows account for more than 50% of the total financial

flows in the economy.3 The Indian banking system is divided into following categories:

(i) public sector banks, (ii) new private-sector banks, (iii) old private-sector banks, and

(iv) foreign banks. Government-owned banks are further divided into the State Bank

of India (SBI) and its associates and other government-owned banks. SBI was formed

by a separate Act of Parliament soon after India’s independence. All other government-

owned banks were created by nationalising large private-sector banks in the 1970s and the

1980s. All government-owned banks are listed and hence have significant minority stake.

Government stake in government-owned banks varies between 55% and 85%.4 Smaller

private-sector banks, which were not nationalised during the nationalisation spree, con-

tinue to operate as old private-sector banks. New private-sector banks were created after

India adopted economic liberalisation policy in the year 1991. Finally, foreign banks are

fully owned subsidiaries of non-Indian banks, which are registered as foreign banks in

India. The entire banking system is regulated by the banking regulator—the Reserve

Bank of India (RBI).

Corporate Governance in government-owned banks and privately owned banks differ

significantly. The Ministry of Finance, Government of India effectively exercise the powers

of a majority shareholder in government-owned banks. Laws that govern government-

3Source: http://www.rbi.org.in/scripts/PublicationsView.aspx?id=15440
4Source: http://financialservices.gov.in/banking/Shareholding
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owned banks lay down rules regarding corporate governance—the SBI Act of 1955 for

the State Bank of India and the Nationalisation Acts of 1967 and 1980 for the other

government-owned banks. The respective acts applicable to government-owned banks

specify the types of directors to be chosen and the way such directors are to be chosen.

These different category of directors include representatives of the Government and the

RBI, qualified finance professionals, employee representatives. After listing, the respective

acts have been amended to include shareholder elected directors on the board. The

position of the Chairman of the board and CEO are held by a single individual. As a

majority shareholder, the Government gets to appoint the CEO and the same is done

through a bureaucratic process.

Private-sector banks, on the other hand, follow the general corporate law with respect

to corporate governance. Private bank boards comprise of both executive as well as

independent directors in accordance with general corporate law. Private-sector banks

follow international best practices in matters pertaining to appointment of the CEO. The

process starts with appointment of a search committee comprising of experts in banking

and related areas and culminates with shareholder nod for such proposed appointment.

III.B Representativeness

At this stage, it is pertinent to examine how representative are Indian when compared

to banks internationally. This question is critical from the point of view of generalisability

of our findings. Here, we compare Indian banks with their global peers in terms of some

key banking parameters.

III.B.1 Size

It is well accepted that size has implications for the way the bank operates (Berger,

Miller, Petersen, Rajan, and Stein (2005). Thus it is important to compare Indian banks

with their global peers in terms of size. The total market capitalisation of Indian listed

banks is in excess of $205 billion.5 This is more than 10% of India’s GDP and more than

15% of market value of all listed companies in India. As seen in column 2 of table 1, which

reports the market capitalisation of Indian banks. Some of the large banks compare well

with their global peers in terms of size. HDFC Bank, the largest Indian bank by market

capitalisation is ranked 52nd in the world in terms of market capitalisation with a market

capitalisation in excess of $32 billion.6 This compares well with market capitalisation of

some of the well known banks in the world such as Deutsche Bank AG of Germany ($45.69

billion), Society Generale of France ($47.62 billion), Credit Suisse group of Switzerland

($51.51 billion) and Standard Chartered Bank of U.K ($51.58 billion). ICICI Bank, the

5The market cap is calculated as on December 11, 2014 at the prevailing exchange rate
6http://www.relbanks.com/worlds-top-banks/market-cap
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second largest private-sector bank by market capitalisation and largest private sector

bank by book value of assets, having a market capitalisation in excess of $25 billion, is

ranked 66th in the world. The largest public sector bank-State Bank of India is ranked

66th. It is also important to note that three Indian banks are a part of top 100 in the

world in terms of market capitalisation. This is comparable to industrial economies such

as U.K (5), Canada (5), Japan (4), Australia (4), France (3), Germany (2), and Brazil

and South Korea (1 each).

