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Abstract

This paper examines the composition of supervisory boards of German banks for a sample of
41 large banks in the period 1999-2006. We find that the supervisory board structure reflects
both outside control by shareholders and inside control by stakeholders. Most of the non-
employee board members are representatives of other banks and industrial companies. The
high presence of former executives and German board members indicates inside control. In
banks controlled by other banks or insurance companies it is less likely that the chairperson of
the supervisory board is a former executive of the same bank. Over time, inside networking

through the supervisory board decreased.
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1. Introduction

After corporate failures and scandals in the last decade, the functioning of corporate boards
has become an important agenda in public debate and academic research. Questions about the
corporate governance of banks and the role of boards in monitoring bank managers arose last
but not least with the actual financial crisis. Boards are an important internal governance
instrument to mitigate agency conflicts between management and residual claimants in public
corporations. They have the authority to ratify and monitor major decisions initiated by the
management and to hire, fire, and set the compensation of top-level managers (Fama/Jensen
1983). This applies to boards of directors in unitary board systems, where the non-executive
directors have the dual role of advising and monitoring managers, and to supervisory boards
in dual board systems, which are separated from the management board. The composition of
boards varies according to the representation of insiders, outsiders, shareholders or
stakeholders, which have different monitoring capacities and interests. The dual board system
was adopted recently by some Italian banks to improve corporate governance by a clearer
division of responsibilities (Masera 2006, Brogi 2008). It eased bank mergers through the
possibility to send former managers, who do not obtain a place in the new management, to the
supervisory board of the corporation after the merger (Cera/Presti 2007, Bragantini 2008).
Also international literature shows that former executives are often sent to the board of newly

established companies after a merger (Resti et al. 2006).

The Anglo-Saxon literature on the composition of boards has concentrated on board
independence by the presence of outside directors on unitary boards (Hermalin/Weisbach
2003). In Continental European countries with two-tier board systems, the focus has been on
the role of stakeholders or major shareholders on the supervisory board. Studies on the
German corporate governance system have concentrated on the influence of banks as
shareholders and supervisory board members on the performance of non-financial companies
(Dittmann et al. 2008). The issue of the composition of boards in financial institutions,
however, has been neglected. While board membership in industrial companies may help
banks to perform their function of delegated monitoring (Diamond 1984), the question who
sits on the boards of banks to monitor the delegated monitors has hardly been investigated so
far. The corporate governance problem of banks differs from that of non-financial firms in
several regards: banks are more opaque and complex, more highly leveraged and more highly
regulated (Polo 2007, Levine 2004, Masera, 2006, Macey/O’Hara 2003). Higher opacity and
complexity may require larger boards with the competence to both monitor and advice bank

managers. Because of a larger shareholder-creditor conflict, stakeholders such as creditors,
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local communities and regulators should play a larger role in the corporate governance of
banks (Macey/O’Hara 2003). According to the Basel Committee on Banking Supervision,
board members should not only “Understand and execute their oversight role, including
understanding the bank’s risk profile”, but also “Promote bank safety and soundness,
understand the regulatory environment and ensure the bank maintains an effective relationship

with supervisors” (Basel Committee on Banking Supervision 2006, p. 6).

The present paper provides a first attempt to thoroughly investigate the supervisory board
structure of banks in Germany.' We examine the origin of non-employee board members of
41 large banks in the legal form of a stock corporation or a commercial partnership limited by
shares for the period 1999-2006. Savings banks and cooperative banks are neglected because
they have different legal forms and agency conflicts. We employ univariate and multivariate
analyses to test hypotheses about the presence of major shareholders and stakeholders on the
supervisory board. We find that major shareholders represented on the board are mainly other
banks and industrial companies, followed by insurance companies and public bodies. As
stakeholder representatives we identify managers of industrial companies, former executives
of the same bank, self-employed people, managers of trade associations and university
professors. We find a comparatively high presence of former executives and a low presence of
foreign board members consistent with the hypothesis of inside control within Germany. The
incidence that the chairperson of the supervisory board is a former executive of the same bank
is lower in banks controlled by other banks or insurance companies. Over time, inside

networking through the supervisory board decreased.

The rest of the paper is organized as follows. Section 2 provides a literature review, and
Section 3 presents the hypotheses to be tested. Section 4 describes the data set and descriptive

statistics. Multivariate results are presented in Section 5. Section 6 concludes.
2. Literature Review

Most of the literature on board composition is related to the Anglo-Saxon unitary board
system, where the board is composed of executive directors, i.e. the managers, and outside,
non-executive directors. The main functions of the non-executive directors are to advise and
monitor the management. Adams and Ferreira (2007) analyze theoretically the consequences
of this dual role of the board on CEO’s incentives to disclose information to the board. If he

reveals his information, he gets better advice, but will be monitored more intensively. Since

' For a preliminary study based on a smaller data set see Andreani/Neuberger (2007).



CEOs may be reluctant to share information with independent boards, which are tougher

monitors, management-friendly boards can be optimal.

The literature on the effectiveness of boards focuses on their monitoring role, assuming that
board composition determines the board’s monitoring strength. Within the principal-agent
framework, the board is viewed as the principal who monitors (and potentially replaces) the
management (acting as agent). From the perspective of the shareholders (as ultimate
principals), it acts as a delegated monitor. Shareholders choose the composition of the board
so that its incentives to monitor maximize firm value (Adams 2000). Hermalin and Weisbach
(1988) explain board independence as resulting from a bargaining game between the board
that prefers to maintain its independence and the CEO who prefers a less independent board.
They predict that CEO turnover is more sensitive to performance when the board is more
independent, and that poor firm performance increases the probability of independent
directors being added to the board. Many empirical studies examine the influence of the
proportion of outside directors on the board on corporate performance”. Overall, they do not
find that board composition affects firm performance in cross sections, even after correcting

for board endogeneity.

Another strand of the literature focuses on the relationship between board size and corporate
performance. Large boards may be less effective than small boards, because agency problems
tend to increase with board size. This is clearly supported by empirical evidence (reviewed by
Hermalin/Weisbach 2003). The positive relationship between CEO turnover and poor
performance tends to be stronger when boards are dominated by outside boards or are smaller
(Weisbach 1988). This indicates that independent and smaller boards are more effective
monitors than dependent and larger boards. Moreover, board composition and size are found
to affect the quality of responses to a hostile takeover, adoption of a poison pill, and the
design of CEO compensation schemes (Hermalin/Weisbach 2003, p. 17). While most of the
studies are related to non-financial firms, only few consider banks. Adams and Mehran (2005)
examine the relationships between board structure (size and composition) and company
performance for US banking firms. They find that larger boards seem to be more desirable in
banks due to features of the bank holding organizational form and M&A activities. Brogi
(2008, p. 133), analysing a sample of 40 European banks (including 6 German banks) finds
that in 2005 banks with smaller boards performed better than those with larger boards, taking
into account the price earnings ratio, Tobin’s Q and ROA. De Andres and Vallelado (2008)

? For an overview see Hermalin/Weisbach (2003).



