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ABSTRACT

For financial intermediaries governance is partédyl important due to their special role within the
economy in the aggregation and transfer of findnmeisources. Recent measures aimed at supporting
the economy and banks have attached particularrtanpme to governance practices, as also suggested
by the Financial Stability Forum, which includesmarate governance in the Compendium of 12 key
principles for sound financial systems.

Though coordinated measures at European level btea been suggested, corporate governance
systems in Europe are actually quite different.réhere three different possible board structutes: t
one-tier board system, typical of the UK, Spain armahy other countries, the vertical two-tier system
typical of Germany and of the Netherlands in theecaf large companies and countries in which
companies may choose between different models, asi€lnance and ltaly.

Many large financial groups in Europe, includinguamber of Italian large banks, have adopted the
two-tier board governance structure. While somélight its advantages, others emphasize the riks o
the possible overlapping of functions and roleosedifferent governance layers and of the plethori
multiplication of seats on the boards. This paparspes a twofold objective of investigating i) the
peculiarities of the corporate governance of finaniotermediaries as concerns the size of thedoar
and performance and ii) on the basis of internafi@vidence, identifying elements which may be
introduced to improve the legislative and self-lagry framework with a particular focus on the
implications of the adoption of the vertical twettmodel by banks and insurance companies.

The structure of the paper is as follows; the fssttion is dedicated to a brief overview of the
principles of corporate governance issued by varisupranational entities, with particular attention
paid to principles specifically devised for finaaicintermediaries. The second section summarises
relevant corporate governance literature. The thaction is dedicated to an empirical analysis tvhic
considers two different international samples ahpanies, the first is made up of the largest Ewanpe
companies of the Eurotop 100 index and the secenchdade of the top forty European financial
intermediaries by market cap. Qualitative and gtetinte elements on the governance of the
companies in the two samples were drawn and thgiact on performance assessed. Among other
things, international applications of the vertitab-tier system confirm that financial intermedesi
and companies with two-tier boards have more baaednbers but this does not seem to impact
negatively on performance. Conversely non-financtghpanies tend to have smaller boards and board
size seems to negatively affect performance. Seeticoncludes with certain policy suggestions also
in light of a new vision of control which emergesrh the analysis.

JEL ClassificationG34, G32, G21 - EFM Classification codes: 15@,5240
Keywords Corporate Governance, Board Structure, Two-tigar Structure, Banks, Insurance
Companies, Europe
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INTRODUCTION

Corporate governance has become an increasingigatrissue after the corporate scandals which
occurred all over the world. Moreover, its specifate in the stability of financial intermediariess
highlighted by the severe crisis which hit finahawarkets from the summer of 2007. In fact, for
financial intermediaries the governance system listle more important not only because
intermediaries are basically in the business d&f aisceptance but also due to their special rolaimwit
the economy in the aggregation and transfer ohfired resources.

Recent measures aimed at supporting the economypams have attached particular importance to
governance practicsas also suggested by the Financial Stability Forwhich includes corporate
governance in the Compendium of 12 key principiessbund financial systerhs

In Europe there are three different possible baanactures: the one-tier board system, typicahef t
UK, Spain and many other countries, the verticab-tier system, typical of Germany and of the
Netherlands in the case of large companies andtigesinn which companies may choose between
different models, such as France and Italy. Théoartwo-tier system, was introduced in Italy with
the company law reform in 2003. In the last tworgaawas chosen in three of the most recent bank
mergers in Italy (Intesa-Sanpaolo IMI, Banca Pomolki Verona e Novara-Banca Popolare Italiana,
Banche Popolari Unite-Banca Lombarda) and alsotaly’s largest investment bank Mediobanca,
which switched back to the traditional Italian zomtal two-tier model after little over a year.
Institutional investors also suggested the vertisad-tier model for Assicurazioni Generali. This re
fuelled the debate concerning corporate governamitely.

The adoption of the vertical two-tier system waprapiated by observers who pointed out the potentia
of the two-tier system in relation to the innovatiwle of the Supervisory Board and, especiallytso
function as filter between ownership and managenaent in the definition of the risk appetite of
financial intermediaries. Others alleged that thare no substantially innovative elements in its
application compared to the traditional Italian ihontal two-tier system and underlined the risks of
duplication of powers and responsibilities and prethoric multiplication of seats on the boardsisth
leading to larger (and less effective) boards.

This paper pursues a twofold objective of invegirgpi) the peculiarities of the corporate goverrean

of financial intermediaries as concerns the siz¢hefboard and performance and ii) on the basis of
international evidence, identifying elements whiohy be introduced to improve the legislative and
self-regulatory framework with a particular focus the implications of the adoption of this model by
banks and insurance companies.