III.B.2 Operational and Financial Performance

Indian banks compare well with their global peers with respect to operational and

financial performance. Summary statistics regarding performance of Indian banks is

presented in Table 2. Indian banks maintain a capital adequacy ratio of 13.2, which

is 65% higher than the Basel II norms. These numbers compare well with the average

capital adequacy ratio of 15.46 maintained by American Banks.7 In terms of operational

parameters such as return on assets (ROA), proportion of non-performing assets (NPA),

net interest margin (NIM), Indian banks’ performance is comparable to global standards.

However consistent with the political economy literature (Cole (2009a)), private banks

outperform government-owned banks in almost all parameters. Panel B of Table 2 shows

that for private-sector banks average ROA is 1.33%, Gross NPA to assets ratio is 1% and

NIM is 2.75% . The same numbers for public sector banks turn equal 0.72%, 2.2% and

2.30% respectively.

III.B.3 Regulation

Indian banks are governed by an independent regulator—the RBI. Although the Gov-

ernor of RBI and his four deputies are appointed by the Government, RBI has developed

a reputation as a professional and independent regulator. Successive Governors have

resisted pressure from the Ministry of finance with regards to monetary and regulatory

policy and used their professional judgments instead (Subbarao (2011)). Especially in

the post-liberalization era there is not even a single instance of either government issuing

directions to the Central Bank or abruptly removing a RBI Governor for failing to toe

the Government’s line.8 It is also important to note that India is a vibrant democracy

and any move seen as arbitrary and politically motivated can invite voter’s backlash.

Because government ownership of banks is pervasive across the world (La Porta,

Lopez-de Silanes, and Shleifer (2002)), the Indian setting provides an apt laboratory to

examine the concerns of board conduct in banks worldwide. This is because, unlike banks

in the U.S. and U.K., the Indian banking sector includes both private-sector banks and

7http://www.newyorkfed.org/research/banking_research/QuarterlyTrends2013Q2.pdf"
8Source:http://www.livemint.com/Home-Page/hVTYJEt0JJpLqbSZSCg1uK/How-independent-is-

RBI.html
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government-owned banks. In contrast to our sample, analyses of board conduct using U.S.

or U.K. banks cannot generalize internationally because the comparison between private-

sector banks and government-owned banks cannot be made within the same jurisdiction.

III.C RBI Committee on Governance of Bank Boards

In order to review the governance practices in the boards of Indian banks, the RBI

constituted an expert committee in January 2014. The committee was headed by Dr. P.

J. Nayak, the former managing director and chairman of Axis bank—India’s third largest

private-sector bank—for over 10 years between 2002 and 2012. The committee consisted

of experts from diverse fields such as law, consulting, academia and government. The

corresponding author of this paper was a member of and director of research for the

committee. The other three authors assisted the committee in its research work.

The terms of reference given to the committee were comprehensive. Among other

things, the RBI specifically asked the committee to (i) examine the working of bank

boards including whether adequate attention is devoted to issues of strategy, growth,

governance and risk management; (ii) analyze the representation on bank boards to see

whether the boards have the appropriate mix of capabilities and the necessary indepen-

dence to govern the institution; and (iii) investigate possible conflicts of interest in board

representation, including among owner representatives and regulators. The committee

submitted its report to the RBI on 5th of May 2014.

IV Data and Methodology

Our data is based on the minutes of bank board meetings from the RBI committee

on governance of bank boards. To fulfill its mandate, the committee requested all major

banks in India to provide detailed minutes of their latest board meeting. The request

was sent to 24 government-owned banks and 17 privately owned banks. The request was

sent during the second week of February 2014. Due to time constraints, the committee

collected the minutes pertaining to only one board meeting per bank. Not all banks

had completed by then the board meeting for the third quarter. Hence, the committee

requested banks to share the minutes for their second quarter meeting. 12 government-

owned banks and 9 private banks provided the required data. The banks that provided

data account of 70% of market capitalization and 65% of revenues all banks in India.

Representative data from the minutes of a board and board-level committee meeting

contain the following information: name of the bank, date and venue of the meeting,

names of the directors who attended the meeting, names of the bank executives (other

than directors) who were invited to the meeting, agenda for the meeting and the way the

agenda items were deliberated and resolved. The document further provides information
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about each item on the agenda. A brief explanation is provided about the agenda item.