examine a sample of 69 large international commercial banks from six OECD countries’ for
the period 1995-2005. They find an inverted U-shaped relation between board size and
performance (Tobin’s Q, ROA, shareholder market return) as well as between the proportion
of outsiders and performance. This result indicates that the information and council of inside
directors in the board are important for efficiency, consistent with the hypothesis of a trade-
off between the monitor (independence) and advisory (information) functions of the board. It
contradicts the dominant recommendation that more independence in boards is better for bank
performance. Some studies seek to explain board composition, looking at firm-level in cross-
section (e.g. Weisbach 1988, Hermalin/Weisbach 1988, Denis/Sarin 1999). They find that
insider-dominated boards can be explained by large ownership positions of the CEO or
founders, while outsider-dominated boards are more likely in larger and older firms with
small ownership concentration. For a cross section of countries with unitary boards, Li (1994)
finds that ownership concentration, bank control and state ownership affect the percentage of
outside directors on the boards. Kroszner and Strahan (2001) find that the likelihood of
bankers on the board is higher in stable firms with collateralizable assets. Studies examining
changes in corporate boards find that poor firm performance increases the likelihood that
inside directors will be replaced by outside directors (Hermalin/Weisbach 1988) or that
bankers will appoint directors on the board (Gilson 1990, Morck/Nakamura 1999). The
likelihood of adding inside directors tends to increase, when a CEO nears retirement
(Hermalin/Weisbach 1988, Hermalin/Weisbach 2003, p. 17, Adams 2000, p. 4). Evidence in
favor of an advisory role of boards has been found by Agrawal and Knoeber (2001), who
showed that the proportion of outsiders with political expertise on the board depends on the

firm’s need for political advice.

In the dual or two-tier board system of Germany and other countries of Continental Europe,
the board’s advisory and monitoring functions are separated. The management board
comprises the CEO and executive directors, who are solely responsible for advising the CEO.
The supervisory board comprises independent directors as representatives of shareholders and
important stakeholder groups such as employees and former executive directors. Their task is
to appoint and monitor the management on behalf of shareholders, employees and the public
interest. Adams (2000) shows that in certain situations, shareholders prefer a dual board to a
sole board system, because the manager does not face a tradeoff in the provision of
information when the two roles of the board are separated. Graziano and Luporini (2005)

show that a two-tier board structure results in higher expected profits for firms with a large

? Canada, US, UK, Spain, France, Italy, all with one-tier board systems (Andrei/Vallelado 2008, p. 2572).



shareholder on the supervisory board. It can limit the interference of the large shareholder

without reducing his incentive to monitor the manager.

The advantage of stakeholder representatives on the supervisory board is explained within the
nexus of contracts theory, according to which the duty of managers is to serve the interests of
all the contractual parts. As the rights of shareholders in corporate governance are justified by
their role as individual risk bearers, other rights are needed to provide adequate protection for
non shareholder constituencies to the extent that they also bear risk (Boatright, 2002). In
modern capitalism most of the firms operate under limited liability so that their shareholders
are in effect indemnified against high risks, while stakeholders such as suppliers and workers,
that have made specific investments, bear risks in particular due to hold-up (Rajan/Zingales

2000, Dow 2003).

Evidence about the composition of supervisory boards in dual board systems is scarce.
Studies on the corporate governance of German firms do not investigate the independence of
board members, but the role of major shareholder or stakeholder groups. They focus on the
influence of banks as shareholders or supervisory board members on the profitability of non-
financial companies.* Some studies find a positive effect of bank control on firm performance
(Cable 1985, Gorton/Schmidt 2000, Lehmann/Weigand 2000, Edwards/Nibler 2000), while
others show that this only holds in some cases (Boehmer 2000, Franks/Mayer 1998) or cannot
be supported at all (Agarwal/Elston 2001, Chirinko/Elston 2006). The first study to explain
supervisory board composition in Germany is that of Edwards and Fisher (1994), who
regressed the number of bank supervisory board seats in 56 stock corporations on bank own
votes and proxy votes. They found a significant positive influence of bank own votes through
shareholdings on the number of bank supervisory board representatives (Edwards/Fischer

1994, p. 206).

The above studies refer to the 1980s and 1990s, when the German system of corporate control
was characterized by a network of mutual shareholdings and interlocking directorates among
the largest companies (Adams 1999, Wenger/Kaserer 1998, Windolf 2002, Pfannschmidt
1993, 1995). These historically developed close ties between banks and industrial firms have
been broken up after a tax reform in 2002, which abolished capital gains taxes on the profits
from equity sales (Hopner/Krempel 2003). Dittmann et al. (2008) examine the influence of
bankers on the boards of the top 100 listed companies in Germany in the period 1994-2005.
They show that from 1994 to 2005, the average equity ownership of banks in non-financial

* For a recent overview see Dittmann at al. (2008, pp. 7).



companies in Germany declined from 4.1% to 0.4%, and the number of top 100 firms with
bankers on the board declined from 51% to 33%. Most of these changes occurred between
2002 and 2004. Since bank representation on boards declined less strongly than bank equity
ownership, bank representatives do not seem to reflect primarily equity interests (Dittmann et
al. 2008, p. 13). By multivariate regressions of the percentage of bankers on the board, firm
financing policies and performance, Dittmann et al. (2008) test several hypotheses about bank
representation on boards. They find that banks benefit from being present on the boards of
non-financial firms, while the latter do not gain from this involvement. Bankers seem to seek
boards to promote their own business rather than to act as monitors or capital market experts
who help the company to obtain funding. They prefer appointments to larger boards that
provide better networking opportunities and to faster growing companies, where they might

yield larger private benefits.

The above studies on corporate governance in Germany focus on the governance of non-
financial companies, neglecting banks. Some studies include banks in their samples, but do
not disclose their numbers with respect to the whole sample (Pfannschmidt 1995) or do not
examine differences between both groups (Streitferdt 2002, Fohlin 1999). Some studies even
explicitly exclude banks and insurance companies (Koke 2001, p. 43, Dherment et al. 2001, p.
6, Edwards/Nibler 2000, p. 244). According to our knowledge only Pfannschmidt (1993, p.
230) analyzes a sub-sample of 24 banks, finding that the presence of crossholdings and
interlocking is well below the average for non-banks. Dittmann et al. (2008) use a panel
dataset comprising 137 non-financial firms and 11 banks, but also focus on the influence of
bank board representation on non-financial firms, without discussing the supervisory board of
banks. Hau and Thum (2008) recently examined the financial competence of the board
members of the 29 largest banks in Germany. On a descriptive level, they show that the
financial competence of the supervisory board is lower in state-owned than in private banks.
This just reflects the fact that public officers are more highly represented in the boards of
public banks. Studies about the representation of different shareholder or stakeholder groups

in the boards of German banks are missing so far.

