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Prior research demonstrates that deregulation leads to changes in the governance systems of firms. Although
researchers highlight deregulation as a significant source of governance change, the way in which institutional
forces interplay with regulative change seems to have been largely ignored. Over the years, compensation
consultants and critics have emphasized incentive plans as innovative compensation schemes that better
align the interests of managers with the concerns of owners. In fact, the number of firms that adopt incentive
plans has significantly increased in the U.S. since the-mid 1970s. Similarly, board reform critics, institutional
investors, and shareholder activists have persistently advocated board independence as a vital component of
sound monitoring systems over the last couple decades. Thus, to the extent that these institutional trends
coincide with deregulatory periods of major U.S. industries such as airlines, banking, railroads, and public
utilities, one might argue that the changes observed in governance systems of firms after deregulation are
equally identifiable in other firms that have not experienced regulative changes. In other words. the observed
changes in governance systems of firms following deregulation can be attributed to the impact of institutional
trends. Thus, there is a need to reexamine the impact that deregulation has on corporate governance by
investigating the interplay between regulative changes and institutional trends. Therefore, we attempt to
delineate between the effect of deregulation and the effect of institutional forces in the governance change
process. In doing so, we extend and supplement prior research on the deregulation-governance adaptation
link by incorporating a broad scope of governance variables that include both compensation and monitoring
systems. Using a sample of banks in the U.S. banking industry and a matched sample of non-regulated
firms observed between 1981 and 1990, we find evidence that deregulation acts as a catalyst on institutional
forces. Results demonstrate that institutional forces and deregulation have similar but distinct effects on
changes in governance mechanisms. Our findings establish an enhanced understanding that institutional
trends point the way for legitimized changes while deregulation provides a catalyst for the rapid adoption of
those legitimized practices. Our study indicates the importance of analyzing the impact of institutional forces
and the catalytic nature of deregulation in the study of the governance adaptation-deregulation linkage.
Furthermore, we explore the sequence of governance change firms follow in the governance adaptation
process. Results indicate that banks adjust compensation systems first and alter monitoring systems later.
Our findings suggest that firms make initial changes to incentive systems followed by relatively slow progress
toward changes to monitoring systems. Thus, our research clarifies the firms inclination of changing high-
impact elements and less resisted systems early in the adaptation process. Additionally, our study reveals
that incentives and monitoring act as substitutes in the short-term but act as complements in the long-run.
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Drawing on critical implications of deregu-
lation for organizational performance and ma-
nagerial action, scholars in corporate gover-
nance have examined diverse forms of gover-
nance adaptation. Such adaptations include
executive compensation (e.g., Hubbard & Palia,
1995: Rajagopalan & Finkelstein, 1992), ow-
nership structure (Saunders, Strock, & Travlos,
1990), board composition (Hillman, Cannella,
& Paetzold, 2000), executive staffing (Gutherie,
Grimm, & Smith, 1991), and CEO succession
(Haveman, Russo, & Meyer, 2001). One com-
mon conclusion across these studies is that
deregulation leads to changes in the gover-
nance systems of firms. For example, in a
series of studies that examined the relation-
ship between deregulation and executive com-
pensation, scholars demonstrate that firms
increase the level of executive salary and
adopt incentive plans as important forms of
governance adaptation following deregulation
(e.g.. Becher, Campbell, & Frye. 2005: Crawford,
Ezzell, & Miles, 1995). Although these studies
have enhanced our understanding of how go-
vernance systems are adapted to deregulation,
our review of the literature points to issues
that warrant more explicit attention.

First, although researchers highlight dere-
gulation as a significant source of changes
in executive compensation (Rajagopalan &
Finkelstein, 1992) and monitoring systems
(Hillman et al., 2000), the way in which in-
stitutional forces interplay with regulative

992

changes seems to be largely ignored. Over the
years, compensation consultants and boards
of directors have emphasized incentive plans
as innovative compensation schemes that
better align the interests of managers with
the concerns of owners. Jarrell (1993) notes
that the number of firms that adopt incentive
plans has significantly increased in the U.S.
since the-mid 1970s. Similarly, board reform
critics, institutional investors, and shareholder
activists have persistently advocated board
independence as a vital component of sound
monitoring systems over the last couple de-
cades (Nadler, Behan, & Nadler, 2006). Thus,
to the extent that these institutional trends
coincide with deregulatory periods of major
U.S. industries such as airlines, banking, rai-
Iroads, and public utilities, one might argue
that the changes observed in governance sy-
stems of firms after deregulation are equally
identifiable in other firms that do not ex-
perience regulative changes. Indeed, the changes
in governance systems of firms observed fol-
lowing deregulation can be attributed to the
impact of institutional trends. Thus, there is
a need to reexamine the impact that dere-
gulation has on corporate governance by in-
vestigating the interplay between regulative
changes and institutional trends.

Second. very few studies to date have exa-
mined the relation between deregulation and
the potential changes in a broad scope of go-
vernance mechanisms (Kole & Lehn, 1999).
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Past research focused heavily on examining
issues related to executive compensation while
paying limited attention to other aspects of
governance adaptation (e.g., Becher et al.,
2005: Cho & Shen, 2007: Hubbard & Palia,
1995). However, agency theory suggests that
managerial incentives and vigilant monitoring
represent the two primary governance me-
chanisms utilized to reduce agency problems
(Berle & Means, 1932: Fama & Jensen, 1983:
Jensen & Meckling, 1976). While executive
pay is an essential dimension of governance
adaptation to deregulation. change in moni-
toring structure is another key aspect of go-
vernance adaptation that should also be
implemented (Hillman et al., 2000). As such,
a more comprehensive study of governance
adaptation is needed. As will be discussed
later, deregulation accompanies a large amount
of uncertainty. An interesting research ques-
tion to examine is whether both aspects of
the governance mechanisms (incentive systems
and monitoring systems) are changed simul-
taneously or if there is a general pattern or
order in terms of governance adaptation in
this uncertain context.