The document then records the views expressed by the members of the board on that

agenda item. Finally, the document records the resolution that was passed by the board

and the descent (if any) recorded by any individual board member(s). If the board gives

any instructions to the management with regards to any kind of follow up actions to be

taken, then the same is recorded as a part of the resolution.

The data pertaining to real outcomes such as proportion of non performing assets,

return on assets, net interest income etc were obtained from Prowess database main-

tained by the Center For Monitoring Indian Economy (CMIE). CMIE is a leading Indian

policy research organization, which specializes in collection and dissemination of Indian

corporate data. A number of prominent studies have used Prowess database provided by

CMIE (see Bertrand, Mehta, and Mullainathan (2000), Khanna and Palepu (2000) and

Gopalan, Nanda, and Seru (2007)).

IV.A Archival Data vs. Board and Committee Minutes

Since our study is based on the analysis of minutes from the board and committee

meetings, we examine the pros and cons of this approach vis-a-vis analysis based on

archival data.

First, board composition captures de jure aspects of the board. The de facto workings

of the board can, however, differ substantially because of the interpersonal interactions

and the interpersonal relationships between the board members. Such de facto work-

ings are more likely to be captured by examining detailed board minutes, which record

participation in the deliberations by each member.

Second, variables pertaining to board composition cannot capture qualitative, yet

nuanced, aspects of risk-taking. For instance, because any analysis of risk has to be

forward-looking, analysis of minutes of the board as well as the risk management com-

mittee can reveal the extent to which forward-looking discussions were undertaken by the

board or its committees. Such aspects cannot be captured in archival research based on

variables relating to board composition.

Third, because banks are highly regulated entities, boards may resort to “box ticking”

to comply with regulations and not emphasise analysis of risk in spirit. Again, such

aspects cannot be captured using archival research based on variables relating to board

composition.

IV.B Methodology

We now describe our empirical methodology. Since the data is qualitative in nature,

it is important to describe the methods used to convert the qualitative database into

a quantitative one. We use content-analysis methodology as mentioned in Krippendorff
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(2012) and Lieblich, Tuval-Mashiach, and Zilber (1998), which specifies the procedures to

reduce words of text into fewer content categories. This methodology involves construct-

ing a quantitative database by categorizing or coding different aspects of a qualitative

data set. Using this methodology, we manually classified each of the issues brought up

in the minutes into five categories. The coding was undertaken in two steps. First, be-

cause the coding guidelines required a comprehensive understanding of the content of the

meetings, for a small sample of banks that included government-owned and private-sector

banks, all the board meeting papers were read manually. The understanding gained from

the leading of the content of the board papers was utilised in developing a coding scheme

for categorising the various issues. In this step, a distinction was made between agenda

notes and the items for discussion. The focus was on analyzing the items tabled and de-

liberated rather than mere agenda notes. Second, the actual coding of the issues tabled

and discussed in the board documents was undertaken based on the coding scheme that

was fine-tuned in the first step.

IV.C Categorisation

We classify all the issues tabled in the board meetings into five board categories. The

brief description of these categories is as follows:

1. Risk: Risk management plays a critical role in banking business (Ellul and Yer-

ramilli (2013)). Therefore, we analyze matters relating to risk separately. Matters

relating to risk include reviewing large forex exposures, fixing ceilings in different

areas, adherence to exposure norm and reviewing credit risk management policy

fall under risk discussions.

2. Business Strategy: These include forward looking issues relating to business

strategy that have long-term consequences for the bank. We consider only those

issues that are not mandated by the regulator as issues mandated for tabling under

business strategy. Representative examples would be a proposal to enter insur-

ance business by forging a joint venture with a foreign collaborator, initiating a

promotional campaign, and approval of large investments.

3. Financial Reporting: These involve regular stock taking of financial results.

These issues are generally based on the management’s presentation of financial

results for the quarter. These include, for example, discussion of quarterly perfor-

mance, review of growth of deposits and peer-level performance reviews.