The structure of the paper is as follows; the fssttion is dedicated to a brief overview of the
principles of corporate governance issued by varisupranational entities, with particular attention
paid to principles specifically devised for finaaicintermediaries. The second section summarises
relevant corporate governance literature. The thaction is dedicated to an empirical analysis tvhic
considers two different international samples ahpanies, the first is made up of the largest Euanpe
companies of the Eurotop 100 index and the secenchdde of the top forty European financial

! For example in Italy, Legislative Decree 185/2@08verted into Law with Law 2/2008 requires thatks to access
measures must satisfy certain corporate governaugteérements. The Decree of the Minister of therteooy directly
refers to Bank of Italy Regulations of 4 March 2008

2 See “12 Key Standards for Sound Financial Systehisg://www.fsforum.org/cos/index.htm.
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intermediaries by market cap. Qualitative and gtetite elements on the governance of the
companies in the two samples were drawn and thgiact on performance assessed. Among other
things, international applications of the vertitab-tier system confirm that financial intermedesi
and two-tier companies have larger boards butdbeés not seem to impact negatively on performance.
Conversely non-financial companies tend to havellsmbhoards and board size seems to negatively
affect performance. Section 4 concludes with cenpalicy suggestions also in light of a new visain
control which emerges from the analysis.

1. INTERNATIONAL CORPORATE GOVERNANCE PRINCIPLES

Though regulations vary worldwide general princgpleoncerning corporate governance have been
issued by various international agencies, suchEESID(Table 1), by the European Commission (Table
2) and specifically for banks by the Basel Commiti@able 3). The Financial Stability Forum
specifically refers to the OECD principles in it®r@pendium of Standards which lists the various
economic and financial standards that are intesnatiy accepted as important for sound, stable and
well functioning financial systems, specifying th#te international community attaches much
importance to the adoption and implementation eséhstandards because of their beneficial effects o
the stability of financial systems both inside ciies and globally.

Table 1 — OECD Principles of corporate governance

1999 2004*

I. Ensuring the Basis for an Effective
Corporate Governance Framework
The corporate governance framework should
promote transparent and efficient markets,|be
consistent with the rule of law and clearly
articulate the division of responsibilities
among different supervisory, regulatory an
enforcement authorities.

[®X

I. The rights of shareholders II. The Rights of Shareholders and Key

The corporate governance framework shoulOwnership Functions

protect shareholders’ rights. The corporate governance framework should
protect and facilitate the exercise of
shareholders’ rights.

[I. The equitable treatment of [ll. The Equitable Treatment of

shareholders Shareholders

The corporate governance framework shoul@ihe corporate governance framework should

ensure the equitable treatment of all ensure the equitable treatment of all

shareholders, including minority and foreignshareholders, including minority and foreign
shareholders. All shareholders should have shareholders. All shareholders should have
the opportunity to obtain effective redress tahe opportunity to obtain effective redress for
violation of their rights. violation of their rights.
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[ll. The role of stakeholders in corporate
governance

The corporate governance framework shol
recognise the rights of stakeholders as
established by law and encourage active ¢
operation between corporations and
stakeholders in creating wealth, jobs, and {
sustainability of financially sound
enterprises.

IV. The role of stakeholders in corporate
governance

u[@he corporate governance framework shou
recognise the rights of stakeholders
cestablished by law or through mutual
agreements and encourage active co-
heperation between corporations and

sustainability of financially sound
enterprises.

IV. Disclosure and transparency
The corporate governance framework shol
ensure that timely and accurate disclosure
made on all material matters regarding the
corporation, including the financial situatiof
performance, ownership, and governance
the company.

V. Disclosure and Transparency

U[dhe corporate governance framework shou
isnsure that timely and accurate disclosure
made on all material matters regarding the

ncorporation, including the financial situation

pperformance, ownership, and governance
the company.

V. The responsibilities of the board
The corporate governance framework shol
ensure the strategic guidance of the comp
the effective monitoring of management by
the board, and the board’s accountability t

VI. The Responsibilities of the Board
U[dhe corporate governance framework shou

the effective monitoring of management by
bthe board, and the board’s accountability tc

o

the company and the shareholders.

the company and the shareholders.

Note:

* New parts with respect to the 1999 version aghhghted.