We find that extant literature offers little
explanation for these questions. We aim to
fill these considerable gaps in the literature
through examination of the U.S. banking
industry during a period of significant regu-
latory transition in the 1980s. Specifically,
we attempt to answer these questions by
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analyzing a sample of firms in the banking
industry and a matched sample of non-regulated
firms. We test our hypotheses using a panel
data design for the two samples totaling 156
firms for the years 1981-1990 which are
considered to be a critical period in the de-
regulation of the banking industry as well as
a period of increasing popularity of outcome-
based incentive systems and board reforms
(Hartzell & Starks, 2003: Jarrell, 1993:
Nadler et al., 2006: Ward, 1991).

We first examine whether the changes of
governance mechanisms (incentive systems
and menitoring systems) after the deregulation
transcends the effect of institutional trends.
To address the interplay between regulative
changes and institutional trends. we concep-
tualize and examine deregulation as an envi-
ronmental catalyst (Dubin, 1978) that pres-
sures firms to accelerate important governance
changes beyond institutional trends. Next,
we examine the governance adaptation with
regard to incentive systems and monitoring
systems in three different time windows bet-
ween 1981 and 1990. We argue that the ad-
justment to a compensation system is less
resisted, more influential. and more visible
than change to a monitoring system, and thus
banks are likely to adopt incentive plans first
while altering monitoring systems at a later
time. This study contributes to the literature
on the deregulation-governance adaptation
linkage by addressing these theoretically im-
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portant but empirically under-studied ques-
tions, providing more definitive insight into
governance adaptation processes.

Il. Theory Development and
Hypotheses

2.1 Regulative changes and uncertainty for
agency controls

The separation of ownership and control is.

a common aspect of large organizations in the
U.S. (Berle & Means, 1932). Agency problems
arise because of this separation (Eisenhardt,
1989). The potential for agency problems is
exacerbated in industries undergoing dere-
gulation (Kim & Prescott, 2005) and, for se-
veral reasons, deregulation creates increased
uncertainty and a greater need for agency
controls.

First, deregulation decreases the program-
mability of managerial action while increasing
the ambiguity surrounding cause-effect rela-
tionships, thereby amplifying the potential
for agency problems (Eisenhardt, 1989). In
addition, deregulation eliminates or reduces
restrictions imposed on the strategic actions
of managers (Grucia & Nath, 1994), enlarging
a firm's investment opportunity set (Smith &
Watts, 1992). As a result, deregulation pro-
vides managers with the opportunity to use
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newly found managerial discretion while in-
creasing the potential impact of managerial
action on organizational performance (Hambrick
& Finkelstein, 1987). It is argued in financial
economics literature that a high degree of
managerial discretion is likely to increase the
freedom managers have to pursue personal
objectives rather than maximizing shareholders’
interests (Jensen & Meckling, 1976: Shen &
Cho, 2005). Furthermore, deregulation increases
environmental uncertainty by removing regu-
latory mechanisms that buffer from market
and competitive forces and limit excessive
competition among firms (Delmas, Russo, &
Montes-Sancho, 2007). Deregulation alters
market boundaries, increases interfirm rivalry,
and creates additional pressures to manage
interdependence among competitors value net-
works as they compete to attain advantageous
resource positions (Delmas & Tokat, 2005:
Rajagopalan & Finkelstein, 1992: Raviv, 1985).
In such a highly uncertain environment, it
becomes more problematic for principals to
clearly define and identify optimal managerial
action. Lastly, it is also important to note
that deregulation increases information asym-
metry between principals and agents, com-
pounding the potential for agency problems
(Eisenhardt, 1989). To cope with increased
environmental uncertainty, managers face grea-
ter demand for information processing (Daft
& Lengel, 1986: Daft & Macintosh, 1981:
Daft, Sormanen, & Parks, 1988). As managers
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become directly involved in environmental
scanning activities (Mangaliso, 1995), a gap
in the quantity and quality of knowledge and
information pertaining to competitive dynamics
is created between principals and agents.
Growing information asymmetry makes it
more difficult for principals to implement ap-
propriate agency controls and is considered a
prime source of agency problems (Jensen &
Meckling, 1976).

The uncertainty resulting from deregulation
creates a paradoxical dilemma for shareholders
and boards of directors. On the one hand, they
require talented managers for their information
processing capabilities and discretionary ac-
tions to survive in a highly competitive environ-
ment. On the other hand, they need to impose
tighter governance systems so that those ma-
nagers concurrently behave in the best in-
terests of shareholders. It is in this context
that governance adaptation is implemented.