4. Regulation and Compliance: Under this category, the first set of issues are

generally tabled and discussed in response to either a specific instruction or a gen-

eral guideline by regulators. A representative issue in this category would be a
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discussion on Anti Money Laundering Guidelines issued by the RBI or on meeting

the KYC (Know Your Customer) norms issued by the RBI. Second, banks in India

are mandated to direct credit to some sectors, which are identified as priority sec-

tors. Government of India as well as RBI, from time to time, announce financial

inclusion schemes to be delivered by banks. Any discussion on these issues come

under this category. Third, this category includes issues that must receive the for-

mal approval of the board, such as granting the authority to sign a contract or

financial reports, nomination of trustee, power of attorney, etc.

5. Human Resources: This includes issues such as appointments and approvals

of directors, perks and perquisites for employees, incentive schemes for employees,

promotion policies for employees, training and skill development of employees.

Table 2 shows a few examples of each category of issues.

IV.D Tabling vs. Deliberation of Issues

After recording the issues, we distinguish between mere tabling of issues and their

deliberation. If an issue is just presented before the board and the related resolution is

deemed to be passed without discussion, then we code such an issue as just presented or

tabled without it being deliberated.. If tabling of an issued is followed by discussion on

the issue then we code such issue as deliberated. Before coding an issue as deliberated,

we make sure that a discussion on the issue is found in the minutes. Specifically, we

define an issue as deliberated if the board discusses the issue in detail and takes any

of the following actions: (i) directs management for further action; (ii) demands more

information; (iii) expresses concern over relevant existing processes, data, performance

indicators, etc.; (iv) rejects a new policy or proposal. An issue, where the minutes just

mentions that the issue was deliberated without providing details of the discussion, is not

considered as deliberated.

IV.E Forward vs. Backward looking statements

We classify issues in risk committee minutes as forward looking or not. To do so,

we follow the methodology of Muslu et al. (2014). Using criteria from computational

linguistics, we develop a comprehensive list of forward looking words found in the risk

committee minutes. Our unit of measurement is a sentence. We identify a sentence as

forward looking if it contains any of the following phrases: (1) keywords that implies

action to be taken in future (e.g. “future”, “next year”); (2) verb conjugations that

indicate the future (e.g. “bank plans to monitor”, “bank shall”). These phrases are

developed from our reading of randomly selected committee minutes.

13



V Results and Discussion

V.A Evidence from Board Minutes

V.A.1 Focus on Risk

Table 3 summarizes the total number of issues tabled in a board meeting for each

category. We find that the boards discuss issues relating to regulation and compliance the

most, which takes up 37% of the total board time. Issues relating to business strategy are

next in importance as they occupy 35% of the time. These numbers are not significantly

different for government-owned and private-sector banks. In contrast, boards spend very

little time in discussing issues pertaining to risk. In government-owned boards, only 9% of

the issues tabled correspond to risk related topics, while in private-sector this percentage

14%.

We argue that the level of risk issues being tabled (11%) across all banks is inad-

equate. Unlike industries such as infrastructure, construction, retail, or services where

shareholder value maximization is the sole objective of the firm, banks have a fiduciary

responsibility to their depositors as well. As banks are highly levered with depositors

having large stakes in them, risk minimization forms an integral part of the responsibility

of the board. Banks perform this role of risk transformation by diversifying their invest-

ments, pooling risks, screening and monitoring borrowers, and holding capital reserves

in case of any unexpected losses. Therefore, boards in banks have to balance the con-

flicting objectives of shareholder value maximization and risk minimization. Models of

multi-tasking (Holmstrom and Milgrom 1991) suggest that when an agent exerts effort in

multiple tasks — in this case shareholder value maximization and risk minimization —

incentives effort put in the tasks, incentives will decide how the agent will allocate effort

between these tasks. Walker (2009) mentions that “the overriding strategic objective of

a bank/financial institution is the successful management of financial risk.” The super-

vision manual of the Federal Reserve states that “The board of directors is responsible

to the bank’s depositors, other creditors, and shareholders for safeguarding their inter-

ests” (see section 5000.1). Moreover, although the penalties from losses in shareholder

value is immediate, they are not as severe as in the case of losses arising from poor risk

management (Mongiardino and Plath 2010). Therefore, we expect that bank boards

should spend at least as much time discussing risk related issues as they spent on issues

pertaining to shareholder wealth maximization. We classify shareholder maximization

activities as sum total of business strategy and financial reporting, HR issues fall under

other activities. Panel B of table 3 shows that bank boards spend about 46% of their

time in discussing issues pertaining to shareholder value maximization, while they spend

only 11% of their time in discussing risk related issues. Thus, we infer that bank boards

do not pay sufficient attention to risk related issues.
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V.A.2 Quality of Deliberation

The Walker Report (2009), which reviews corporate governance in UK banks, men-

tions that the sequence in board discussion should start with an idea being presented,

followed by the idea being challenged. To check whether the board follows this sequence,

we look at the level of pro-activeness shown by the directors. To this end, we look at

whether any board member participates beyond merely giving approval or agreement.