Table 2 — Commission Recommendation 2005/162/EC

d

stakeholders in creating wealth, jobs, and the

d

S

d

aeysure the strategic guidance of the company,

Preamble 18 considerations on the prior relevant disciplinen the importance a
behaviour to promote trust in markets suggestatdenrRecommendation.
Section | Scope and definitions
Section 1l Presence and role of non-executive or supervisamgctbrs on (supervisory|
boards
Section llI Profile of non-executive or supervisory directors
Annex | Committees of the (supervisory) board
e Common features
e The nomination committee
e The remuneration committee
e The audit committee

=
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Annex I Profile of independent non-executive or supervigbrgctors

Table 3 — Principles of corporate governance for lbiaks

Principle 1 | Board members should be qualified for their pos#io have a clear
understanding of their role in corporate governaraoed be able to exercige
sound judgment about the affairs of the bank.

Principle 2 | The board of directors should approve and overde® lbank’s strategi(
objectives and corporate values that are commuadathroughout the
banking organisation.

Principle 3 | The board of directors should set and enforce clees of responsibility an
accountability throughout the organisation.

Principle 4 | The board should ensure that there is appropriatersight by senior
management consistent with board policy.

Principle 5 | The board and senior management should effectiviyse the work
conducted by the internal audit function, extermalditors, and interna
control functions.

Principle 6 | The board should ensure that compensation policied practices are
consistent with the bank’s corporate culture, ldegn objectives an
strategy, and control environment.

Principle 7 | The bank should be governed in a transparent manner

Principle 8 | The board and senior management should understamdbank’s operational
structure, including where the bank operates inisdictions, or through
structures, that impede transparency (i.e. “knownystructure”).

wo—C

j=n

j—n

2. RELEVANT CORPORATE GOVERNANCE LITERATURE

Regulatory interventions on corporate governaneensirom the fact that the market for corporate
control often proves to be ineffective in ensurthgt companies are run by the best managers in the
interests of shareholders. Often companies, ewtadlicompanies, are not contestable (due majority
shareholders, shareholders’ agreements, and sandmas such they are not subject to the disciginin
effect of a possible hostile takeover bid.

There is extensive corporate governance literatiirégcuses on internal governance mechanisms
(structure of management bodies and ownership tatejcand external mechanisms (market for
corporate control and regulatory system). Howewenften does not address the impact of such
elements on performance. Studies often refer tmglescountry or provide international surveys on
single governance aspects (board organisation, geamant compensation, ownership concentration).

Of this vast body of literature two areas are patérly relevant for the present paper: studiesctvhi
address the relation between board size and cotiggoand performance in general and studies which
address the governance of financial intermediavigdgch normally focus on banks. Previous research
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tends to focus either on non-financial companiesolrbanks on the assumption that banks are
different.

The first set of studies which are relevant toghesent analysis investigate the relation betweamd
size (number of directors) and characteristicsejpahdent vs. insider) and performance. From this
viewpoint there are two opposite views: on the d@ad, studies which address board size and
composition consideringgency theoryand on the other hand studies that adoptsaurce-based
view.

Agency theory applied to the relation betwdmard size and performance predicts that a smaller
board should be more effective since it is moreabépof reducing decision-making time and agency
problems within the board. Empirical studies shduid a negative correlation between board size and
performance. Moreover, this approach emphasise®th®f independent directors.

Instead, the second approach predicts that a ldrgard could favour better decisions, based on
diversified competences and experiences and thrersfaggests a positive correlation between board
size and performance. This approach postulategrthertance not only of independent directors but
also of directors with information on the comparigsiders or executives) or with managerial
experience in other companies.

There does not seem to be consistent evidence gpoduthat board size or composition affect
performance. Certain studies report negative catioel between board size and performance: studies
quoted by Hermalin B., Weisbach M. (2003), and ascerns other countries for a review of the
literature see Denis D., McConnell J. (2003). &oecently, de Andres P., Azofra V. e Lopez F.
(2005), report no relation between independenttbrs and performance, and the negative correlation
between board size and value of the company usisangle of international companies excluding
financial institutions and the same effects ar@rea on a sample of Norwegian companies by Bghren
@, Strem R. (2007). Other studies find that bgisgformance seems associated to larger boardsiand i
this case confirm the resource-based view, espeaidihe case of financial intermediaries as itk
below.

Another important issue concerns the relation betwthe boardcomposition and performance: in
theory, a wide number or a majority@itside directorscould be associatedith a better performance
since it should reduce agency problems betweenelblaiers and management. As concerns the
presence okexecutive directorsin the board two opposite effects have been itledtiOn the one
hand, executive directors could positively affeetrfprmance since they provide a more in-depth
understanding of the company and greater and befiemmation on which the board may base its
decisions. According to this approachore executive directorsmay positively affect the quality of
information which reaches the board, see AdamsFRrreira D. (2007). On the other hand, the
presence of executives may limit the board’'s eiffeciess in controlling and disciplining top
management.