2.2 Effects of deregulation and institutional
forces on incentive systems

Scholars demonstrate that firms increase
the level of executive salary and the adoption
of incentive plans as crucial forms of gover-
nance adaptation following deregulation (Cho
& Shen, 2007). As deregulation elicits a more
competitive environment and provides greater
investment opportunities, firms require greater
management skills in top executives. The
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need for greater cognitive complexity and
information processing capabilities results in
higher and more responsive pay structures
for top executives (Hubbard & Palia, 1995).
Compensation schemes are based on outcomes,
not behaviors, because deregulation is accom-
panied with a high degree of uncertainty (Walsh
& Seward, 1990). Such an emphasis on exe-
cutive compensation as a response to deregu-
lation reverberates with previous studies (Becher
et al., 2005: Crawford et al., 1995: Hubbard
& Palia, 1995: Rajagopalan & Finkelstein,
1992: Smith & Watts, 1992) that generally
support the hypothesis that firms increasingly
adopt incentive plans after deregulation.
However, it is well documented that there
has been an institutional trend toward greater
adoption of incentive plans by many firms
regardless of whether their industry goes th-
rough deregulation (O'Connor, Priem, Coombs,
& Gilley, 2006: Sanders & Tuschke, 2007:
Westphal & Zajac, 1994). Over the last decades,
compensation consultants, institutional inves-
tors, and shareholder activists have increa-
singly advocated the importance of incentive
contracts as a vital component of a sound
governance structure (Jensen & Murphy, 1990).
It is asserted that when executive compensation
is tied to firm performance, the interests of
executives and those of shareholders are well
aligned, particularly when control of managerial
action is problematic or inappropriate (Jensen
& Meckling, 1976). Thus, outcome-based in-
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centive plans have been regarded as legiti-
mate, appropriate, and consistent with wider
societal values (Scott, 2001). For example,
Jarrell (1993) reports that stock options have
become an institutionalized practice among
large U.S. firms. Given the increasing popu-
larity of outcome-based incentive plans as an
institutionally contested organizational practice
(Sanders & Tuschke, 2007), one might spe-
culate that such adoption increases observed
in firms following deregulation can be attri-
buted to institutional forces.

We contend that there is a need for further
investigation to clarify whether the increased
adoption of incentive plans in firms in in-
dustries undergoing deregulation is due to ins-
titutional isomorphism (DiMaggio & Powell,
1983: Meyer & Rowan, 1977: Scott, 2001)
or to the effect of deregulation. Given these
ubiquitous institutional trends, many firms
are likely to adopt outcome-based incentive
plans regardless of the regulatory conditions.
However, following deregulation, uncertainty
of agency controls increases the need for
aligning interests of top managers with those
of shareholders. Because of this very uncer-
tainty, the isomorphic tendency of firms can
be boosted. Therefore, we assert that deregu-
lation is likely to act as a catalyst (Dubin,
1978) that accelerates the pace of adoption
of incentive plans. We state this as the fol-
lowing hypothesis:
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Hypothesis 1: Deregulation has a positive
effect on the adoption of incentive plans above
and beyond the effect of institutional trend.

2.3 Effects of deregulation and institutional
forces on monitoring systems

During the regulation period, regulators and
their policies/laws serve as (partial) substi-
tutes for corporate governance mechanisms
(Kim & Prescott, 2005: Walsh & Seward
1990) because managerial action is subject
to closer supervision by regulatory agencies
(Demlas et al., 2007: Hubbard & Palia
1995: Smith & Grimm 1987). Following dere-
gulation, agency controls are transferred to
boards of directors and owners from regula-
tory bodies. In the face of deregulation, some
external (e.g., institutional) investors may
also want to increase their shareholdings in
order to increase their power to govern (Kole
& Lehn, 1999). Prior research indicates that
deregulation provides an impetus for change
in board composition and ownership structure
(Hillman et al., 2000: Saunders et al., 1990).

In the governance literature, the question
of what constitutes an effective governance
structure remains a subject of debate. For
example, research on the relationship between
board structure and firm performance has
produced inconsistent and mixed results
(Dalton et al., 1998, 1999). While the best
board configuration has not yet been resolved,
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agency theory suggests that to effectively
control managerial behavior, boards must be
comprised of a high percentage of outside
directors, and that the roles between the CEO
and the chairperson be separated. Further-
more, it is argued that the first step in est-
ablishing an effective board is to shrink its
size in order to improve a board's ability to
function as a governing body (Jensen, 1993:
Ward 1991). As such, a central thrust of agency
theory is based on an appropriate degree of
independence between boards and management
for effective agency controls (Baysinger &
Hoskisson, 1990). This position is also advo-
cated by numerous acts and government re-
ports such as the Sarbanes Oxley Act of 2002,
the 2004 Australian Federal Corporate Law
Economic Reform Act and the Higgs and
Cadbury Reports in the United Kingdom. In
addition, it also has been argued that the
involvement of shareholders with a large
number of shares (i.e.. blockholders) contri-
butes to effective monitoring (Bethel &
Liebeskind, 1993). Although others question
the monitoring effectiveness of blockholders
(Chaganti & Damanpour, 1991: Lowensein,
1991), agency theory suggests that owners of
large blocks of shares not only have strong
incentives, but also have the power to govern
through the voting process. It is relatively
easy for large shareholders (e.g., institutional
owners) to coordinate actions and demand
information from management, thereby over-
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coming information asymmetry (Berle & Means,
1932) and allocating more power to shareholders
(Salancik & Pfeffer, 1980).

Board reform critics, institutional investors,
and shareholder activists persistently advocate
board independence and concentrated owner-
ship as vital components of an effectual go-
vernance structure (Bethel & Liebeskind,
1993: Nadler et al.. 2006). Research suggests
that there have been increases in the pro-
portion of outside directors (Hillman & Dalziel,
2003: Zahra & Pearce, 1989), changes in
board leadership toward non-duality (Dayton,
1984: Dobrzynski, 1991), and decreases in the
size of boards (Jensen, 1993). Researchers
(Baums, Buxbaum, & Hopt, 1994: Chaganti
& Damanpour, 1991) report that the propor-
tion of shares of large U.S. firms managed by
institutions rose dramatically during the 1970s
and 1980s. The influence and role of block-
holders in the corporate governance of firms
has increased over the last decades (Hartzell
& Starks, 2003).

These structural arrangements have been
argued to promote a firm's ability to control
managerial behavior. Thus, one may expect
that changes toward vigilant board structure
and increased participation of large share-
holders can be observed in firms regardless of
the regulatory context.