Actions such as seeking further information or update, expressing concern, modifying

a proposal, and dissenting with the management qualify as identifiers of pro-activeness

(issue deliberated).

Table 4 shows the number issues that were deliberated in detail. Columns (1), (4),

and (7) display the number of issues that are deliberated in government-owned banks,

private-sector banks and all banks respectively. Columns (2), (5), and (8) display issues

deliberated as a percentage of the number of issues tabled. Columns (3), (6), and (9)

display the fraction of issues deliberated in a category out of all the issues deliberated.

Column (8) of table 4 shows that on average, among all banks, a low percentage of issues

is deliberated in detail. Among the various categories, we find that percentage of issues

deliberated ranges from 14% for regulation and compliance to 23% for financial reporting

issues. We also do not find any significant difference in the level of deliberation between

private and government-owned banks in most categories except in HR, where government-

owned banks deliberate on 27% of HR issues while private-sector banks deliberate on 8%

of the HR issues. Overall, our results support the findings in the Walker Report (2009),

which identifies lack of ideas being challenged in the board room as one of the principal

deficiencies in bank boards.

V.A.3 Deliberation of Issues Relating to Risk

We find that risk issues are deliberated inadequately. Only 15.1% of the risk issues

that are tabled are deliberated in detail. Considering that issues relating to risk are

more complex in nature, we should expect a higher level of discussion from the board

of directors on risk related issues. We also find that of all the issues deliberated across

categories, risk takes up only 9.6% of the time.

One explanation for such low levels of tabling and deliberation of risk can be the dif-

ficulty in measuring risk. Activities falling under categories such as performance or com-

pliance are easily measurable whereas the only measurable component of risk is whether

banks meet various thresholds set by the regulator. Risks assumed by banks are quite

opaque for two reasons. First, as part of their fundamental functionality, banks lend

money and act as delegated monitors on behalf of their depositors (Diamond and Dybvig

(1983)). The literature on banking has emphasized that banks rely on soft information

for their lending decisions (Petersen (2004), Berger, Miller, Petersen, Rajan, and Stein
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(2005)). Soft information by its very nature is unverifiable (Petersen (2004)). As a re-

sult, as part of their normal lending business, the risks that banks assume are opaque and

complex. Second, banks indulge in technically complex trading activities, which make it

quite difficult for lay investors to comprehend.

Because risks in a bank are not easy to comprehend for the outside investors and

depositors, and such risks can change rapidly, the process of risk oversight becomes critical

in a bank. However, the process of risk oversight is not easy to measure. Moreover, in a

principal agent setting, the adequacy of this process of risk oversight undertaken by the

agent is not easy for the principal or for a third party to verify. Because the process of

risk oversight is difficult to verify, it is difficult for the principal to design incentives to

motivate the agent to undertake risk oversight in its true spirit. This challenge becomes

particularly acute when the agent exerts effort in multiple tasks with one of the tasks

generating measurable and verifiable output ad the other task generating non-measurable

and thereby unverifiable output. As Holmstrom and Milgrom (1991) argue, in such a

setting, the effort exerted towards the verifiable setting would crowd out effort exerted

towards the non-verifiable outcome. Thus, in our setting, the board of directors would

over-invest board time in regulation and compliance activities, which generate verifiable

outcomes, at the cost of the process of risk oversight, which is difficult to measure and

verify. This might explain why board of directors do not pay as much attention to risk

management activities as required.

V.B Evidence from Risk Management Committee Minutes

A natural follow up question that arises is whether banks are discussing risks in

any other board-level committee meetings. Indian banks are mandated to constitute a

separate risk management committee where these issues could possibly be discussed in

detail. This committee is endowed with the responsibility of evaluating overall risks faced

by the bank and determining the level of risks, which will be in the best interest of the

bank. In the wake of Dodd-Frank Wall Street Reform and Consumer Protection Act of

2010, which requires large bank holding companies to create a stand-alone board-level

risk committee, it becomes important to understand the kind of discussions that take

place in a risk management committee meeting.