Again empirical investigations of the relationshigtween board composition and performance do not
lead to conclusive results: certain studies firat the presence of independent directors is pesjtiv
associated with performance, Barnhart S. W., Raeens. (1998), while others that report that a
higher presence of external directors is not assedito better performance. Bhagat S., Black B.
(2001), and the studies quoted in the surveys bgmdkn and Weisbach (2003), and Denis D.,
McConnell J. (2003), and more recently by de AndreAzofra V., Lopez F. (2005).
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Studies on financial intermediaries tend to focndanks. These studies are considered relevattidor
purposes of the present study since banks andaimseicompanies are: i) active in the risk acceptanc
business, ii) strongly regulated and capital canséd and iii) over products which may be substgut
There are Numberus studies which support the ithed danks should be subject to particular
governance provisions due to their greater regaiatiompared to other sectors Levine R. (2003),
Caprio G., Levine R. (2002), Busta I. (2007), oeithoperating characteristics, namely the deposit
guarantee fund, deposit insurance and the systeshkis deriving from the management of payment
systems and the transmission of monetary policycayal., O’ Hara M. (2003). Studies which in
general show that governance is affected by ingduidso indirectly support the idea that intermeigigr
are different, Black B., Jang H., Kim W. (2006)]li@an S., Hartzell J., Starks L. (2003).

Analyses which investigate the board charactesidtic banks show that bank boards are larger and
have a higher number of independent members, Adamilehran H. (2003), that compare a sample
of bank holding companies with a sample of US mactwfing companies and Schwizer P., Farina V.,
Carretta A. (2006) who find similar results forliéam companies and intermediaries which make up the
S&P MIB 40 index. See also Gillian S.L., HartzelCJ Starks L.T. (2003), Adams R. , Mehran H.
(2003, 2005) and Hayes R., Mehran H., Schaefe2(®€).

Again there is mixed evidence on the relation ekthelements with performance. There are studies on
the US which do not find any significant relatioretween board size and composition and
performance, Belkhir M. (2006). Other studies répgbat board size is positively correlated with
performance (measured by Tobin’s Q) and, even tihndlig presence of independent members does not
show a significant relation with performance, comipa with boards dominated by outsiders show a
better performanceAdams R., Mehran H. (2005).

Studies on a sample of European banks registegatine correlation between the size of the boadd an
performance, while the percentage of independemgicidirs seems to be positively correlated with
performance measured by Tobin’s Q, Staikourds.CStaikouras P. K., Agoraki M. K. (2006). Other
research conducted on European banks identify dgiy@osorrelation between the presence of non-
executives and performance in Continental Europande, Germany, Italy and Spain) and a negative
correlation in the UK, Busta I. (2007).

The results of these analyses on banks confirrditfieulty of reaching univocal conclusions.

The lack of supporting evidence on “ideal” boardesand composition could stem from the fact that
there is no “one size fits all” in the field of gawance. On the contrary, it seems likely that both
outside and inside directors are necessary becaligheir complementary skills. Outside and

independent directors which contribute to the Badelr insight from the outside and insiders with

their in-depth information on the company on whictbase decisions.

Even though empirical research does not lead talosive results, policy makers, supervisory
authorities and institutional investors tend tosidar governance important. In particular, insiotoal
investors tend to prefer smaller boards.

Morevoer, relevant literature in explaining possibieasons for the lack of conclusive evidence,
provides interesting interpretations which permitbatter understanding of the elements to be
considered in board functioning mechanisms: the oblinformation and the board’s two main duties
control (explained effectively by agency theoryfldhe support of strategy (outlined more effecgvel
with the resource-based view which highlights thetdbution and importance of varied competencies
within the board) Szego B., De Vincenzo A., Mar&q2008).
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3. CORPORATE GOVERNANCE CHARACTERISTICS AND PERFORMCE

Regulation defines the corporate governance syst@hish may be adopted by companies and
therefore indirectly the way in which risk accem@arand risk control are attributed. This section
provides an original survey of the governance eflttigest listed European companies which make up
the Eurotop 100 index and the top 40 listed Eurogemancial intermediaries. Companies considered
come from 16 different countries (12 in the casetld Eurotop index and 14 for financial
intermediaries) and are therefore subject to differegulatory and self-discipline codes.

This section analyses governance systems, boardatbestics and their relation with performance,
with a particular focus on financial intermediariegice as pointed out by Denis D., McConnell L.
(2003), p. 8 , “Until recently there have been fpublished papers that study the effectiveness of
European Boards of Directors. Despite this lackwélence and despite the fact that the US evidence
is somewhat open-ended regarding the effect ofdoolaracteristics on firm value, various European
commissions have embraced the idea that approjmaaiel composition is important to good corporate
governance”.