Building on the premise of agency theory
that board independence and concentrated
ownership are an important tool that enhances
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a firm's governance ability, we expect to ob-
serve changes in monitoring systems designed
to mitigate potential agency problems and
accommodate the uncertainty of agency con-
trols following deregulation. Similar to the
effects of deregulation on the adoption of in-
centive plans, the high uncertainty caused by
deregulation will increase the isomorphic ten-
dency of firms. Hence, we assert that dere-
gulation is likely to act as a catalyst that
promotes the pace of change toward monitoring
systems with enhanced control capabilities.
We suggest the following hypothesis:

Hypothesis 2: Deregulation has a positive
effect on the change toward tighter monitoring
structures above and beyond the effect of
Institutional trend.

2.4 Sequence of governance adaptation:
incentive and monitoring mechanisms

QOur discussion thus far has treated firms
as having the same inclination toward the
adoption of managerial incentives and the
establishment of tighter monitoring structures
through which conflicts between managerial
interests and shareholders’ interests are mi-
nimized under deregulation. An interesting
question to ask is, "What is the propensity of
a firm to prioritize governance adaptation
between the two governance mechanisms to
cope with the uncertainty of agency controls?”
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While we have proposed that firms will
enhance their governance function through
incentive compensation and effective moni-

. toring, it seems unlikely that firms change,

or are able to change, the two governance
mechanisms simultaneously. In most cases,
adaptation or change is difficult and subject
to strong inertia (Hanna & Freeman, 1984).
Under the heightened uncertainty resulting
from deregulation, it is risky to initiate these
changes simultaneously because it is disruptive
and may set back the liability-of-newness
clock, ultimately jeopardizing firm (Amburgey,
Kelly, & Barnett, 1993). Accordingly, it seems
reasonable to expect that firms choose to se-
quence their governance adaptation behaviors.

Understanding of sequence of change is
important because much of the literature on
governance adaptation has been based on the
general assumption that all elements of a
governance system are changed simultaneously.
Despite the surge of interest in examining
governance adaptation to deregulation, the
order or sequence in which different parts of
the governance system of a firm are altered is
still unclear.

To understand the priority or sequence of
adaptation firms follow to resolve agency con-
trol problems, we consider the following points.
We believe that some governance systems
will play a more direct role in controlling the
agent's actions than others. Some scholars
suggest that changes should be made to the
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more peripheral parts of an organization
(Beer, Eisenstat, & Spector, 1990) while the
majority of evidence points toward the need
to change more central or “high impact” ele-
ments early on (Hinings & Greenwood, 1988).
Amis and colleagues (2004) argued that the
changing of high impact elements early in the
change process is compelling because high
symbolic value associated with central elements
helps to convey the importance of the adap-
tation being instigated." In the context of
governance, control by managerial incentives
could be seen as more direct in nature (pro-
ducing a more candid response to agency pro-
blems) because this type of control affects
the agent's behavior in a more straightforward
or measurable manner by linking the agent's
performance to compensation. On the other
hand, monitoring by boards of directors could
be viewed as less direct in nature because
the agent's behavior is controlled by the ob-
servation and judgment of another agent.
Agency theory corroborates the discussion
above, While there is a general agreement
regarding the role that monitoring and in-
centives play in controlling agency problems,
there is little consensus about the nature of
relationship between the two (Rutherford,
Buchholtz. & Brown, 2007). Monitoring and

incentives have been characterized as acting

as substitutes (Rediker & Seth, 1995) and
as complements (Tosi, Katz, & Gomez-Mejia,
1997). However, agency literature in general
stresses the primacy of incentive contracting
as a first-best solution to agency problems.
Agency literature emphasizes that the optimal
level of board monitoring would be based on
the magnitude of the incentive gap between
principals and agents (Beatty & Zajac, 1994:
Zajac & Westphal, 1994). For example, vigi-
lant monitoring by boards of directors is ap-
propriate or suitable when managerial com-
pensation is only weakly tied to firm perfor-
mance. In this case, the benefits of vigilant
monitoring outweigh the costs associated with
board monitoring. Prior research has empiri-
cally demonstrated the existence of a substi-
tution relationship between incentives and
monitoring (Beatty & Zajac, 1994: Rediker
& Seth, 1995: Zajac & Westphal, 1994), sug-
gesting that incentives and monitoring re-
present alternative solutions to agency pro-
blems such that shareholders’ demand for
greater monitoring declines as managerial
incentive alignment increases.

Based on these arguments, we expect that
firms are less likely to alter all of their go-
vernance mechanisms at the same time. Ins-
tead, firms will change governance mechanisms

earlier by adopting managerial incentives

1) Notions of high impact elements in the context of corporate governance are important areas that require further
investigation and that go beyond the scope of this paper. Firms are more likely to view various governance mechanisms
differently in their responsiveness (or effectiveness) to reducing agency problems.
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rather than making changes in monitoring

systems.

Hypothesis 3: After deregulation, the pro-
cess of governance adaptation is characterized
by a change sequence that involves early adop-
tion of incentive plans followed by change of
monitoring systems.