Table 5 presents the details of the constitution and the number of meetings of risk

management committee as a proportion of the number of times the board of a bank

meets. We find that on average, the risk management committee meets only 4 times

year, as compared to the 12 annual meetings of the board, or the 10 annual meetings of

audit committee. Column 3 of Table 6 shows that in several banks the frequency of RMC

meetings are significantly lower than the frequency of board meetings. While frequent

meetings are by no means sufficient for robust risk governance, infrequent meetings imply
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that the board has insufficient time to review and discuss risk issues. Table 6 shows

the kind of issues that are brought up in the risk management committee meetings.

Considering the complexity of issues relating to risk that are discussed in these meetings,

the frequency of meetings of risk committee may be insufficient.

“They [risk-committee member] need to be aggressive about asking for data. They

need to keep asking ‘Why?”’ - Bert Otto, US Department of Treasury. This quote tells us

that a good risk-committee would question policies relating to risk. Thus, risk committee

members must be proactive in discussing the issues. As before, we measure pro-activeness

by the amount of detailed deliberations taken up during the meeting. Panel A of Table 7

shows that the average number of issues brought up in the risk management committee

of a bank is 26, which is quite a large number for a single meeting. Not surprisingly,

we find that only 28% of the issues which are tabled are deliberated in detail. This

finding supports the view that the risk management committee seems to be indulging

in box-ticking for regulatory purposes rather than performing risk assessment, and risk

management in their true spirit. Our findings are supported by the findings in Walker Re-

port (2009), which mentions that boards have delegated key parts of risk oversight to the

financial compliance function with the object of meeting regulatory capital requirements

at minimum cost and with minimum erosion of returns on equity.

We next look at the ratification and monitoring of issues in the risk committee meet-

ings. Ratification and monitoring is defined as in Fama and Jensen (1983). Panel B of

table 7 shows the number of issues which are ratified and monitored. Of the total num-

ber of issues that are tabled, 73.22% of issues relate to monitoring and the rest are for

ratification. Of the deliberated issues, 72.90% pertain to monitoring. Largely, risk com-

mittees seem to be performing a monitoring role where they are presented with updates

and reports.

Finally, we look at whether the activities of risk-committee are forward looking or

backward-looking. The Walker Report (2009) emphasizes the necessity of risk committees

to be forward-looking: “Alongside assurance of best practice in the management and

control of known and reasonably measurable risks, the key priority is to give clear, explicit

and dedicated focus to current and forward-looking aspects of risk exposure”. To test

whether risk committees are forward looking, we perform text analysis on the minutes

of RMC meetings. We operationalise the methodology used in Muslu et al. (2014) using

text analytic tools in R. We find that, on average, only 25% of risk committee discussions

are forward looking. In this aspect private-sector banks are better than government-

owned banks. Private banks discuss forward-looking risks 43% of the time while public

banks discuss forward-looking risks only 21% of the time.

Combining the findings that risk committees meet infrequently (4 annually), conduct

detailed deliberations only 28% of the time, mostly perform monitoring activities(72%),

and discuss forward looking aspects of risk exposure infrequently (25%), we infer that
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board-level risk committees also do not discuss risk adequately.

To assess the validity of our measures, we use a bank, which has won multiple awards

in the last decade for having the best risk management practices as a benchmark. The

RMC of this bank meets 7 times a year, as opposed to the average of 4. In this bank,

the percentage of risk issues tabled equals 22%, which is much higher than the average

of 11%. The risk committee of this bank ratifies 67% of the issues put forth, while the

average is only 26%. The fact that the bank that has been rated as having excellent risk

management practices also rates highly on our measures for focus on risk lends credence

to our findings.

VI Conclusion

Prior academic research on bank risk-taking has mostly concentrated on the role of

board structure. However, board conduct and its relationship to risk-taking by banks

has not received much attention. In this paper, we fill this gap by analyzing the minutes

of board and risk management committee (RMC) meetings of 29 banks. We manually

classify the issues into different categories, and code whether each issue has been deliber-

ated at length. Risk accounts for only 11% of the times with regulation and compliance

accounting for the most (37%) followed by business strategy (35%). Only 20% of the

issues are deliberated at length. The RMC meets infrequently and deliberates only 28%

of the issues. Only 25% of the issues tabled in the RMC are forward-looking in nature.