Recent reviews on the corporate governance of banks point to the uniqueness of banks. The
governance concepts for corporations in general may not apply to banks, because they are
more opaque and more highly regulated, which reduces the efficiency of corporate
governance mechanisms (Polo 2007, Levine 2004, Caprio/Levine 2002, Macey/O’Hara
2003). Because of their liquidity production role and higher leverage, banks are subject to a

stronger conflict of interest between shareholders and creditors than non-bank firms. Macey
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and O’Hara (2003) refer to the dominant model of corporate governance, according to which
the corporation is a complex web of explicit and implicit contracts among various claimants.
In the case of banks, the group of claimants includes not only shareholders and stakeholders
such as creditors, employees, local communities and customers, but also regulators to ensure
the safety and soundness of these enterprises. Because of the inherent difficulties in
monitoring banks, fiduciary duties of corporate officers and directors should not only be owed
to shareholders, but also to creditors. Cross-holdings, pyramid structures and supervisory
boards in a two-tier system may be helpful mechanisms to shield management from direct
shareholder involvement. “In countries like the Netherlands — and, to a lesser extent, Germany
— rather autonomous supervisory boards operate semi-independently from shareholders and
effectively shield management from direct shareholder involvement” (Macey/O’Hara 2003, p.
96; see also Montalenti, 2007). Therefore, the Franco-German corporate governance model is

superior to the US model for the banking sector (Macey and O’Hara 2003, p. 103).
3. Hypotheses

To examine the supervisory board composition of German banks, we formulate hypotheses
about the representation of different interest groups on the board. They refer to ordinary
members and the chairperson. In large companies with more than 2000 employees, subject to
the German co-determination act, half of all board members must be employee
representatives, while in smaller companies, the share of employee representatives must be
one third. The chairperson of the board has to be elected first with a two-third majority of the
supervisory board members, and then with a simple majority vote among the shareholder
representatives. Since he has the casting vote in case of a tie, the shareholders retain control of
the supervisory board also in large companies. Our hypotheses refer to the shareholder
representatives, which are elected by the shareholders’ annual general meeting. A single
shareholder is not allowed to nominate all board members, even if he controls 100% of the
capital. According to the principal-agent-theory, the supervisory board is a delegated monitor
on behalf of shareholders or stakeholders as principals. Since the incentive to monitor the
management increases with the volume of shareholdings, we formulate the hypotheses:
HI1: The supervisory board structure reflects control by major shareholders.

H1.1: The number of representatives of major shareholders increases with the volume of

their shareholdings.

H1.2: The chairperson of the supervisory board is a representative of a major shareholder.

In fact, both the managing board and supervisory board are considered as representing a

multiplicity of stakeholders and not only shareholders. The election of stakeholders by the
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shareholders’ annual general meeting is likely to occur through networking. In general,
stakeholders are involved in the decision making of companies by dynamic interactions
through networking, forming coalitions, acting closely or at a certain distance (Dow 2003).
The German system of stakeholder control constitutes a ‘“hard system”, where the
involvement of stakeholders rests on mandatory rights, in contrast to “soft systems”, where
the involvement rests on voluntary agreements among the different players (Charny 1999).
Until recently, it was based on a network of cross holdings and interlocking directorates
among the largest German banks, insurance and industrial companies. Even if this network
has diminished, it may still exist, in particular for the largest and oldest companies. Other
possible stakeholders are corporate customers holding long-term relationships to their
housebank,” representatives of the state or local community, and experts with specific
knowledge about the respective bank. Foreign shareholders may not be represented on the

supervisory boards, because they are outside the networking process.
Thus, we expect:

H2: The supervisory board structure reflects inside control by stakeholders.
H2.1: The supervisory board contains representatives of stakeholders, which are not
major shareholders (‘stakeholder control’).
H2.2: The supervisory board contains representatives of larger and older companies that
hold blocks, especially in larger and older banks (‘Deutschland AG”).
H2.3: The number of foreign members in the supervisory board is low and does not
depend on the volume of foreign shareholdings (‘control inside Germany”).
An often referred question is the role of former executives in the supervisory board of
German companies. Retiring members of the managing board, in particular the president,
often move into the supervisory board, where they take the role of the chairman. On the one
hand, this may mitigate the problem of asymmetric information between the managing board
and supervisory board, because former managers have special expertise and many informal
contacts (Allen/Gale 2000, p. 29). On the other hand, this may restrain the monitoring
activity of the supervisory board by creating an incentive problem in a repeated game: if one
member of the managing board moves to the supervisory board, he does not only have to

monitor his former colleagues, but also the consequences of his own decisions (Allen/Gale

> For a survey on relationship lending provided by housebanks see Boot (2000). Mutual shareholdings between
a housebank and its corporate customer may help to improve the commitment of both partners to their long-term
relationship.



2000, p.38). This may reduce shareholder value. Since former executives are insiders that
hold stakes in the company, we expect:
H3: The presence of former executives in the supervisory board reflects inside control by
stakeholders.
H3.1: The presence of major shareholders has a negative influence on the presence of
former executives on the supervisory board.
H3.2: The presence of major shareholders has a negative influence on the incidence that
the chairperson of the supervisory board is a former executive.
Finally, we expect that the inside network has been reduced due to globalization and the
dissolution of the “Deutschland AG”, especially after the tax reform in 2002.

H4: There is a development from inside networking towards outside control.

4. Data Set and Descriptive Statistics

To analyze the composition of supervisory boards of German banks we constructed a sample
of banks in the legal form of a stock corporation (AG) or a commercial partnership limited by
shares (KgaA) for the period 1999-2006. The banks were selected from the list of the 100
largest banks according to the assets managed in 2001 (N.N. 2002). To avoid a repetition of
observations due to board nominations within a group we eliminated those banks from the
sample which were controlled by other groups within the sample. The resulting sample
consists of 41 banks. The source of our data regarding the composition of the supervisory

boards is the disclosure of mandates reported in the companies’ annual reports.

The size of the supervisory board ranges from a minimum of 3 to a maximum of 21 members,
depending on company size, legal form and codetermination rules (§95 AktG). In the case of
an AG or KgaA with less than 500 employees and registered before 10/08/1994, and in the
case of an AG, KgaA or GmbH (limited liability company) with more than 500 up to 2000
employees, the employee representatives cover 1/3 of the total seats, which range from 3 to
21, and have to be divisible by three (§1 Drittelbeteiligungsgesetz, formerly
Betriebsverfassungsgesetz 1952). In the case of an AG, KgaA or GmbH with more than 2000
employees, the supervisory board comprises 12, 16 or 20 seats, equally divided between
shareholder and labor representatives (§§ 1 and 7 Mitbestimmungsgesetz). Our sample
comprises only the shareholder representatives, which are elected by the shareholders’ annual

general meeting. The number of seats in each year is documented in Table 1.
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Table 1: Number of seats (shareholder representatives) on the supervisory board

Year number of seats

1999 312
2000 306
2001 321
2002 317
2003 299
2004 289
2005 300
2006 284

Source: own compilation, number of banks: 41

To classify the board members we use the following groups:

1) Managers in industrial companies

2) Managers in banks and other credit institutions

3) Managers in insurance companies

4) Former executives of banks

5) University professors, researchers in research institutions or centers, and similar

6) Public officers, employees of public institutions, judges

7) Self-employed people (lawyers, consultants and similar professions)

8) Directors or managers of trade associations

9) Others

If a person can be classified in more than one group we assume that the membership in one of
the first four groups dominates that in one of the last five groups. Within these, we assume
that 5) dominates 6), 6) dominates 7), and so on. In those cases in which the composition of
the supervisory board changed during the year, we consider the member who has been in the

supervisory board for more than 181 days, or for the most days of that year.