ll. Methods

3.1 Empirical setting

To test the hypotheses, we examined the
U.S. banking industry during the period
1981-1990. The banking industry has been
one of the most highly regulated industries in
the U.S. (Calomiris, 2000: Ramaswamy, 1997).
Government regulation played a major role in
industry stabilization by limiting excess com-
petition and maintaining profitability within
a relatively clearly defined boundary (Cargill
& Garcia, 1985: Gart, 1994: Roussakis, 1997).
However, the long history of strict government
regulations imposed on the banking industry
began to end in the late 1970s. In fact, the
1980s is known as the era of deregulation in
the banking industry (Cargill & Garcia 1985:
Gart, 1994: Hawawini & Swary, 1990: Rose,
1989: Roussakis, 1997). Banks underwent
important regulative changes in 1980 when
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Congress passed the Depository Institutions
Deregulation and Monetary Control Act (Cargill
& Garcia, 1985: Gart, 1994, Rose, 1989). This
legislation reduced the level of regulatory
oversight by phasing out interest rate ceilings,
permitting transaction accounts at all depo-
sitory institutions, rationalizing reserve re-
quirements, increasing federal deposit insurance,
and implementing changes that introduced a
degree of competitive dynamism (Gart, 1994:
Roussakis, 1997). Banking experienced a
further reduction of government regulation in
1982 when Congress passed the Garn-St.
Germain Depository Institutions Act. This
legislation expanded the sources of funds
available to depository institutions and pro-
vided for emergency takeovers of failing ins-
titutions (Roussakis, 1997). These two pieces
of legislation served to significantly deregulate
the banking industry and generated unpre-
cedented challenges for banks in a relatively
short amount of time. The banking industry
is a good example of an industry which pro-
vides an ideal setting for examining the in-
teractions of regulative changes, incentive
plans, and monitoring characteristics.

3.2 Sample, data collection, and analytical
approach

For our study, we collected and analyzed
data on the sample of all publicly traded bank
holding companies that existed during the
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period between 1981 and 1990. We employed
a panel data design that begins with 1981,
the year after the passage of the Depository
Institutions Deregulation and Monetary Control
Act and before the passage of the Garn-St.
Germain Depository Institutions Act. We con-
structed a panel at a three-year interval,
resulting in four years (1981, 1984, 1987,
and 1990). We limited our sample to the bank
holding companies for which corporate proxy
statements were available for all four years.
Among less than 200 publicly traded bank
holding companies that existed during this
1981-1990 period, only 110 bank holding com-
panies issued proxy statements for all four
years. Because of missing proxies, the final
sample we used in this study comprised of 78
publicly traded bank holding companies.

The selection of a three-year time interval
was mainly determined by the constraints of
proxy data availability. A two-year time in-
terval substantially reduced the sample size
due to missing proxy statements. Our intention
was to determine an optimal interval that
would generate a reasonably large sample of
bank holding companies. By covering periods
of relative regulation (1981) and deregulation
(1984, 1987, and 1990), this panel data design
allowed us to longitudinally examine the effect
of deregulation on corporate governance. The
panel data design here consists of repeated
measures in which observations are made on

many of the same entities over time (Markus,
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1979). Panel designs with repeated measures
require fewer observations than designs with
non-repeated measures (McCall & Applebaum,
1973).

Although this panel design built on these
archival data could provide systematic evidence
on the hypothesized relationships and provide
findings with generalizability, we recognized
that there is a need to discern the effect of
institutional trend from the effect of deregu-
lation. In order to capture the hypothesized
catalytic effect of deregulation, we constructed
an additional panel sample: a matched set of
non-regulated firms. This matched sample
was used as a control group to test if the
deregulation has a unique effect on the changes
of governance mechanisms in banks (e.g.,
Hambrick & D'Aveni, 1988). We introduced a
number of controls through our matching pro-
cedures, employing seven matching variables:
public ownership, firm independence, U.S.
citizenship. 1981-1990 time period, firm size,
firm performance, and market capitalization
value (O'Connor et al., 2006: LaPlante &
Muscarella, 1997). This matching process
performed until each bank holding company
was assigned to its matched firm. The vari-
ables of interest were collected from the an-
nual proxy statements and the S&P Compustat
database.

Our main interest was to explore if the
sample of deregulated firms and the sample

of control firms differed in the rate of incen-
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tive plan adoption and monitoring structure
change over time. Given that we attempt to
control the effects of institutional trend
during the 1981-1990 period, we needed to
examine both the differences across time and
differences between the two groups. Accor-
dingly, we conducted analysis of variance
(ANOVA) with a two-way (i.e., time and group)
repeated-measure design (SAS Institute, Inc.,
1989). We compared mean value of the each
variable of the two groups in terms of 1981
value vs. 1984 value, 1984 value vs. 1987
value, and 1989 value vs. 1990 value.

3.3 Variables

3.3.1 Change of incentive systems

To examine the adoption of incentive plans
within the context of regulative changes in
the banking industry, we used an indicator
variable to designate whether a firm adopted
an incentive plan. If a firm had an incentive
plan during the year, the firm received a
score of 1 indicating the adoption of an
incentive plan. Following Rajagopalan and
Finkelstein (1992), we created dummy vari-
ables and coded as 1 for the existence of a
stock option plan, a restricted stock plan, and
a bonus plan, all of which have been widely
examined by other researchers (Rajagopalan,
1996: Saunders & Tuschke, 2007). Because
the low correlations among the adoption rate
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of each type of plan (shown in Table 1)
suggest that these incentive plans may serve
as a potential substitute for one another, we
also developed a total incentive plan index of
such programs. We counted the total number
of incentive plans adopted by a firm. The
maximum of the total incentive plan index for
each firm is three and the minimum is zero.

3.3.2 Change of monitoring systems

In examining changes of monitoring systems,
we examined three common board structural
characteristics (board size, outside director
ratio, and CEO duality) and the number of
blockholders for each firm (Hartzell & Starks,
2003). Board size was measured as the total
number of board members listed as active
members on a board of directors (Goodstein,
Guatam, & Boeker, 1994: Pearce & Zahra,
1992). The outside director ratio was calculated
by dividing the number of non-affiliated out-
sider directors on a board by the total number
of board members (Hillman & Dalziel, 2003:
Kesner, 1988: Mallette & Fowler, 1992). Each
firm was coded as 1 for the case in which the
CEO was also the chairperson of the board.
Otherwise, it was coded as 0 (Boyd, 1995:
Daily & Dalton, 1995). A blockholder is de-
fined as the owner of 5 percent or more of a
firm's shares (Hartzell & Starks, 2003). We
counted the total number of bolockholders for
each firm (Bethel & Liebeskind, 1993).
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IV. Results

Table 1 reports the means, standard devia-
tions, and correlations of all the governance
variables used in the analyses. As touched
upon earlier, the correlations of the adoption
rate of each of the three incentive plans are
generally low, while moderately high correla-
tions are observed between board size, out-
sider ratio, and the number of blockholders.

