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ETHICS AND CUSTOMER SERVICE IN BANKING:
SUDAN, BRAZIL, AND SPAIN
Ben Lee, Indiana Wesleyan University
Taylor Pepple, Indiana Wesleyan University
Austin Doerr, Indiana Wesleyan University
ABSTRACT
We examine ethics and customer service in banks from Sudan, Brazil, and Spain.
Customer Service is important in all three countries but have varying ways of being shown from
country to country and also bigger variations between the cultures within the countries. For
instance within Sudan there are differences in what is perceived to be good customer service
based upon ones tribal affiliation and also whether one is Muslim, Christian, or animalism.
There are also differences observed in terms of ethics.
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AN EXAMINATION OF THE RELATIONSHIP
BETWEEN BOARD CHARACTERISTICS AND
CAPITAL ADEQUACY RISK TAKING AT BANK
HOLDING COMPANIES
Jill Ann Merle, Anderson University
INTRODUCTION
While there has been a large amount of research done in the area of corporate governance
and the impact of certain board characteristics on firm performance, research related to board
characteristics and firm risk taking is very limited. With the 2008 crisis in the financial services
sector, a question can be raised as to whether boards of banks that took on greater risk had
common characteristics. If significant relationships were found, this would result in
recommendations as to board composition based on desired risk levels for the bank. The
research would lead to an awareness of the risk propensity of a given board of directors based on
their characteristics. Board members could be selected with consideration as to their influence
on the characteristics that have a relationship to the risk taking of the board. Significant
relationships between board characteristics and bank risk taking would also help investors to
evaluate the potential risk in a given stock based on characteristics of the board of directors.
BANK RISK
Bank risk and the regulation of financial firms are matters of importance due to the desire
to maintain stability in the financial system. The term “too big to fail” is often used in regards to
financial institutions. A financial firm should be protected from failure due to the systemic risk
of the failure (Bullard, Neely, Wheelock, 2009). “Systemic risk refers to the possibility that a
triggering event such as the failure of an individual firm will seriously impair other firms or
markets and harm the broader economy” (Bullard et.al., 2009). To protect individuals from the
impact of bank failure, the government safety net provided to depositors in the form of deposit
insurance is generally accompanied by regulations for all firms, regardless of size, that constrain
banking firms’ activities and corporate organizational form. Federal deposit insurance and
capital requirements placed on banks removes the market oversight and, therefore encourages
excessive risk taking (Bullard et.al. 2009). Shrieves and Dahl (1992) and Keeley (1990) also
discuss the excessive risk-taking by bankers as a result of deposit insurance. Merton (1977)
shows that banks maximize the value of deposit insurance to themselves by maximizing their
risk. Merton (1977) derives a formula for the cost of FDIC insurance to the government based
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on the loan guarantees acting as European put options. Option pricing theory is used to show
that maximizing the value of stockholders’ equity would occur with the maximization of the
option value of deposit insurance through increasing leverage and portfolio asset risk (Merton,
1977). Deposit insurance can be viewed as a put option on the value of a bank’s assets at a strike
price equal to the promised maturity value of its debt. Under a fixed-rate insurance system,
banks could transfer wealth from the insurer to stockholders and, without regulation, will
maximize the value of the put by increasing asset risk and/or minimizing capital relative to
assets. Shrieves and Dahl (1992) claim that the need for bank capital regulation is based to a
large degree on the presence of incentives for banks to take advantage of the deposit insurance
subsidy for stockholders by taking risks that may expose banks to a high chance of failure. The
reason for government regulation of financial firms stems from the belief that bank depositors
cannot effectively protect themselves (Dewatripont & Tirole, 1994). The first reason for this
belief is that depositors cannot effectively see or control bank risks because of information costs
and coordination problems (Flannery, 1998). The time it would take for a depositor to acquire
the information to evaluate the risk of an individual bank would not be worth the marginal
benefit that depositor would gain from that information. A second reason for government
regulation of banking stems from the fact that bank loans are customized privately negotiated
agreements that, even with increased availability of price information and trading activity, still
often lack transparency and liquidity to depositors (Flannery, 1998). Government regulation
may be an attempt to correct the markets failure to assess the true value of the loan portfolios due
to asymmetric information. Market and government supervision are alternative methods for
governing any type of corporation. Most national governments have instituted nonmarket
regulatory mechanisms for bank firms based on the fact that the markets fail to adequately
discipline banks.
CAPITAL ADEQUACY RISK
Various capital ratios have been used in banking regulation in the United States to
measure the risk of an institution and set limits for prompt corrective action (PCA) by the
Federal supervisor. The Basel Accord of 1988 requires banks to maintain equity accounts equal