To analyze the composition of supervisory boards with respect to its members’ provenience,
we define the following two groups:

10) German citizenship

11) Foreign citizenship

A closer description of the variables used can be gathered from Table 2. Descriptive statistics
(Table 3) show that the average number of shareholder representatives of the supervisory
board is 7 to 8 members across all banks in our sample from 1999 to 2006. Regarding the

structure of the supervisory board, we find that over all periods bankers hold the largest share
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of members increasing from 32% in 1999 to 46% in 2006. This reflects only partly the share
blocks held by banks, which range from 61% to 65% and are relatively stable (see Table 4). In
those cases in which another bank holds 100% of the voting capital, bank representatives do

not cover all of the shareholder seats.

The second largest group in the supervisory board is represented by industrialists. Their share
of members decreased from nearly 28% to 25%, having its maximum of 30% in 2000 (see
Table 3). Since it always significantly exceeds the percentage of share blocks held by
industrial companies, which ranges from 6% to 8% (see Table 4), we can conclude that it
reflects control by industrial companies both in their role as major shareholders (H1) and
stakeholders (H2). This is consistent with the hypothesis of a long- term commitment of non-
financial companies with their housebanks, which in turn hold seats in the boards of non-
financial companies, even if this leads to often referred conflicts of interests (Sarcinelli, 2005,

Cesarini 2007).

Furthermore, we identify insurance companies, former executives, public officers, self-
employed and trade organizations as five groups having almost an equal share in the
supervisory board ranging from 6% to 8% in 1999 (see Table 3). The share of all these groups
except self-employed decreased to 4-6%. The decline was largest for insurance companies (-
4%), followed by public officers and trade organizations (-3%), while the share of former
executives remained relatively stable (-1%). In 2006, former executives played a larger role
than representatives of insurance companies in the supervisory board. Comparing these results
with those of Rang (2004), who examined the presence of former executives in the
supervisory boards of 145 German stock corporations (with only 7 banks in the sample) in the
period 2001-2004, we find a higher incidence of former executives in our banking sample.
While in the sample of Rang (2004), the percentage of companies with at least one former
executive increased from 23% in 2001 to 36% in 2004, it increased from 35% in 2001 to 41%

in 2004 in our sample.

The declining role of insurance representatives goes along with a decline in their major
shareholdings after 2001 (see Table 4). Also the presence of public officers seems to be
related to their role of major shareholders, which always lies between 4 and 5%. In 9 of the 41
banks in our sample, a public body is directly or indirectly among the main shareholders.

University professors hold the lowest share in the board, which remains always below 3%.°

% Windolf (2002) found similar results for large German companies, where public officers covered 7.4% and

university professors covered 3.7% of the supervisory board seats.
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With respect to nationality, Germans hold the majority of members with a share of 92% in
1999, lowering to 86% in 2006. The share of foreigners increases in opposite direction. This
is consistent with H4. However, the percentage of foreign members in the supervisory board
is always smaller than the percentage of foreigners as major shareholders (mostly about the

half), which supports H2.3.

The dominant role of bank managers in the supervisory boards of banks is also reflected by
the fact that the chairperson of the board is a manager of another bank in 53% of all cases and
a former executive of the same bank in 17% of all cases. Compared to the sample of Rang
(2004), where the percentage of companies with a former executive as chairman of the
supervisory board was 19.7% in 2004, in our banking sample in was lower with 15% in the
same year. The incidence that managers of non-financial companies or public bodies hold the

position of the chairman is 5% (of all cases) for both groups in our sample.

Comparing the board structure of the banks in our sample with that of the 100 largest mostly
non-financial companies’ in Germany reported by the Monopolies Commission, we find that
the financial sector (banks and insurance companies) is more highly represented in the boards
of banks than in the boards of the “top 100” companies (see Table 5). The role of financial
companies in the network of personal interlocks among the “top 100” decreased steadily from
191 board members in 1996 to 30 board members in 2004. This corresponds to the shrinking
network of mutual shareholdings among the largest financial and non-financial companies
(Monopolkommission 2008, p. 199). In line with this, we observe a declining inter-sectoral
representation in the boards of banks: while the representation of industrial and insurance

companies decreased, that of other banks increased (see Table 3).

7 In 2004 and 2006, the 100 largest companies (measured by value added) comprised only 9 banks and 8,
repectively 7 insurance companies (Monopolkommission 2008, p. 153).