Table 2 shows the two-way ANOVA results
testing the Hypotheses 1 through 3. In the
column labeled with year, we showed mean
values of each group.

In Hypothesis 1, we predict that deregulation
has the additional catalytic effects on the
adoption of incentive plans beyond the effects
of institutional force. Our contention is that
the ratio of adoption of incentive plans in
banks responding to both institutional effects
and deregulation effects will be higher than
that found in control firms that responded to
only institutional effects. Thus, to confirm
Hypothesis 1, two conditions should be simul-
taneously observed: (1) the adoption rate of
incentive plans increases across both groups
over time due to the effects of institutional
force and (2) the rate of adoption is higher
among banks than control firms due to the
additional effects of deregulation. The former
institutional effects are examined as common

tendency across different groups over time

BYSAT a1 M5E 20124 10H

(the column labeled "Time difference’). The
latter deregulation effects are examined as
interaction effects between group and time
(the column labeled “Group x Time’) because
deregulation makes the rate of adoption
higher in banks than in control firms (group
effects) while the institutional force increases
the adoption rate in both groups over time
(time effects).

For stock option plans, the column labeled
“Time difference” indicates statistically signi-
ficant time effects between 1981 and 1984 (F=
6.85, p{0.01) as well as between 1987 and
1990 (F=8.24, p<0.01). The column labeled
“Group x Time" demonstrates that the inter-
action effects are significant both in the 1981-
1984 comparison (F=6.85, p{0.01) and the
1984-1987 comparison (F=12.31, p{0.001).
While there is a trend of increasing adoption
of stock option plans across both groups, we
observe that the bank group adopted stock
option plans more quickly than the control
group. As a result, the column labeled "Group
difference” shows that the significant difference
between the bank and control groups existed
in the 1981-1984 comparison actually disap-
peared by 1987.

For restricted stock plans, the Time dif-
ference column demonstrates statistically si-
gnificant time effects between 1981 and 1984
(F=16.37, p(0.001), between 1984-1987 (F=
11.72, p<0.001), and between 1987-1990
(F=13.36, p(0.001). The "Group x Time
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Governance Change Under the Interactional Impact of Deregulatory and Institutional Forces

column shows that the interaction effects are
significant in the 1981-1984 comparison (F=
12.03. p<0.001). Despite the increase in the
number of firms that adopted restricted stock
plans across both groups., the bank group
adopted restricted stock plans more quickly
than the control group. The “Group difference”
column shows no statistically significant dif-
ference in the 1981-1984 comparison. But,
the difference grew over time (in favor of the
bank group) and became statistically significant
in the 1984-1987 comparison (F=12.46, p(
0.001) and 1987-1990 comparison (F=16.07,
p<0.001).

For bonus plans, the Time difference’ column
indicates no statistically significant time ef-
fects over time. The "Group x Time column
shows that the interaction effects are signi-
ficant in the 1981-1984 comparison (F=5.58,
p(0.05).

As shown in Table 1, variables reflecting
these incentive plans have very low correla-
tions among them. Thus, it is possible that
alternative incentive plans can substitute for
each other (Rediker & Seth, 1995). Accordingly.
we developed an index variable (total incentive
plans) that adds all the three variables. As
shown in Table 2, we find a consistent trend.
The “Time difference’ column demonstrates
statistically significant time effects between
1981-1984 (F=7.29, p(0.01), between 1984~
1987 (F=14.17, p<0.001). and between 1987-
1990 (F=15.84, p{0.001). The "Group x Time"

ZABoATL a1 A ®52 20124 10Y

column shows that the interaction effects are
significant in the 1984-1987 comparison (F=
5.10, p<0.05). The "Group difference” column
shows no statistically significant difference
in the 1981-1984 comparison. But, the dif-
ference grew over time (in favor of the bank
group) and became statistically significant in
the 1984-1987 comparison (F=6.49, p {0.05)
and 1987-1990 comparison (F=13.50, p{0.001).

Overall, we observed statistically significant
time effects in two out of three different plans.
We also observed statistically significant in-
teraction effects in all the three different plans.
Additionally, the total incentive plan index
variable also showed statistically significant
both time effects and interaction effects. Hypo-
thesis 1 was generally supported. In order to
assist the interpretation, the change in the
value over time between banks and control
firms is visually shown in Figure 1

In Hypothesis 2, we predict that deregulation
has an additional catalytic effect on the change
of monitoring systems beyond the effects of
institutional force. Similar to Hypothesis 1,
we expect these two conditions be met: (1)
the change of monitoring systems proceeds
across both groups over time due to the ef-
fects of institutional force (time effects) and
(2) the rate of change is higher among banks
than control firms due to the effects of dere-
gulation in addition to the time effects (inter-
action effects between time and group).

For board size. the "Time difference column
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demonstrates statistically significant time ef-
fects between 1984 and 1987 (F=5.42, p(
0.05) as well as between 1987 and 1990 (F=
11.29, p{0.001). The “Group x Time" column
shows that the interaction effects are signi-
ficant in the 1984-1987 comparison (F=3.91,
p{0.05) and the 1987-1990 comparison (F=
10.98, p{0.01). Although both groups decreased
board size over time, we find that the bank
group reduced board size at a much faster
rate than the control group.

For outside director ratio, the “Time dif-
ference” column indicates statistically signifi-
cant time effects between 1984 and 1987 (F=

Bongjin Kim
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11.2, p<0.01). The “Group x Time" column
shows that the interaction effects are not
significant over time.