We interpret this evidence to imply that bank boards focus inadequately on risk and

adopt a ”box ticking” approach instead of focusing in spirit on risk oversight.

Our results have broader relevance than studies that focus on banks in the U.S. or U.K.

This is because government ownership of banks is pervasive across the world (La Porta,

Lopez-de Silanes, and Shleifer (2002)). Moreover, given the worldwide concerns about

corporate governance in banks, analysis of board conduct must include both private-sector

and government-owned banks. Unlike banking sectors in U.S. or U.K., where governments

invested in distressed banks for a short period following the financial crisis, the Indian

banking sector comprises of both government-owned banks as well as private-sector banks.

Our sample of board minutes reflects this reality as well. Our finding that neither the

boards of government-owned nor those of private-sector banks focus adequately on risk,

therefore, raises concerns for policymakers across the world. In particular, policy makers

should be concerned about the possibility that regulation and compliance may be leading

to cognitive overload on bank boards, which thereby may lead to boards adopting a “box

ticking” approach to risk oversight.

We do not imply that compliance occupying more than one third of the board agenda

is necessarily a bad outcome. We do recognize that in a pro-active and forward looking

regulatory environment, compliance with regulations itself may take care of substantial
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part of risk management. However, as we point out in the Introduction, more than

two third of compliance related issues are not at all deliberated. Most issues are just

presented and approved. Such an approach is unlikely to be optimal even in a good

regulatory environment. If the board does not deliberate and examine compliance in

detail, the management may get away with window dressing and in spirit violations.

However, at some level, we are agnostic to the desirability of the focus on compliance

as we cannot distinguish between good and bad regulatory regime. The limited purpose

here is to describe the functioning of a typical bank board. We leave it to future research

to comment on optimal allocation of bank board time and how the same should vary

with the quality of regulation.

We recognize a significant limitation of our study: our sample is restricted to the

minutes of one board meeting and one board-level committee meeting for each bank. We

hope that subsequent work would overcome this limitation. We hope that our work would

motivate follow-up work examining the conduct of bank boards. Subsequent work that

throws light on the responsibilities and tasks of the various committees of bank boards

would serve to enhance our understanding of the conduct of bank boards.
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Table 3: Issues Tabled in Board Minutes

Panel A: Issues Across Various Categories

Category Public Private All Banks
No. (% of total) No. (% of total) No. (% of total)

Risk 4 (9) 9 (14) 6 (11)
Business Strategy 16 (35) 21 (35) 18 (35)
Regulation and Compliance 17 (37) 22 (37) 19 (37)
Financial Reporting 5 (10) 7 (11) 6 (11)
Human Resources 4 (9) 2 (3) 3 (6)
Total Issues 45 (100) 59 (100) 51 (100)

Panel B: Debt-Equity Conflicts
Category Public Private All Banks

No. (%of total) No. (%of total) No. (%of total)
Minimisation of Risk 5(9) 9(14) 7(11)
Maximisation of Shareholder Value 24(45) 27(46) 25(46)
Regulation and Compliance 19(37) 22(37) 20(37)
Others 5(9) 2(3) 3(6)
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Table 7: Bank Group-Wise Issues in Risk Committee Minutes

Panel A: Bank Group-Wise distribution

Bank Group No. of Issues Tabled No. of Issues Deliberated % Deliberated Issues

Public 22 5 22
Private 38 12 32
Average for all Banks 27 7.4 27.3

Panel B: Bank Group-Wise Decision Control

Bank Group Ratification ) Monitoring (%)
Tabled Deliberated Tabled Deliberated

Public 72.0 9.3 252.0 219.5
Private 133.8 45.5 313.9 207.2
All Banks 228.8 62.0 565.8 412.5

Table 8: Forward Looking nature of Risk Committees

Public Private All Banks

Total Sentences 1218 330 824
Forward Looking Sentences 24 143 206
Percentage of forward looking sentences 21.1 43.2 25.0
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