13



SUOJB[NO[BO UMO :90IN0S

0 S0 S0 o¢¢€ w10ja1I xe} sured [ejides ayp Jo uononponur
oy} 1. 900 Z-£007 porad woIj Swals UOHBAIISQO JT duo 0) [enba Awun(g ANILL
cl 08°'110°8 80°T8TV  L6T $90401dwo Jo IoquInu £q paInseaw yueq jo oIS dINH
81  L'TOO6LI 14 66¢
¥0€T°T6 OJNF UOI[[IW Ul ‘S}OSSE JO dWIN[0A Aq paInseaw yueq Jo 3zI§  SLHSSV
14 LY9°8S 7TS’€ES  9I¢€ STeA Ul pajoudp ‘(uonepunoy Jo Jedk woiy pandwod) yueq jo 93y A0V
0 €89°LT LLL'S8 VIt %S 1589 J& I SIOP[OYO0]q AQ PA[0ONUOJ SAIBYS SUNOA JO 9FBIUDId  FDOTd
0 GTESE €TTLT  ¥IE  SIOPIOYO0[q Suowe SIOP[OYILYS USIAI0} AQ PI[[0NUO0I SAIBYS SUNOA JO d3RIUDIDd  JOAINOD
0 6¥9 0% G9G'69  FIE€ SIOPIOYO0[q SUOWE SIOP[OYIBYS UBULIIN) AQ PI[[ONUOD SAIRYS SUNOA JO 93ejudd10d  YADNOD
0 607°S1 00€'t SI¢€ SIOPIOYP[00]q Suowe sArpoq d1qnd Aq pa[jonuod sareys SurjoA Jo a3e1udd1d  gNdNOD
0 88L4T €0T'8 GI€  sIdpjoyspoo[q Suowe saruedwod dourInNsul Aq pI[[0HU0I sareys Sunoa Jo a8e1uaodd  SNINOD
0 6Ly €Y €L]8°€9 VI SIOPIOYP[O0]q Suowe syueq AqQ pPI[[0NUOI SATRYS SUNOA JO dFLIUDIRd  NVINOD
0 L81°€T 8179 GIE  sIoproyoolq Suowe saruedwod [esnpul Aq pa[[03u0d saIeys SunoA Jo 93e1uad1dd  ANINOD
I 0 TLE0 991°0 €I¢€ 9ATINIIXI JOWLIO] ® ST paeoq A1os1Azadns oy) Jo uoszodmeyo oyl XAAHD
I 0 92T0 ¥S0'0  €I¢ Ioo1330 orjqnd e st p1eoq A1osiaradns oyj Jo uosiodireyo oyl  gNJdHD
I 0 6€2°0 090°0 €I¢€ Kuedwod doueInsur ue Jo Jd3euew e SI p1eoq A1os1azadns oy) Jo uoszodieyd oyl SNIHD
I 0 00S°0 LTS0 €1¢€ jueq e ur 1oeuew € SI pieoq A1osiazadns oy Jo uostodireyo oy, NVHHD
I 0 1LT°0 6L00  €I€ ISI[ELNSNPUI U ST p1eoq A1os1azadns ot Jo uosiodireyo oyl ANTHD
b 0 S¥6°0 S6S°0 v1¢€ pIeoq A10s1ATodns oy} Ul SOANNIAXI JoWIO) Jo IoqunN  XHAGS
bl 0 99¢'C v8I'T  IE preoq A1ostazadns oy Ut sudZNIs USIAI0] Jo QNN JOALS
Sl 0 98¢ 0SS9 1483 pIeoq A10s1AI9dNS Y UT SUSZNIO UBULIDD JO IOqQUINN  YIOIS
8 0 €Sl 610 y1¢€ paeoq A10s1A10dns oY) UI SUOIBIOOSSE dpeI) JO SIdFeUBW JO dqUNN  VILIS
€ 0 SELO 6€v’0  tI¢ preoq A1osiazodns ot ur ojdoad pakojdue-yjos Jo requnN SIS
Z 0 010 IL1°0 1€ paeoq A1ostazadns oy ur s10ss9joxd AjIs1oAtun Jo oqunN  [NNES
S 0 ¥66°0 SSvo 1483 preoq A1ostazadns ay) ur s1901jjo o1qnd jo sequnN - gNddS
% 0 $5$8°0 LSY°0 v1¢€ paeoq Axosiazadns ayj ur sdruedwod doueInSul JO s1dFeurw JO IoqUNN  SNIFS
01 0 L8ET 168°C 1483 preoq A1ostAradns oy Ul SI9SRUBW YUBQ JO IOQUINN  NVEdS
01 0 LOL'T 090°C v1¢ paeoq K1ostazadns oyp ur soruedwod [eLisnpul Jo sodeuew Jo oqunN  NIFS
XeA UlIA  "Ad'PIS  UBA  SqO dlqerie A

orduwes ajoym 9y} 10J sonsHL)S ATRUIUNS PUB SI[BLIBA Y} JO UONIULS(] 17 d[qeL



Sl

900C PUB S00T U! 8¢ = U “400C-CO0T UL 6€ = U ‘[00T-6661 U 07 =U 310N
uone[dwod umo :321nog

868 19°61 V9L 0y 6L'L 618 89 900¢
cC'co L0°0C LSTL 194 L9'8 eL’L L9°89 $00¢
SI'S8 eyl 8'IL LL'Y 01’6 L09 9129 ¥00¢
6v'18 6691 8789 v cc6 LO9 0779 £00¢
431 6691 11°89 LTV 166 L09 ev'19 <00¢
LI9V8 1991 8169 vev 1101 6'S 9819 100C
L9V8 1991 8I'L9 vev 19°6 'S 9¢19 000¢
1918 1991 999 LOY 43 'S 9¢v9 6661
saruedwod saruedwod
SIOPIOYNI0[q SIOUSIAI0J SUBULION) sarpoq orqnd S OUBINSUL E.Ems_uS syueq Iedk

900C - 6661 (sa1eys 1olew Jo o3ejuooiod) armonis 19poyaieys Jo uondLosa( 4 9[qe

900C PUB S00T UI 8¢ = U “400T-CO0T Ul 6€ = U “[00T-6661 U O =U 910N
uone[idwos umo :901n0g

80¥I ¢6°S8 L8'¢ 699 8T % re9 L8¢ 00°S¢ % S'L 900C
0001 0006 009 €e's 00°C €€9 L9'L 00'¥ 00°9¢ ey L'L $00T
€001 L6'68 'S 8y 6¢'1 ecs 90°6 6'S 8¥'9¢ [44Y1% V'L 00T
9¢'6 ¥9°06 <09 SE€v 89°C 89 9¢’L 9¢'L SL'ST 9¥'8¢ L'L €00¢
S1I'6 $8°06 99 9¢'¢ [5x4 9¢'S S8 66°'S §6°s¢C 169¢ 6L ¢00¢
'8 6516 0¢'S LT'L 81'C 6'S 6L°L vSs9 6L°9¢ 68 1¢ 8 100C
88°¢ cl'v6 S1'9 S1'9 65°C 'L L vL'8 LL'6C 01ro¢ L'L 000¢
108 6616 17’9 609 091 69°L 69°L 69°'L 9¢°'LT S0'Ce 8L 6661
suon sorvedwod | saruedwod
. pokordwd | s10ssojord | SIOOIJO | SOAIINOOXD . ; syueq Jo oZIS
SIOUSIdI0J | suewdn) | -eziue3io doueInSUl [eLasnpur Iedk
RIEN Apsoamun | orqnd Jouoy s1odeuew | pIeoq
open Jo s1o3euew | Jo s1o3euew

900C - 6661 (p1e0q
K10s1A13dns oy} ur soAeIuASAIdar IOp[oYaIeySs JO S1BIS JO 93eIuddrad) armonis pue (S9AneIudsaIdar 1opjoyareys) azis pieoq Jo uonduosa( :€ dqel,




91

o0UBINSUL IO SYUBQ JO SAIAO[dWO 9ANNOIXI-UOU PUB SIAIINIOXI

‘suone[nd[ed uMo (8002 ‘900Z ‘+007) uoIssruuoy[0douoA :99In0g
001 doy,, o) Suowe soruedwos

Iowoy ‘001 doi,, oyy opisino saruedwod doueINSUl IO SYUBQ JO SIOFRUBW

88 v'C 4! 4! 8V 0°¢ 81 900¢
08 (43 8’1 vl 9°¢ (43 v'C ¥00¢
001 9¢ 80 81 99 9v 0C 00T
001 v'C 80 91 98 14 <9 000¢
LSoruedwoo
001 doy Suowre soruedwod €10} doueansur 10yl0 | 01 doy Suowe 8101 LSueq 1910 001 doy Suowe
[EI0UBUL}-UOU JO SIOZRUBIN soruedwod dourINSUI JO SIOFEURA syueq JO s1o3euewl Iedk

9002 ‘¥00T ‘700 Auewdn ut (001 doy,,)
soruedwod 3159318 ()01 oYl Ul (pIeoq A1osia1ddns oy} ur soAneIuasaIdal Iop[oyareys Jo syeas Jo a3ejuddrad) ainjonns preoq jo uonduosa(q :§ d[qe],




5. Regression Results and Discussion

In order to test our hypotheses we use the number of representatives of a group and the
incidence of the chairperson belonging to a group as dependent variables. We perform two
different types of regressions. Some previous studies rely on OLS estimations but do not note
that observations including a value of zero will not be included in the regressions so that
observations would be truncated. As observations on supervisory board structure are limited
to zero and values above zero estimations based on OLS would provide truncated normal
distributions in the observations we use censored Tobit estimations in cross sectional analyses
for all time periods. If the dependent variable is a binary one we use Probit regressions. All
our regression results which will be tabulated and interpreted are based on robust estimations.
In some cases both univariate and multivariate regressions have not been possible due to

technical reasons. In that case bivariate correlation results are provided.