For CEO duality, the "Time difference” column
indicates statistically significant time effects
between 1984 and 1987 (F=9.54, p{0.01).
The “Group x Time  column shows that the
interaction effects are significant in the 1987-
1990 comparison (F=7.91, p<{0.01). While
there is an institutional trend of increasing
reliance on CEO duality, we observe that the
bank group increased their reliance on CEO
duality at a faster rate than the control group.
The direction of change is opposite to what

Stock Option Plans
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{Figure 1) Incentive Plan Adoption
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(Figure 2> Monitoring Structure Change

the board reform critics suggest, and we
address this finding in the discussion section.

For the number of blockholders, the "Time
difference” column indicates statistically signi-
ficant time effects between 1987 and 1990
(F=4.44, p{0.05). The "Group x Time column
shows that the interaction effects are not
significant over time.

Overall, we observed statistically significant
time effects in all of the four monitoring sy-
stems. We also observed statistically significant
interaction effects in two out of the four mo-
nitoring systems. Hypothesis 2 was partially
supported. In order to facilitate the interpre-

AYBIT 413 M52 20124 108

tation, the change of the value over time by
comparing banks and control firms is visually
shown in Figure 2.

In Hypothesis 3, we expect that adoption of
incentive plans will take place earlier than
changes in monitoring systems because they
will receive less resistance, are more visible,
and are highly influential as a governance
mechanism. If both incentive plan adoption
and monitoring structure change take place
at the same time, the interaction effects of time
and group are observed similarly. Alternatively,
if the two systems are changed at random,
there will be no systematic pattern observed.
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With regard to incentive plans, as shown in
Table 2, three out of five statistically signi-
ficant interaction effects were observed in
the 1981-1984 comparison, two were in the
1984-1987 comparison, and none were in the
1987-1990 comparison. Figure 1 visually shows
that the adoption of incentive plans mostly
starts early after 1981 and tapers off around
1987-1990. With regard to monitoring systems,
as shown in Table 2, none out of three sta-
tistically significant interaction effects was
observed in the 1981-1984 comparison, one
was in the 1984-1987 comparison, and two
were in the 1987-1990 comparison. Figure 2
visually shows that the change of monitoring
systems start relatively late (around 1984-
1987) and still continues in 1987-1990. Overall,
these results are consistent with Hypothesis 3.

V. Discussion

The goal of this study was two-fold. First,
we intended to enhance our understanding of
the effect of deregulation on governance adap-
tation by incorporating the effects of institu-
tional forces. In delineating the effect of de-
regulation from the effect of institutional
force in the adaptation process, we concep-
tualized and argued that deregulation has a
catalytic effect on governance change that goes

beyond institutional forces, thus accelerating

1010

the changes in governance mechanisms. Second,
we supplemented prior research by examining
a broad scope of variables that incorporate
both compensation and monitoring systems,
and we explored them from the perspective of
the sequence of governance adaptation, which
is currently an under-studied area in cor-
porate governance literature. We argued that
the adjustment to a compensation system is
less resisted, more effective, and more visible
than the change to a monitoring system, and
thus banks are likely to first adopt incentive
plans while altering the monitoring system at
a later time.

The results were largely consistent with
our hypotheses. As shown in Table 2 and
Figure 1, we observed an overall trend of
increased adoption of incentive plans both in
banks and control firms. Moreover, the stati-
stically significant interaction effects of time
and group demonstrate that deregulation had
a catalytic effect for banks in accelerating
the adoption,

However, we did not observe a significant
time effect in the adoption of bonus plans.
We believe that it may be related to the fact
that most banks (95%) already adopted bonus
plans in 1981. Indeed, the number of banks
that adopted bonus plans slightly declined
while the number of control firms that adop-
ted bonus plans increased over the period
between 1981 and 1990. Also, we found a

similar phenomenon with board composition.
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Given the high outsider ratio of bank boards
(about 80%) in 1981, there was little room
for the banks to further increase outsider re-
presentation. Although there was an institu-
tional trend of having more outside directors,
we suspect that there was a ceiling effect in
the bank group.

Interestingly, although the number of block-
holders increased over time in both the bank
and control groups, we did not observe any
significant interaction effects of time and
group. To the extent that deregulation in-
creases the need to have tighter monitoring
systems for effective control of managerial
behavior, we expected that outside investors
would increase their shareholdings accordingly
to obtain more power in an attempt to in-
fluence the governance of firms. However,
the results show that increases in the num-
ber of blockholders were also observed in the
control firms during the 1980s. This aug-
mentation in the number of blockholders can
be attributed to the fact that ownership
activism has increased in the U.S. since
1980s. At this time, corporate restructuring
became a preferred course of action to correct
over-expansion and over-diversification during
the 1960s and 1970s. Major ownership changes
have occurred in the 1980s: in particular,
institutional owners holdings in the U.S.
corporations grew dramatically (Bethel &
Liebeskind, 1993).