The analysis was conducted on two different data eseracted in January 2007 (market cap in Tables
4 and 5 also refers to 3 January 2007):
e companies in the Eurotop 100 index, representativihe largest European listed companies
(Table 4);
* 40 European listed banks and insurance companiesf(@hich are also part of the Eurotop
100 index), made up of the largest listed Euroggemcial intermediaries (Table 5).

The companies which are part of the Eurotop 10@xrake all of significant size and complexity as
well as a significant liquidity. Therefore, evemtigh they are different in terms of industry, nasility

and currency, companies considered are large quii land present significant similarities as conser
competition on capital markets. This means thaliteplisted companies should be stimulated by the
market to adopt the best governance system.

The size of the boards in the various governanstesys (one-tier, vertical two-tier and horizontab+
tier, typical of Italian companies) are assessetl@mpared with three performance measures deemed
to be suitable for data sets which present compdroen different industries (Tobin’s Q, P/E, ROA).

The data base comprises financial data drawn frémorBberg and company data collected from the
official documentation present on the companiesbsites (Articles of Association, Corporate
Governance codes, Annual reports and other offtwalimentation).
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Table 4. Eurotop 100

Country Company %‘2 P/E Ratio 2007 Governance system
Switzerland| ABB 29,758.9 20.7 One-tier
Netherlandg ABN AMRO Holding 46,011.3 41.0 Two-tier
Netherlandg Aegon 23,808.3 8.2 Two-tier
France Air Liquide 22,032.0 21.7 One-tier
Germany [ Allianz 68,020.4 8.2 Two-tier
UK Anglo American 54,486.6 15.1 One-tier
Denmark | AP Moller - Maersk 31,253.0 12.2 Two-tier
France Arcelor Mittal 43,899.5 10.4 One-tier
Italy Assicurazioni Generali 43,214.0 14.7 Italian horizontal two-tie
UK AstraZeneca 63,269.8 11.5 One-tier
France Axa 66,422.6 10.8 Two-tier
UK Aviva 32,069.8 13.7 One-tier
Spain BBVA 67,238.8 9.8 One-tier
Spain Banco Santander 90,687.3 11.4 One-tier
UK Barclays 73,651.5 7.3 One-tier
Germany | BASF 37,380.5 12.2 Two-tier
Germany | Bayer 31,689.6 20.7 Two-tier
Germany | Bayerische Hypo-und Vereinsbank 24,863.2 16.7 Two-tier
Germany | Bayerische Motoren Werke 28,736.8 8.9 Two-tier
UK BG Group 35,114.3 22.3 One-tier
UK BHP Billiton 33,773.8 12.2 One-tier
France BNP Paribas 79,508.4 8.7 One-tier
UK BP 164,615.1 11.2 One-tier
UK British American Tobacco 45,099.5 18.7 One-tier
UK BT Group 38,189.9 8.8 One-tier
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Country Company %‘2 P/E Ratio 2007 Governance system
France Carrefour 32,778.0 20.0 Two-tier
France Cie de Saint-Gobain 23,719.8 15.9 One-tier
France Crédit Agricole 48,692.9 9.2 One-tier
Switzerland| Credit Suisse Group 64,878.9 9.2 One-tier
Germany | DaimlerChrysler 48,535.9 14.2 Two-tier
Denmark | Danske Bank 21,751.2 9.2 Two-tier
Germany [ Deutsche Bank 53,665.8 6.6 Two-tier
Germany | Deutsche Post 27,754.5 20.3 Two-tier
Germany | Deutsche Telekom 61,893.9 115.6 Two-tier
Belgium Dexia 24,881.3 7.9 One-tier
UK Diageo 41,585.9 20.7 One-tier
Germany |E.ON 71,725.8 13.8 Two-tier
France EADS 21,289.5 - One-tier
France Electricité de France 98,943.9 26.5 One-tier
Spain Endesa 37,479.8 18.3 One-tier
Italy Enel 48,636.2 13.1 Italian horizontal two-tie
Italy ENI 102,056.5 9.2 Italian horizontal two-tie
Sweden | Ericsson 51,174.5 11.1 One-tier
Netherlandg Fortis 43,342.2 10.5 One-tier
France France Telecom 55,653.4 10.2 One-tier
France Gaz de France 34,317.5 15.9 One-tier
UK GlaxoSmithKline 118,391.1 13.6 One-tier
France Groupe Danone 30,495.1 33.0 One-tier
UK HBOS 63,874.8 6.9 One-tier
Sweden [ Hennes & Mauritz 31,436.8 24.3 One-tier
UK HSBC Holdings 163,429.8 10.1 One-tier