According to hypothesis H4 we are interested in developments over time. Insides in this can
be gathered from a comparison of cross section regressions over time. Furthermore, we
perform univariate and multivariate random effects panel regressions including a dummy
variable equal to one if an observation stems from the period 2003-2006 after the capital gains
tax reform. We expect changes in the structure of the board to occur. After controlling for the
relative difference between different quadrature points robust results are provided and the

results may be confidently interpreted.®

As has been expected according to H1, the number of representatives of major shareholders
depends strongly on the percentage of their shareholdings. Table 6 shows the results of panel
regressions for the presence of industrialists and bankers on the board. On the univariate level,
we find a strong positive influence of the independent variable CONIND (CONBAN) on the
dependent variable SBIND (SBBAN). Panel regressions for SBPUB support these findings.
Due to technical reasons no panel regressions can be performed for the influence of CONINS
on SBINS, but bivariate regressions confirm a positive and significant correlation between the
variables inside an interval of 43% and 85%. Panel regressions for SBBAN make evident that
on the multivariate level, major shareholdings of both banks and public bodies influence the
number of bank managers on the supervisory board. Thus, state-owned banks seem to have
more representatives not only of public bodies, but also of banks on their boards compared to

private banks or banks with less public ownership. All in all, we are not able to reject

% If the relative difference of the coefficients is larger than 0.01% quadrature points are chosen inappropriately.
In that case we corrected the integration points to improve the accuracy of our estimations. In case of not
correctable results we abstain from performing panel random effects estimations as the coefficients would not be
interpretable.
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hypothesis H1.1. The time dummy shows a negative influence on the number of industrialists
on the supervisory board (see model (2) in Table 6), but a positive effect on the number of
bankers (see models (4) and (6) in Table 6). This may reflect a decline in insider networking
between financial and non-financial companies after the capital gains tax reform in 2002,
consistent with H4.

Table 6: Explanation of industrialists and bankers on the board (panel regressions)

Panel RE Panel RE Panel RE Panel RE Panel RE Panel RE

@ (2) 3) ) (&) (6)
dep. var. SBIND SBBAN SBBAN
method Tobit Tobit Tobit

CONIND **%%0.0353  ***(0.0374 -0.0170 -0.0184
(2.87) (3.15) (-1.24) (-1.37)
CONBAN *¥*%(0.0292  ***(0.0288  ***(0.0322  ***(0.0309
(6.45) (6.44) (5.66) (5.48)
CONINS 0.0116 0.0097
(1.36) (1.16)
CONPUB **0.0407 **(0.0408
(2.08) (2.09)
TIME *.0.4256 **%0.4677 **%0.4719
(-1.84) (2.67) (2.69)
intercept 0.3216  ***1.0131 0.6022 0.4131 0.2401 0.1205
LR Chi® *E*¥82462  **¥*]2.403  ***4] 568  ***49.831 *k%k47.83  *¥**55.845
n 313 313 312 312 312 312

source: own calculations
note: RE = random effects estimation

Tables 7-11 show the results of cross sectional analyses. For almost all periods the influence
of CONIND on SBIND, CONBAN on SBBAN, CONINS on SBINS and CONPUB on
SBPUB is positive and statistically significant. This again supports the hypothesis of
shareholder control (H1.1). We find that the results improved in their quality as we included
BLOCK as an additional independent variable. However, the influence of the percentage of
shares maintained by block holders differs between groups. In the case of SBIND and SBINS,
it is negative and significant, which may indicate that industrialists and managers of insurance
companies on the board represent the interests of stakeholders and not only those of industrial
and insurance companies as major shareholders (consistent with H2.1). This does not seem to
be the case for bankers and public officers, as the influence of BLOCK on SBBAN and
SBPUB is insignificant.

For SBUNI, SBSEL and SBTRA, no significant impact of major shareholdings could be
calculated in cross-sectional analyses and panel estimations. Thus, the presence of university
professors, self-employed and managers of trade associations on the supervisory board seems

to reflect stakeholder rather than shareholder control in line with hypothesis H2.1.
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The presence of the so called ‘Deutschland AG’ as hypothesized by H2.2 cannot be rejected.
We tried different estimation models for both cross-section and panel regressions by inserting
ASSETS and EMP in the regressions and found EMP to have the largest impact on SBIND.
Both variables show a positive and significant influence on the dependent variable, but the
degree of explanation is higher for EMP than for ASSETS. Although AGE does not show the
expected significance, it improves the explanatory power of our regressions. Similar results
have been found in panel regressions, but TIME cannot be found to be significant. Therefore,

the results are not tabulated.

Due to data limitations regressions on a probable ‘control inside Germany’ (H2.3) have not
been possible. Thus, we rely on bivariate correlations to gather some evidence on this
hypothesis. As assumed, SBGER and CONGER are positively correlated, but correlation
coefficients are not significant in all periods under investigation. This may indicate that the
presence of German members on the supervisory board reflects inside control by stakeholders
rather than major shareholders (H2.1). However, in the period 2004-2006 the correlation
coefficients are significant, consistent with the hypothesis of a development towards outside
control (H4). SBFOR and CONFOR are highly positively correlated across all time periods,
consistent with the shareholder control hypothesis (H1.1). Therefore, we have to reject

hypothesis 2.3 in this respect.

Summarizing, according to the above arguments hypothesis H2 of the supervisory board

structure reflecting inside control by stakeholders can only partly be rejected.

