AGENCY PROBLEM

Agency Relationship and Monitoring
System in Commercial Banks
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Abstract
Complexity of agency relationship in commercial bank de-
mand special monitoring systems covered both market-based
and regulatory measures to prevent moral hazards associated
with the existence of information asymmetry. Unfortunately,
conflicting objectives between the two measures 's'ometimes_
occurs. In this case, | argue that monltoring system should -
focus on signals of the risk exposures confronted by bank.
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Jensen & Meckling (1976, p. 308)"
defined agency relationship as:

'a cohtract under which one or mora
persons (the principals) engage another
person (the agent) to perform some ser-
vice on their behalf which involves del-
egaiing some decision making aumonry
to the agent’

Frorn lhe economic perspective, Ross
(1979)% perceived the agency relation-
ship as lhe most common modes of social
interaction, such as between employer
and employee, the state and lthe gov-
emed and shareholders and managers.

Delegation of decision making is then
resulting the conditton of information
asymmetry in favour to agent ( Penno,
1984)3. This is likely lo promote the pos-
sibility of moral hazards ameng agents
Ihat might cos! principal's interest {Rose,
1992, Rappaport, 1998). Rappaport
(1998) and Jensen & Mecklyn (1978)
provide further support for lhe likelihood
of moral hazard when they maintained
that in some situations, managers and
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shareholders are likely to have diffarent
and conflicting cbjectives. In the eco-
nomic literature, the study of informatlon
flows in a general equillbrium context or
financial intermediaries In monetary
models ara some examples of moral
hazards problems ralsed by agency
theory*. One of lhe possible agency
relaticnships in commenrclal banks is pro-
posed in Diagram 1.

Differ to other kinds of businesses, in
which agency relationship predominantly
concem with the managers/owners and
shargholders relationship, the relation-
ship in the commercial banks is likely to
be more complicated. However, the is-
sue of information asymmetry and moral
hazards problem are perceived to be
equally important. Accordingly, several
patterns rasemble agency relationship,
ameng others, are:

O Depaositors are princlpals and banks

(i.e. managers & owners) are their
agent to.provide some. return.
Depositors, who had no entry or exit
barriers to the bank, could optimise
their investment by practicing
investment . and 'liquidity  diver-
sification. However, there might be
reluctance to risk loss of capital if
there is any doubt.about liquidity
preflerence. Whan the bank enters
financial distress from liquidity
problems . or. insolvency, not only
shareholders as a conventional
-principal risk will lose money, but
also in particular are depositors, This
is due to the fact that most of bank's
assels were flnanced by depositors'
money. In addition, the latest
development in bank's business that
shifts its aclivities into non-traditional
banking® {i.e..OTC derivatives such
as swaps and fund management)
has put more nsk cn depositors, since
those activities are secret by nature
and involving paricular degres of
speculation®. The condition of
information asymmetry allows
managers/owners to engage in
excessive risk taking activities go
unnoliced by depositors.

O Anocther laevel of agency relationship
existed when bank performed its
function asthe core payment system,
financial intermediaries and other
financial services (i.e. fidugiary
services, securities-related services,
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off balance sheet risk taking,
insurance and real estate related
agencies) thal have sogial
dimensicns. Al the same time, the
nature of bank's business is prone to
market failure. Hence, the propensity
to financial panics and bank runs are
adding more to the social dimensions,
in which the whole public, including
lenders and {axpayers, may also be
affected {Fraser et al, 1935)”

Accordingly, for several reasons, in
particular are information asymmetry
and lhe asscciated moral hazard
possibility, some authors maintained

7.

a.
9,

thal regulaling the banking system is
perceived to be useful and economi-
cally beneficial forthe society (Fraser
et al, 1995; Bhallacharya, 1998;
Kroszner, Randall S, 2000).
Practically, monetary rule is under
the domain of government power.
However, in constitutional democracy,
the government is elected by the
public periodically. Hence, | argue
that in this case the relationship
between government and the public
resembles the agency relationship.

O When political leaders seek to be

(re) elected by the voters, they tend to
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use policy instrument, including
monetary policy, in particular is the
power of money crealion, to increase
their re-election chance®. To avoid
these ill-effects, the societies
appointed independent central
bankers to maintain the publicinterest
accordingly. Yet, since the aclion of
central bankers is often motivated
moare by their own interest (i.e.
reappointment, opportunities of post-
central bank employment, public
criticism avoidance) rather than the
public interast, the independency
objective is unlikely to be applicable.
The reason is mainly due to central
bankers' tendency lo please the
elected officials as a way lo win their
own interest. In this case, Fratiani et
al {1997)®* named the problem as
principal-agent problems batween
monetary authority and the society.
Therelore, he implies the existence
of agency relationship between those
two parlies.

Manitoring Systemin Commercial Banks

Assuming that menitoring system
is found useful by both agents and
principals to signal performance, and
considering the configuration of
agency relationship as shown in dia-
gram 4, some significant issues on
monitoring system in commercial
banks, among others, are:

O The agency relationships have to
deal with monitloring activities that
covering market-based signals (i.e.
shareholders inlerests) as well as
regulatory compliance signals (i.e.
the public interest, including
depositors, lenders and taxpayers).