10
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Country. Company %‘2 P/E Ratio 2007 Governance system
Spain Iberdrola 29,913.4 19.8 One-tier
Belgium | InBev 30,275.9 15.8 One-tier
Spain Inditex 25,444.3 27.0 One-tier
Netherlandg ING Groep 75,147.2 6.5 Two-tier
Italy Intesa Sanpaolo 74,788.6 21.1 Two-tier
Belgium KBC Groep 34,802.9 10.2 One-tier
UK Lloyds TSB Group 49,561.1 8.1 One-tier
France L'Oreal 49,214.8 22.2 One-tier
France LVMH Moet Hennessy Louis Vuitton 38,901.0 19.4 One-tier
Germany | Munich Reinsurance 30,201.3 7.4 Two-tier
UK National Grid 29,993.4 16.6 One-tier
Switzerland| Nestle 107,881.8 18.7 One-tier
Finland Nokia 64,776.6 14.3 One-tier
Sweden Nordea Bank 32,041.8 9.5 One-tier
Norway Norsk Hydro 29,373.9 10.8 Two-tier
Switzerland| Novartis 120,601.4 19.6 One-tier
Netherlands Philips Electronics 35,453.0 7.0 Two-tier
UK Prudential 26,243.3 223 One-tier
UK Reckitt Benckiser 25,545.3 22.2 One-tier
France Renault 26,385.2 9.4 One-tier
Spain Repsol YPF 32,413.9 9.3 One-tier
UK Rio Tinto 40,222.0 18.5 One-tier
Switzerland| Roche Holding 121,743.1 17.2 One-tier
UK Royal Bank of Scotland Group 96,902.4 5.7 One-tier
UK Royal Dutch Shell 173,290.1 8.4 One-tier

Two-tier
Netherlandg Royal KPN 21,040.5 8.8

11
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Country Company %‘2 PE Ratio 2007 Governance system

Germany |RWE 47,6154 18.5 Two-tier
UK SABMiller 26,546.0 19.9 One-tier
France Sanofi-Aventis 95,508.1 16.1 One-tier
Germany | SAP 51,550.7 22.2 Two-tier
Germany [ Siemens 67,205.8 23.3 Two-tier
France Société Générale 60,625.3 50.0 One-tier
UK Standard Chartered 30,903.9 18.0 One-tier
Norway Statoil 42,764.4 12.3 Two-tier
France Suez 50,614.0 15.1 One-tier
Switzerland| Swiss Reinsurance 24,152.8 6.7 One-tier
Italy Telecom ltalia 42,739.9 17.0 Italian horizontal two-tie
Spain Telefonica 81,051.0 11.9 One-tier
Sweden [ TeliaSonera 29,902.8 15.4 One-tier
UK Tesco 48,265.0 18.9 One-tier
France Total 132,277.9 9.7 One-tier
Switzerland| UBS 98,822.4 - One-tier
Italy UniCredito Italiano 71,915.2 10.6 Italian horizontal two-tie
Netherlandg Unilever 35,957.8 19.1 One-tier
France Vivendi 34,798.6 13.9 Two-tier
UK Vodafone Group 113,582.1 - One-tier
Sweden [ Volvo 22,430.9 14.7 One-tier
UK Xstrata 33,781.7 12.3 One-tier
Switzerland| Zurich Financial Services 29,720.5 7.5 One-tier

Average 53,935

Standard deviation 33,217

Standard deviation (%) 61.6%

Source: Bloomberg. Market cap as at 3 January 2B(H.Ratio 2007 is the last price for 2007 dividgdthe moving

average of EPS in the prior twelve months.

Where P/E is not indicated, it means that the conigsarecorded losses for 2007.
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Country Company Market cap P/E Ratio Governance system
(Min €) 2007
Netherlands | ABN AMRO Holding 46,011.3 41.0 Two-tier
Netherlands | Aegon 23,808.3 8.2 Two-tier
Germany | Allianz 68,020.4 8.2 Two-tier
Italian horizontal two-