19



0¢

SUOTJB[NO]BD UMO :90INO0S

8¢ LE 6¢ 6¢ 6¢ 117 117 oY u

8C0I1°0 S611°0 PEIT0 66900 9890°0 09900 8¥10°0 8Cr0°0 -4 opnasd

SOVL LT s [LCY 61 sesex 6791761 sesex LTLL T s CSO8'T s 969€" T sesex 8CIE L VLET L JUO A1

€68L1- 0180~ 88161~ 8990°0- €eCcoo 91vC'1- YOvC - G8LI'I- 1daoxdyur
(rL€) (6€°¢) (#¥°¢) (66'2) (LL'D) (012 (s6'1) (se1)

7SO0 Osesex €S€0 Qs [8E0 O CLEO O L8TO O 6120 0 7020 0 76100 NVEANOD
(19°1) (85°1) (61°1) (€1°0) (1L°0) (S¥'1) (sen) (Lo'1)

6200 8L¥0°0 6€£20°0 ¥200°0 ¢€I100 €L20°0 00200 o0 AD071d

HqoL poyjowr

NVads dqerrea “dop

9007 $007 00T €007 2007 1007 0007 6661 dlqelie A

(SuOISS2I321 UONIAS $SOID) PIEOq Y} UO SIdUeq JO uoneue(dxy :g a[qe],

SUOT)R[NOTBD UMO :90INO0S

8¢ LE 6¢ 6¢ 6¢ 0)7 0)7 oY u

8611°0 1210 LTLO0 CLLOO 9%50°0 66€0°0 ceT00 6500 2 opnasq

SCOT9Tssx  EVOSOTswxx  SOTE Oxxx 00L8 0T s TLIT 8% 6126 Gxx 4T RY 6161 6 xx JUO ¥l

LTSE Cxexex 08I1°C sxx VILO Ve [SY6 Cxsex VIV Cxsex B8YE Vs 9L9E Ve SPO8 Caexex SU0J BWSIS

S T¥ Qs CTI8 Qe 8909 Vs STY8 Ve 888 Vs LYvS€ S10s'C €S9C Vuesn 1daoiaur
(87°¢) (60°€) (4] (550 (€0 (L0 (89'1) (S1°0)

L6907 05 5 CLIO Qs s e LLLO Qs VSLO O 685070 L9900 LESO0x 8090 Qs ANINOD

(s¢¢-) (€9°¢-) (1¢2) (1) (09°1) (80°1-) (0s°T)

9GL0 0 s 96600 s L6S0 0 s 8090 0 s 0€P0 0 s 81C¥0- cec00- CLS0 0 s AD0071d

HqoL poyjowr

AaNIgS dqerrea dop

9007 S007 00T €007 00t 1007 0007 6661 dlqelie A

(Suo1SS21391 UOIJIAS SSOID) PIeOq Y} UO S)SI[eLISNpuUl Jo uoneue[dxy :/ d[qel



IC

SUOTI}BINI[Bd UMO 33IJN0S

8¢ LE 6¢€ 6€ 6€ 0 0 0t u

1080°0 09Z1°0 8LST°0 7€50°0 9SH1°0 L19T°0 68C1°0 €101°0 -4 opnasq

L6T Vx 99L0 Lxx 8EV 6% 8CLEE 0S99 0Tsxx  9L99 TTsxx  0STSOlswxx  LOSL 8xxx JUO ¥l

0LTS t- 998T 't~ LOSY'T- 99p¢ 1~ 96+ 0~ ¥8TS 1~ 9I€0 9.8T°0 1dooiojur

(18'1) (s€0) (TLo) (69°1) (80°¢) (ze©) (sL2) (092

6060 0 1961 0sese 2080 Oseses 87500 09900 5% 9680 Qe 9890 s €790 05 andNoOD
(81°0) (€0°0) (91°0-) (09°0-) (1) (LT07) (0s°'1-) (Fr'1-)

£900°0 €100°0 $€00°0- L1100~ 1070~ 000~ ¥220°0~ 661070~ D014

nqor, poyow

andds o[qerea “dop

9007 S007 ¥002 €002 72002 1002 0002 6661 dlqerie

Amqoﬂmmohwou QOEOOw mmO.HOV w.:mOQ oaa uo mhoo@wo OEDSQ wo ﬁoﬁwﬁﬁmxm ”Oﬁ Eﬂmrﬁ

SUOTIR[NO[BD UMO :92INO0S

8¢ LE 6€ 6€ 6€ o o ot u

6St€°0 LO6T°0 8THT0 L8910 8T61°0 9L91°0 $6£0°0 €1L0°0 -4 opnasq

TI69 LTsesess T85O O0Tsesese  9SE9 LTsesese  LL8 Plssse  STI9STssx  [0I8bIsss  865S6°€ TO6LL 9 JUO AT

TTro- £9€1°0 1+61°0 0SHL T« SLYO'T 684T 1 €0€S°0 198G Tses 1dooiojur
6L°¢) (+9°2) (60'%) (90°¢) (ov'¢) (81°¢) ($9°1) (90°0-)

9€Y0 O 6170 0% 01H0 O 09€0 0% 88€0 0 x 9CT0 05 S0 0« 1100°0- SNINOD
(19°1-) (Tr'1-) (86'1-) (6L7C) (6£7C) (€9°C-) (80°1-) (0s°C°)

9810°0- $920°0- 2020°0-% LEEO 0 ss%  PLTO 0~ T120°0 %% 0600°0- 91200 D014

nqog, poyjow

SNIFS dqerrea “dop

9007 S007 ¥002 €007 7002 1002 0002 6661 dlqeriep

(Suorssa1391 UOT)IAS SSOID) PIeOq Y} UO saruedwod dourINSUI JO SAANBIUASAIAAI JO uoneue[dxy :6 dqeL



C

SUOTJB[NO]BD UMO :90INOS

¢ LE 8¢ 8¢ 9¢ ot LE LE u

6060°0 ¥ET1°0 SETI0 6+01°0 6880°0 ¥1L0°0 8190°0 6990°0 -4 opnasq

V9T [T  8T699Tsesese  VCTOTsesese  SVLL VTssse  9TSTTlssse  YTET Olsess YSOT G TVET G JUO AT

1119°1- 08€T'1- 8€TE 1~ 8€L0'1- v1LE0" 118L°0- 9090°0- Z10T°0 1dooiojur
Q) (09°¢) (69°¢) (€€ (10°¢) (L9°27) (1,0 (1o

2000 0% €000 O % €000 O % 2000 0% 1000 0% 2000 0% 2000 0s 5 1000 0s % dINA
(89°0) (8L°20) (r€0) rT0) 01?2 (s8°1) FS'1) (ss'1)

L990 05 0190 05 1090 0 7850°0 s [0S0 0% 550 0x 1++0°0 €I¥0°0 ANINOD

nqog, poypowt

ANIIS ‘Tep ~dop

9007 S00T $00T €002 2002 1002 0002 6661 dlqeriep

DV PUB[UOSINd(], UO S}NSY :(SUOISSAITOI UOI}OIS SSOID) pIeoq Y} UO S)sI[ernsnpul Jo uoneue[dxq 1 o[qe



To calculate the probability that the chair of the supervisory board is a member of an
industrial company, bank, public body or insurance company we performed Probit regression
models. On the univariate level across all time periods, we find strong evidence that each
interest group promotes the probability of inaugurating a member of the own interest group
into the position of the chair of the supervisory board. Since TIME does not show a
significant sign we are not able to make statements on developments over time. All in all, the
regression models show a high degree of explanation of variance in the dataset due to a
pseudo R2 staggering around 40% in case of CHIND, CHBAN and CHINS, and around 30%
in case of CHPUB. Thus, we are not able to reject hypothesis H1.2 that the chairperson of the
supervisory board is a representative of a major shareholder. This furthermore shows that

supervisory board structure reflects control by major shareholders and H1 cannot be rejected.