to a risk-weighted proportion of their asset base. The idea was not to determine an exact level of
capital for the bank, but to allow a more flexible way of determining the minimum required level
(Basel Committee on Banking Supervision, 1988). The reason for the adoption of this
requirement by regulators was to maintain financial stability, to establish consistent requirements
internationally, and to reduce costs of government deposit insurance (Ediz, Michael, &
Perraudin, 1998). The Federal Deposit Insurance Corporation Improvement Act (FDICIA) of
1991 requires prompt corrective action (PCA) for bank holding companies which are
undercapitalized (Bullard, et.al, 2009). Bank failures declined in the years following the passage
of FDICIA (Estrella, Park & Peristiani, 2000). Therefore, capital adequacy is a critical measure
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of risk for banks. Capital requirements and other measures can limit the excessive risk-taking
encouraged by federal deposit insurance.
Estrella, Park & Peristiani (2000) perform empirical study on capital ratios as predictors
of bank failure. The study finds that the risk-weighted ratio does not consistently outperform the
leverage or the gross revenue capital ratios over short time horizons of less than two years at
predicting bank failure. To be successful, capital ratios should bear a negative relationship to the
risk of subsequent bank failure. Ediz et al. (1998) presents empirical evidence of this
relationship using the risk-weighted, leverage and gross revenue ratios. The measure of capital
used as the numerator of all three ratios is tier 1 capital, which includes common stock, common
stock surplus, retained earnings, and some perpetual preferred stock (Estrella et al., 2000). The
risk-weighted capital ratio is defined as the ratio of tier 1 capital to risk-weighted assets. The
rationale behind risk weighting is that it requires financial institutions to require more capital for
riskier assets, discouraging them from holding risky assets. Thus, if risk weights accurately
reflect the riskiness of assets, the risk-weighted ratio should better distinguish between risky and
safe banks and should be a more effective predictor of bank failure than the simpler leverage and
gross revenue ratios. Estrella et al., (2000) did not find this to be true, which is consistent with
Ediz et al., (2000) in that the risk weighted ratio is not a better predictor of bank failure than the
simpler ratios. The leverage ratio is tier 1 capital divided by total tangible assets. The gross
revenue ratio is tier 1 capital divided by total interest and noninterest income before deduction of
any expenses (Estrella et al., 2000). Gross revenue includes components associated with offbalance-sheet activities which are not captured in the leverage ratio. The most complex of the
three types of capital ratios, risk-weighted ratio is the most effective predictor of failure over
long time horizons. However, the study finds that the risk-weighted ratio does not consistently
outperform the leverage or the gross revenue capital ratios over short time horizons of less than
two years at predicting bank failure. These studies provide strong rationale for using the
leverage capital ratio as the measure of risk for this study, since it does as well as the riskweighted ratio at predicting bank failure and provides a good regulatory instrument for
promoting stability in the banking system.
BOARD STRUCTURE
A study by Pathan (2009) examines the relevance of bank board structure on bank risktaking. The study finds that strong bank boards which reflect more of bank shareholders interest,
particularly small and less restrictive boards increase the risk taking of banks. Consistent with
Pathan, a study by Cheng (2008) finds that firms with smaller boards have higher variability of
corporate performance. These results are consistent with the view that a larger board must make
more compromises in order to reach consensus resulting in more conservative decisions which
result in less volatile performance (Cheng, 2008). In contrast, according to Pathan (2009), CEO
power, which is proxied through CEO duality (where the CEO also serves as chairman of the
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board), and internal hiring of the CEO, negatively affects bank risk-taking. A negative
relationship is also found between director independence and bank risk. These studies support
the theory that bank board structure is an important determinant of bank risk-taking.
METHODOLOGY
The focus of this study is to identify characteristics of the boards of directors of bank
holding companies that influenced the amount of capital asset risk taking as measured by the tier
1 capital ratio. The study used data from the 2007 year since that was the most recent year with
normal financial data. Data was extracted from the EDGAR SEC database for bank holding
companies with SIC codes of 6021 or 6022 for state bank holding companies and national bank
holding companies. Bank holding companies were used because they contain the most diverse
loan portfolios. Data from the bank’s 10-K and DEF 14A statements were used for analysis.
A total of 378 banks were collected an initially entered. Banks with missing data were removed,
bringing the number of entries down to 372. Regression analysis identified a number of outliers
associated with the CEO incentive pay divided by the assets and the total assets of the bank. The
CEO incentive pay outliers were removed, bringing the total number of entries to 354.
The data is restricted to U.S. banks to eliminate any unexpected effects from banks in other
counties with different regulatory, political and economic environments. Following Estrella et
al., (2000), the dependent variable is the tier 1 capital leverage ratio.
The research hypotheses include:
H10:
H20:
H30:
H40:
H50:
H60:
H70:
H80:
H90:
H100:

Board Size has no relationship to risk-taking (BSIZE)
Percent of outside directors has no relationship to risk-taking (OUTSIDE)
CEO is board chair has no relationship to risk-taking (DUAL)
Average total years of service has no relationship to risk-taking (YEARS)
Average director age has no relationship to risk-taking (AGE)
Average number of other boards that directors are serving on has no relationship to risk
taking. (BUSY)
Board ownership structure has no relationship to risk taking (BOARDOWN)
CEO base pay divided by total assets has no relationship to risk taking (CEOBASE)
CEO incentives divided by total assets has no relationship to risk taking (CEOINCENT)
Market power (market to book value of assets) has no relationship to risk taking.
(MTOB)

The dependent variable, tier 1 leverage, will be lower if more risk is taken by the board.
So an increase in a variable causing more risk is indicated by a negative relationship.
RESULTS
The regression results on the complete data set are as follows:
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Table I: Full Dataset ANOVA Results
Model

Sum of Squares

df

Mean Square

F

Sig.

Regression

.019

11

.002

8.007

.000a

Residual

.072

342

.000

Total

.091

353

a. Predictors: (Constant), MTOB, ASSETS, OUTSIDE, AGE, DUAL, CEOINCENT, BUSY, BOARDOWN,
BSIZE, YEARS, CEOBASE
b. Dependent Variable: Tier 1 Leverage
Adjusted R2 = .179

While the adjusted R2 is small for the regression results from the full dataset, it is
significant and identifies that a relationship does exist between some of the independent
variables and the dependent variable. The equation is able to explain approximately 17.9% of
the variation obtainable in the tier 1 leverage percent.
At a 95% confidence interval level, the association between the amount of capital held
and the board size, the average age of the board members, a dual role between the CEO and the
chairman of the board, the percentage of outside directors, the average number of years of
service, the average number of other boards served on, and the market to book value of assets is
not significant. At the 95% confidence level, the association between the amount of capital held
and the percent of stock held by the board, the CEO base pay over total assets, the CEO incentive
pay as a percent of assets, and the total assets are significant. The significant results of the
regression are as follows:

Table II: Statistically Significant Correlation Coefficients:
Model

Coefficient b

t

Sig.

(Constant)

.064

3.311

.001

BOARDOWN

.017

2.555

.011

CEOBASE

.026

4.415

.000

CEOINCENT

.014

2.151

.032

-1.925E-11

-4.195

.000

ASSETS (1000’s)

The estimated coefficient, b, signifies the expected change in dependent variable
associated with a change in the independent variable when all other independent variables
remain the same.
The coefficients with significance include BOARDOWN, CEOBASE,
CEOINCENT, and ASSETS. The following examples illustrate how changes in the variables
would impact risk, as predicted by this model:
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2.

3.

4.

A 10% or .1 increase in the stock owned by the board would lead to a .0017 or .17% increase in
the tier 1 leverage, which is a reduction in the risk of the bank.
A CEO with the average base salary of $400,000 working for a bank with assets = $1,739,130,000
would have the average CEOBASE value of 400,000/1739130 = .23. A $100,000 raise for this
CEO would increase the CEOBASE value to .2875 and the resulting increase in tier 1 leverage
would be .0075 or .75% (.026 * .2875 = .0075)
A CEO with incentives of $500,000 working for a bank with assets = $2,923,977,000 would have
the average CEOINCENT value of 500000/2923977 = .171. A $100,000 increase in incentives for
this CEO would increase the CEOINCENT value to .205 and the resulting increase in tier 1
leverage would be .0029 or .29% (.014 * .205 = .00287).
A bank with $10 billion dollars in assets ($10,000,000,000) would have an ASSET value =
10,000,000. A 1 billion dollar increase in assets would change this value to 11,000,000 and the
tier 1 leverage of the bank would decrease by .00000000001925 * 1,000,000 = .00001925 or
.001925%.

The findings of this research support the conclusion that increased stock ownership by the board,
increased CEO base pay, and increased CEO incentive pay will all increase the tier 1 capital held
by the bank, which means a decrease in capital risk.
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THE SUDDEN ONSET OF PRICE COMPETITION IN
THE US CREDIT CARD INDUSTRY
Hans O. Schumann, Texas A&M University – Kingsville
ABSTRACT
The credit card industry of the 1980s was viewed with great interest because as an
industry with over 4000 firms selling an almost identical product, it should be expected to
behave like a text book example of an industry in “Pure or Perfect Competition”. Until 1992, it
did not. Product pricing, as measured by the card issuer’s Annualized Interest Rate (APR)
showed no sign of significant decline when most other bank interest rates declined due to
reduced funding costs.
In 1992, everything changed and price competition became the primary competitive tool
used and industry interest rates began to decline. Three forced coalesced together to create this
shift: 1.) the unique characteristics of the 1992 recession; 2.) the ongoing presidential campaign
highlighting health care reform; and, 3.) the existence of some issuers who had a “variable” vs.
“fixed” interest rate.
These factors working together caused the typical revolving credit customer to view their
credit card interest payments as something that needed to and could be managed, which in turn
dramatically changed issuer’s card positioning and prices.
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