Italy Assicurazioni Generali 43,214.0 14.7 tier

France Axa 66,422.6 10.8 Two-tier
Spain BBVA 67,238.8 9.8 One-tier
Spain Banco Santander 90,687.3 11.4 One-tier
UK Barclays 73,651.5 73 One-tier
Germany Bayerische Hypo-und Vereinsbank 24,863.2 16.7 Two-tier
France BNP Paribas 79,508.4 8.7 One-tier
France Crédit Agricole 48,692.9 9.2 One-tier
Switzerland | Credit Suisse Group 64,878.9 9.2 One-tier
Denmark Danske Bank 21,751.2 9.2 Two-tier
Germany Deutsche Bank 53,665.8 6.6 Two-tier
Germany Deutsche Post 27,7545 20.3 Two-tier
Belgium Dexia 24,881.3 7.9 One-tier
Netherlands | Fortis 43,342.2 10.5 One-tier
UK HBOS 63,874.8 6.9 One-tier
UK HSBC Holdings 163,429.8 10.1 One-tier
Netherlands ING Groep 75,147.2 6.5 Two-tier
Italy Intesa Sanpaolo 74,788.6 211 Two-tier
Belgium KBC Groep 34,802.9 10.2 One-tier
Germany Munich Reinsurance 30,201.3 7.4 Two-tier
Sweden Nordea Bank 32,041.8 9.5 One-tier
UK Prudential 26,243.3 22.3 One-tier
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UK Royal Bank of Scotland Group 96,902.4 5.7 One-tier
France Société Générale 60,625.3 50.0 One-tier
UK Standard Chartered 30,903.9 18.0 One-tier
Switzerland UBS 98,822.4 - One-tier
Italy UniCredito Italiano 71,915.2 10.6 Italian horizontal two-tier
Ireland Allied Irish Banks 20,241.6 7.2 One-tier
Ireland Anglo Irish Bank 11,1994 9.9 One-tier
Portugal Banco Comercial Portugues 10,147.8 18.7 Two-tier
Spain Banco Popular Espanol 17,198.4 11.3 One-tier
Spain Banco Sabadell 10,716.2 11.6 One-tier
Ireland Bank of Ireland 16,803.0 9.4 One-tier
Italy Capitalia 18,752.0 - Italian horizontal two-tier
Germany Commerzbank 19,627.6 9.0 Two-tier
Austria Erste Bank der Oesterreichischen Sparkas 18,830.8 12.9 Two-tier
Greece National Bank of Greece 17,241.7 14.5 One-tier
Average 47,221.25
Standard deviation 32,127.00
Standard deviation (%) 68.0%

Source: Bloomberg. Market cap as at 3 January 2B(H.Ratio 2007 is the last price for 2007 dividgdthe moving
average of EPS in the prior twelve months.
Where P/E is not indicated, it means that the caonigsarecorded losses for 2007.

The one-tier system is the most widespread govemaystem (68%) in the Eurotop 100 index
(adopted as the only model in Switzerland, UK, BpBielgium, Sweden and Finland). The horizontal
two-tier system (in which both the Board of Dirastand the Board of Statutory Auditors, in charfie o
control, are appointed by the Shareholders’ Megtisigdopted exclusively in Italy, while the tweuti
model is the only one adopted in Denmark, Germaloyyway. In the Netherlands the two-tier system
is mandatory for large companies

Corporate governance choices of the companiesdanEtlivotop index are strongly affected by the
reference regulatory context: in only two countrie® different models are simultaneously present
(France, one-tier and two-tier, Italy, horizontabottier and two-tier). The analysis confirms thiag t
leading European companies have adopted diffe@rdrgance systems.

Little over a quarter of companies in the Eurot6p index adopted the two-tier model, Dutch, Danish,
French, German, Norwegian and one lItalian (Intesg&olo).

The two-tier model confirms larger boards (Table 6)
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Table 6. Board structures in Eurotop 100 companies

Total members * Management body Control body
Average S.d. Average S.d. Average S.d.
Eurotop 100 16.81 5.91 12.28 4.38 7.48 5.87
One-tier (68) 14.07 3.13 14.07 3.13 4.30 1.06
Two-tier (27) 23.30 6.09 7.22 2.50 16.07 4.64
Italian horizontal two-tier 19.00 6.60 15.20 5.72 3.80 1.10
()

* In the one-tier system the total members is theesasrfor the Management body (which appoints tirebbody among
its members)

Table 7. Board structures in 40 European financiaintermediaries

Total members * Management body Control body
Average S.d. Average S.d. Average S.d.
Banks and insurance 19.00 5.90 13.10 5.20 8.50 6.20
companies
One-tier (23) 15.57 3.50 15.57 3.50 4.48 1.16
Two-tier (14) 23.86 5.74 7.64 2.65 16.21 4.06
Italian horizontal two-tier 23.00 2.00 19.33 1.15 3.67 1.15
(3)

* In the one-tier system the total members is theesasrfor the Management body (which appoints tirabbody among
its members)

Almost half of the companies in this second datahss adopted the two-tier model, namely Dutch,
French, German, Portuguese, Austrian and one rtdlistesa Sanpaolo). Again the two-tier model
shows larger boards.

Furthermore, the comparison between the figuresTables 6 and 7 confirm that financial
intermediaries have larger boards and this is scauespective of the corporate governance model
adopted: for financial intermediaries with a orex-tboard 15.57 (compared to 14.07), with a two-tier
board 23.86 (compared to 23.19) and for the hatarizontal two-tier model 23 (compared t019).