A further aspect is the presence of major shareholders as an influence on the presence of
former executives in the supervisory board. To analyze this, we performed panel regressions,
which however, showed problems with quadrature points so that the results may not be
confidently interpreted. Therefore, cross section regressions are supposed to be more
appropriate. From a theoretical background we hypothesized CONBAN, CONINS, CONPUB
and BLOCK as independent variables to have a negative influence. In the empirical analysis
we find a negative influence, but since it is not significant these signs might be calculated by
accident and thus should not be interpreted. On the univariate level the coefficient of BLOCK
can be found to be negative, but happens to be significant only in 1999 and 2001. For the

remaining years, we do not find support for hypothesis H3.1.

With reference to the influence of major shareholders on the probability of a former executive
being the chairperson of the supervisory board we find the following results tabulated in
Table 12. Panel random effects estimations provide evidence that network effects occur as the
coefficients of CONBAN and CONINS are negative and significant as has been hypothesized
(H3.2).The other independent variables do not support our hypothesis as they are negative but
insignificant (in line with Resti et al. 2006, p. 202). We may conclude that it is not in the
interest of financial companies which hold major shares to nominate a former executive as the
chairperson of the board, because this reduces shareholder value. The special expertise of
former managers seems to be outweighed by a loss of monitoring activity. A change over time

cannot be identified as TIME is positive but insignificant.
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Table 12: Evidence of a former executive to be the chairperson of the supervisory board

Variable Panel RE Panel Re
dep. Var. CHFEX
method Probit
BLOCK -0.0051 -0.0051
(-0.62) (-0.64)
CONIND -0.0020 -0.0034
(-0.14) (-0.24)
CONBAN **.0.0207  ***-0.0210
(-2.54) (-2.60)
CONINS **.0.0291 **.0.0294
(-2.09) (-2.15)
CONPUB -0.0302 -0.0309
(-0.93) (-0.97)
TIME 0.2013
(0.66)
intercept -0.1584 -0.2096
Wald Chi? **11.1212 *11.7709
Pseudo R?
N 312 312

Source: own calculations

Summing up the regression results with respect to the question about a development from
inside networking towards outside control, we state that in some cases, developments over
cross-sections as well as a significance of the year dummy can be identified. But due to the
fact that this empirical evidence cannot be provided across all regressions, we have to reject

H4 partly.
6. Conclusions

Deficits in the corporate governance of banks have been brought to light by the actual
financial crisis. This paper focuses on the supervisory board as control instrument and
examines its composition for a sample of large German banks. It closes a gap in the empirical
literature on board structure, which so far has focused on the unitary board in Anglo-Saxon
countries and the supervisory board of non-financial companies within the two-tier board
system of Germany. Because of the unique features of banks, control by stakeholders other
than shareholders should play a larger role in banks than in non-financial companies. While
stakeholder control is based on networking by insiders, shareholder control works through

voting rights by major shareholders inside or outside a company network.

On the basis of univariate and multivariate analyses for 41 German banks in the period 1999-

2006, we find the following: First, the supervisory board structure only partly reflects control
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by major shareholders, primarily other banks, followed by industrial companies, insurance
companies and public bodies. The larger the shareholdings of one of these groups, the more
supervisory board seats it holds and the more likely it is that the chairman of the board

pertains to this group.

Secondly, the presence of industrial companies on the board also reflects inside control by
stakeholders, which do not hold major shares. The second most important stakeholder group
are former executives of the same company, whose incidence on the board seems to be higher
in banks than in non-financial companies. Less important stakeholder groups on the board are
self-employed people, managers of trade associations and university professors. The low
presence of foreign board members relative to foreign shareholders supports the hypothesis of
inside control within Germany. Even if the preference for supervisory board members of the
same nationality may be an instrument to reduce agency conflicts by communicating in the
national language, it does not properly reflect the internationalization of the company with

respect to its shareholders and employees.’

Third, the incidence that the chairperson of the supervisory board is a former executive of the
same bank is lower in banks controlled by other banks or insurance companies. Thus,
financial companies holding share blocks seem to prefer managers of financial companies as
chairperson of the board, who are not former executives of the same bank (in contrast to Resti
et al. 2006). This corresponds to the recommendation of the German Corporate Governance
Code that “It shall not be the rule for the former Management Board chairman or a
Management Board member to become Supervisory Board chairman or the chairman of a
Supervisory Board committee. If this is intended, special reasons shall be presented to the

annual general meeting.” (Government Commission 2006, 5.4.4).

Fourth, we find some evidence for a decrease in inside networking and an increase in outside
control over time. The declining presence of managers of industrial and insurance companies
goes along with a growing presence of managers of other banks on the boards of German
banks. However, larger banks still have a larger share of industrialists on their boards. This
seems to be due to still existing interlocking directories between the largest financial and non-

financial companies in Germany (‘Deutschland AG’).

In trying to answer the normative question, ‘Who should monitor the delegated monitors?’,
we face a trade-off between inside and outside control of banks: On the one hand, outside

control through major shareholders on the board helps to improve the board’s monitoring

? See also Breuer (2001).
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function on behalf of shareholders. On the other hand, insiders of the industry tend to have
better financial expertise to control and advise the highly opaque and complex banking
business. Therefore, banks may best be monitored by managers of other banks holding share
blocks. Our observation of a dominant and increasing role of other banks’ managers on the
boards of banks can thus be appreciated. However, this applies only to those banks in our
sample, which are small enough to be controlled by other banks. Since the largest banks
cannot be controlled by other banks (being their competitors), they must be controlled by
other shareholders or stakeholders. We find that managers of industrial companies still play
the largest role in the boards of the largest banks, although the network of mutual
shareholdings has been reduced. Managers of large industrial or insurance companies are
likely to be better monitors of banks than public officers or managers of smaller companies,
because they tend to have more financial expertise. They should also be preferred to former
executives of the same bank, because they have better monitoring incentives. Whether this
also holds for a comparison with independent financial experts acting as professional
supervisory board members is an open question. On the one hand, professional board
members are likely to have more distance, time and special knowledge to monitor banks than
managers of non-financial companies. On the other hand, they may lack actual expertise and
management experience to monitor and consult bank managers. Therefore, professional board
members can be only part of the solution and should be employed complementary to active

corporate managers (Schoppen 2008).

Recent changes in the shareholder structure of major German banks and some recent scandals
in the quality of risk management pose new issues for future analysis. According to our
evidence state-owned banks are likely to have a control deficit vis-a-vis private banks because
they have more public officers with less financial expertise on their boards. However, we find
that banks with more public ownership also have more bankers on their boards. Finally, we
have to keep in mind that according to the German system of corporate control, the
supervisory board should not only represent the interests of shareholders, but also those of
stakeholders, such as the public in the case of banks, to ensure their safety and soundness.
Investigating the relationship between the supervisory board structure and performance of the

banks in our sample is a task for future research.
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