Although we did not find support for the

YA ma1a M5E 20124 108

number of blockholders, the results provide
clear evidence for the importance of control-
ling this institutional force when studying the
impact of deregulation on governance adap-
tation. In a separate analysis, we found that
the increase in the number of blockholders of
the bank group between 1981 and 1990 was
statistically significant (F=12.01, p{0.01).
That is, without the employment of a control
group, we could have concluded that deregu-
lation triggers an increase in the number of
blockholders in the bank group after deregu-
lation. This result shows a potential risk of
spuriousness in research on the deregulation
and governance adaptation relationship.
Another interesting point to note is the
increased reliance on CEO duality. Although
the results provide support for our pace of
change argument, the nature of the change
made in the board leadership of banks was in
the opposite direction of what was predicted.
As evident in previous studies, CEO duality
is a complex issue (e.g., Dalton et al., 1998).
Despite the fact that CEO duality has come
under heavy censure from board reform critics,
it can be observed that CEO duality has been
an increasingly institutionalized practice in
corporate America. For example, Dalton and
Kesner (1987) find that approximately 82
percent of U.S. firms in their sample adopted
CEO duality. Brickley, Coles, and Jarrell
(1997) also report that about 81 percent of
CEOs in their sample of 535 firms held dual
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titles. In 2004, around 76 percent of the
Fortune 500 firms had dual CEOs (Arlman,
2004). Given the far-reaching influence of
this institutional trend, our findings indicate
that deregulation actually motivated banks
to accelerate their reliance on CEO duality.
Banks may have been trying to establish
unified decision-making capabilities to respond
to competitive uncertainty quickly and deci-
sively, while motivating the CEO to enhance
firm performance. Moreover, banks may have
tried to provide the CEO with greater decision-
making authority and discretion to implement
strategies that overcome organizational inertia
(Hambrick & Finkelstein, 1987: Pfeffer &
Salancik, 1978). Offering a dual position can
also attract or maintain talented CEOs. Alter-
natively, given the higher outsider ratio, CEOs
could have demanded joint positions in an effort

to keep a power balance in the boardroom.

5.1 Implications

Our work makes several contributions to the
governance literature and has clear implica-
tions for researchers and practitioners in-
terested in governance adaptation. First, our
findings demonstrate the importance of an-
alyzing the impact of institutional force and
the catalytic nature of deregulation in the
study of the governance adaptation-deregulation
linkage. We suggest that institutional forces
and deregulation have similar but distinct ef-

1012

fects on changes in governance mechanisms.
Without employing a control group, it would
have been difficult to conclude that the changes
observed in the governance mechanisms of
firms in the banking industry were the effect
of deregulation rather than the effect of in-
stitutional forces. Our findings establish an
enhanced understanding that institutional
trends point the way for legitimized changes
while deregulation provides a catalyst for the
rapid adoption of those legitimized practices.

Second, in examining a board range of go-
vernance variables, our study demonstrates
the dynamics of governance adaptation across
entire elements. The literature on the rela-
tionship between regulative change and in-
centive system change is voluminous when
compared to the literature on the relationship
between regulative change and monitoring
system change. Both streams of research have
largely progressed independently from each
other. By integrating these two streams, we
provide empirical evidence that firms make
adjustments to both incentive systems and
monitoring systems in response to deregulation.

Third, in examining both systems, our study
also demonstrates a sequence of governance
adaptation that has not yet been examined in
the literature. There exists an implicit as-
sumption in much of prior research that
firms adjust governance mechanisms across
entire elements simultaneously. Our findings

suggest that firms make initial changes to
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incentive systems followed by relatively slow
progress toward changes to monitoring sys-
tems. Thus, our research clarifies the firms'
inclination of changing high-impact elements
and less resisted systems early in the adap-
tation process. Additionally, our findings
reveal that incentives and monitoring act as
substitutes in the short-term but act as com-
plements in the long-run.

5.2 Limitations and future research
opportunities

Despite these potential contributions, our
work has limitations. Because our study fo-
cused on examining a single industry during
a particular historical period, limited genera-
lizability across different contexts must be
acknowledged. Deregulation can be a relative
phenomenon so the agency control issues
arising from regulative changes could be di-
verse across different deregulated industries.
Another limitation is the limited sampling
period (1981-1990). Although states began
to allow geographic expansion into any compact
state in the 1980s, the banking industry un-
derwent dramatic consolidation through mer-
gers and acquisitions with the passage of the
1994 Riegle-Neal Interstate Banking and
Branching Efficiency Act. Thus, examination
of a longer period of time may yield more com-
prehensive results that uncover the full extent

of governance adaptation in the banking industry.

AU M1 F5E 20124 10%

There are a number of areas that require
further exploration. One useful research ef-
fort includes the study of the relationship
between deregulation and governance adap-
tation from a different theoretical perspective.
Agency theory has dominated exploration
into the deregulation-governance adaptation
link (Crawford et al., 1995: Hubbard &
Palia, 1995: Kim & Prescott, 2005: Kole &
Lehn, 1999), however, it represents a rela-
tively narrow theoretical lens to explore go-
vernance adaptation processes that take place
in a complex setting. While agency theory
provides explanations for many of the adjust-
ments in incentive systems, it is not clear
that agency theory alone can explain other
governance-related adaptive responses to de-
regulation. For instance, we found the pre-
ponderance of the changes made in the board
leadership was an increased reliance on CEO
duality. which is contrary to the predictions
of agency theory. The implications of dere-
gulation on corporate governance may extend
far beyond the logic of agency theory. The
application of other theoretical views, such as
resource dependency and stewardship theories,
might be necessary to explain the adaptation
dynamics of a broad range of governance variables.

Another potential area is the relationship
among regulative change, adaptive governance
responses, and firm performance. Studies on
the effect of deregulation on governance adap-

tation predominately examine specific adaptive
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mechanisms without taking into account the
resulting impact of altered governance systems
on organizational performance outcomes. Extant
literature offers little explanation or evidence
regarding the impact of specific choices in
governance adaptation on subsequent firm
performance.

Lastly, there is a need for empirical research
that explores why firms show a particular se-
guence of change. We discussed the agency
logic, the notion of high-impact elements, and
the aspect of least resistance. Additionally,
there might be other key issues involved with
the sequence of change. For example, boards
of directors values and cognitive perspectives
may influence the ways in which governance
mechanisms are adjusted. Consideration of
other factors is likely to provide useful insight
into our understanding of the sequence of
governance adaptation.
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