The relation with performance is investigated cdesng the correlation between the size of corgorat
boards and performance (summarised with the theg®npnance indicators) in 2005, 2006 and 2007
and the average for the three years

As concerns th&urotop index, in 2005 and 2006 the relation betweendkerall size of corporate
bodies and performance showed anegative correlation, more marked for ROA and Tobin’s Q and
less marked for the P/E ratio. In 2007 correlatioth P/E was positive, even though very low (0.073)
Using the average over the three years for theopaence measures basically confirm the negative
correlation. Therefore, for companies in the Euysoindex smaller boards lead to an improved
performance.

In the case oftEuropean financial intermediaries diverging results emerge: in 2006 and 2007
correlation between overall board members and ROA rad P/E is positive whereas it is1\egative
for Tobin’s Q. In 2005 correlation was negative for all thredigators. Larger boards lead to better
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performance in terms of P/E and ROA. Using averbgares a very low or positive correlation
emerges. Therefore for financial intermediariegéaiboards may lead to better performance.

The application of the three governance modelsesatty affected by the regulatory framework of the
home country of the company, in some countriesh sag Italy and France it is possible to choose
between different models, while in others thereriyy one model. In any case, the analysis hasded t
identify that the one-tier model is the most widesg and, that actually the two-tier model is agapli
quite differently by the companies which make uptiio samples.

The companies organised according to the two-tmitehshow on average larger corporate bodies with
respect to the other two models. Financial interiarégs, irrespective of the governance model chosen
always present larger boards (presumably due tonvitler competencies which are required in the

board to operate in the business of risk acceptahesh are typical of financial intermediaries).

Certain first indications have emerged from the ieicgd analysis, which require further researctar F
companies in the Eurotop index smaller and orrebgards are associated to a better performance
(perhaps as a result of the shorter decision-madtiagn) whereas the same does not occur for fiahnci
intermediaries in the second data set, for whiehsilae of corporate bodies seems to have at most an
uncertain effect. Even though this second resslh aliggests further research, considering it tegeth
with the fact that normally financial intermediaridave larger boards irrespective of the adopted
governance model confirms, on the basis of an ecapisurvey that financial intermediaries are
different.

This empirical analysis conducted on large listethpganies permits to conclude that the two-tier
model may show some potential for banks and ins@raompanies despite the fact that it is associated
to larger boards. Moreover, the differences whicheme from the analysis of the articles of
association of companies in the data set which lavweo-tier board structure permit to identify
different applications of the model present in Eaowhich suggest that the model is well suited to
mix the checks and balances which are at the lodsia effective governance. In short it is a model
which shows an interesting potential provided thaes and competencies are clearly identified,
especially as concerns risk acceptance and riskatofor this reason it is interesting to analyise

role of committees which are an important expressb self-governance of listed companies, even
though as indicated in section 1 certain committe®® been strongly recommended.

4. CONCLUSION

Regulation may impact on financial risk taking byahcial intermediaries by way of the decision-
making process envisaged in the various possigkd Eructures set forth by the law.

Even though policy makers and institutional investtend to attribute great importance to corporate
governance there seems to be mixed evidence omléteon between board size and composition and
performance. Financial intermediaries tend to Haxger boards compared to other companies and size
of the board does not seem to negatively affedbpaance.

The lack of conclusive empirical evidence on th&tren between board size and performance
probably means that there is no “one size fitsraltel” and that the two alternative views on board
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functioning (agency theory and resource-based yheoe complementary. From a purely theoretical
viewpoint this seems the case if we consider tlfierdnt duties which are attributed to boards. The
first refers to thecontrol function aimed at monitoring management, for which a lowember of
(mostly independent) directors is probably beste Becond approach better explains the board’'s
strategic function, that is its advisory role in helping managementdefining strategy and risk
appetite policies, and in this case a mix of o@sidd inside directors with diverse backgroundesst.b

In general it is important that the key functiomsl grocesses of the board are clearly defined adso
concerns the support which may be provided by boanimittees.

The two-tier model, which has been recently intcstl in Italy, even though it leads to a higher
number of board members, may in any case prove &ffbctive especially for financial intermediaries
where board size may actually prove to be an adganif complementary expertise and backgrounds
are present on the board.

Moreover, because of the difficulties in identifgia superior governance system the recent dedision
the Bank of Italy to issue Regulations concerriagk’s organization and corporate governarare
prepare a “Corporate governance plan” explainingrtldecisions on organizational matters and
governance could probably prove to be an effectieasure in improving accountability for the sound
and prudent management of banks.

% See Bank of Italy, Regulations concerning bankgaaization and corporate governance, press retgas&larch 2008.
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