O Unfortunately, the interesls of
sharehelders and the public are notl
always comgpatible. In term of
corporate control, Prowse (1997)'°
provides empirical evidence that
market mechanism in US Bank
Holding Companies (BHCs) are
ineffective compare to that of
manufacturing companies.

O Thisis mosilyduetothefactthat hostile
take over are not permitled by
regulation and bank board of director-
5 are more tolerant to poorly per-
forming managers. Hence, regulalors
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intervention to discipline managers

is perceived as lhe primary force.

Accordingly, | argue that in defining
monitoring system of performance sig-
nals In commercial banks, both mea-
sures (i.e. market-based and regulatory)
should be covered.

As government regulations cover
broad interest in the society (i.e. deposi-
tors and the public as a whole), some
aulhors{i.e. Crackett, 2000; White, 1992}
perceive that classification of regulation
and the corresponding characteristics
as necessary lo evaluate the effective-
ness of govermment regulation. Crockett
{2000)" proposed classification of gov-
ernmenl regulation banking induslry
based on the prudenlial dimensions of
financial stability, as can be seen in the
following table.

He argues lhat even though those
two financial stability dimensions (i.e.
micro and macro-economy) have differ-
ent objectives and conception, the in-
struments used to achieve those objec-
tives are less distinet.

While (1992) approathing the classi-
fication slighlly differenl when stating
govemmenl regulation as having two
faces: first, lhe economic regulation and
second, health-salety-environmenli regu-
lation. Further, he argues that proper
execution of the second face of regula-
tion would prevent banks {i.e. managers
and/or owner) from engaging in exces-
sive risky activities.

Considering White's (1990) faces of

government regulation and Crockett's
(2000) dimensions of financial stability
as stated previcusly, lhe aftentions of
regulatory menitoring system is focused
on bank's risk exposures. In fact, it is
similar to the interest of market-based
monitoring system. Hence, as Blanden
(1997} peint out, whatever signals pro-
duce by the monitoring system, one of the
main objectives is to monitor the risk
exposures confronted by the bank (see
diagram 2 for an illustrative explanation).

Corporate Performance Signals in
Commerclal Banks

One way to review the studies of
corperate perforrnance signals in com-
mercial banks is by focusing on different
dimensions: of financial stabilily (i.e.
rnacra & micro economy) as proposed by
Crocketl {2000) on table 1.

Parallel with common research in the
area of corporate performance signals,
one stream of study developed in the
micro-prudential dimension is the use of
accounting data as signals to predict
bankruptcy. To some extent, this relates
to the micrg-ecenomy conceptions of the
functioning of the economy, which as-
sumes that financial stability significantly
determined by the individual banks.
Hence, lhe ability to predict and contain
bankmuplcy becamnes quite eritical in the
pursuit of financial stability.

Santoso (2001)" provide some use-
ful summary regarding lhe independent
variables used in the bankruplcy predic-

~ Table1
The Micro-and Macro-Prudential Dimensions of Financial Stability

(Adapted from Crockett, 2000)

Objective Restricling 'systematic risks’
A means of protecting A means of prevenling
depositors significant portion of financial

system failure and the
associated costs incurred.

Conceptions of Exogenous (the linancial Endagenous {lhe linancial

he functioning of system outcome significantly systam outcome significantly

e determined by the individual determined by collective

economy firms) behaviour of individual

inslilutlions}
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tion studies. Further, he criticizes the
weaknesses of the quanlitative melhods
used in those studies. However, he did
not say much about the heavy use of
accounting ratios {i.e. the independent
variables) as signals of the risk expo-
sures confronted by the bank. One pas-
sible reason might be due to the conclu-
sion provided by previous studies of the
kind applied in non-bank industry. Ac-
cordingly, accounting ratios could pre-
dict bankruptcy and thus useful for cash
flows and bankruptcy predictions.

Yet, whetherit provides better predic-
lion compare to stock prices was unde-
cided. This is likely true in the context of
commercial banks, in which lhe bank
business has shifted to off-balance sheet
ransactions {i.e. derivatives and funds
management}. Thus, awareness of the
limitations of accounting number (i.e. fi-
nancial indicators) to signal bank risks is
increasing. Assuming the market will
search for alternalive information to con-
fim the banks condilions, stock price is
likely to provide better prediction. How-
ever, in the case of failing and oulper-
forming bank, market based information
might also provide misleading signals, in
particular is regarding the specific risk.

Anolher path of developmentinguan-
lilative models is neural networks, math-
emalical models of brain activities that
imitale human information processing
tasks, such as done by Shah & Murtaza,
2000" . Funher, they claimed that the
model demonstrate favourable perfor-
mance compare to the olher quantitative
medel noted in their study (i.e. Bell et al.
1990; Coats and Franklin, 1993; Suh et
al, 1994; Raghupathi, 1995). Yet, Shah &
Mumtaza (2000) admit ihat perforrance
of the mode!l may be improved by 'includ-
ing some cash flow variables and non-
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