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a b s t r a c t
This paper examines the role of compensation and risk committees in managing and monitoring the risk behaviour of Australian ﬁnancial ﬁrms in the period leading up to the global
ﬁnancial crisis (2006–2008). This empirical study of 711 observations of ﬁnancial sector
ﬁrms demonstrates how the coordination of risk management and compensation committees reduces information asymmetry. The study shows that the composition of the risk and
compensation committees is positively associated with risk, which, in turn, is associated
with ﬁrm performance. More importantly, information asymmetry is reduced when a
director is a member of both the risk and compensation committees which moderate the
negative association between risk and ﬁrm performance for ﬁrms with high risk.
Ó 2013 Elsevier Ltd. All rights reserved.

1. Introduction
Recent corporate scandals of ﬁnancial institutions worldwide have raised considerable concern among investors and regulators. Regardless of whether the global ﬁnancial crisis resulted from excessive risk-taking (Kashyap et al., 2008), or is
attributable to the increasing levels of risk faced by ﬁrms (Raber, 2003), both views identify risk as the major contributor,
and highlight the importance of an appropriate corporate governance structure for managing risk. Consequently, the focus
of this paper is on identifying factors associated with monitoring risk in the Australian ﬁnancial sector. The ﬁnancial sector in
Australia is the largest industry sector based on capitalisation. As of June 2011 the 288 companies in the ﬁnancial sector of
Australia have a market capitalisation of AU$455.7 billion. The ﬁnancial sector consists of trading and investment banks, asset managers, insurance companies, real estate investment trusts (REIT) and other providers of ﬁnancial services. In Australia, employers in all sectors are required to contribute to a compulsory employee superannuation scheme.1 This means
Australia has the 4th largest pension fund pool in the world, creating enormous opportunities for banks, asset management,
ﬁnancial planning and insurance companies.2 Consequently, the governance practices of this sector are important to the economic welfare of Australia.
Agency theory suggests that there are divergent risk preferences of risk-neutral (diversiﬁed) shareholders and risk-averse
managers which necessitates monitoring by the board (Jensen and Meckling, 1976; Subramaniam et al., 2009). Consequently, without monitoring, risk-averse managers may reject proﬁtable (but more risky) projects which are attractive to
shareholders who prefer the increased return from the higher level of risk. Excessive managerial risk-taking is not considered
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problematic for nonﬁnancial ﬁrms because one ﬁrm’s failure will not affect a diversiﬁed investor’s portfolio in any directional way. Pathan (2009) suggests that bank shareholders prefer excessive risk due to the moral hazard problem of limited
liability and the associated convex pay-off (Jensen and Meckling, 1976).3 However, Gordon (2011) suggests that this may not
be the case in the ﬁnancial sector. The failure of a systemically important ﬁnancial ﬁrm increases the likelihood that other ﬁnancial ﬁrms will fail due to the cascading effects from the contraction of the ﬁnancial sector such as occurred in the Global Financial Crisis. Consequently, monitoring excessive risk-taking by management is particularly important in the ﬁnancial sector. The
risk management committee and the compensation committee are both responsible for monitoring and oversight of ﬁrms’ riskrelated activities. Thus, a compensation or risk committee that reduces excessive risk-taking and the probability of the failure of
a systemically important ﬁnancial ﬁrm will beneﬁt diversiﬁed shareholders.
This paper investigates the association between the risk management committee (RC) and compensation committee (CC)
and the risk and performance level of ﬁnancial ﬁrms. We suggest that certain characteristics of committees (size, composition and function) reﬂect the committees’ motivation and ability to increase risk-taking that is aligned with shareholders’
interests. The paper therefore predicts a positive association between risk and the structure of the RC and CC. Further, we
suggest that ﬁrms experiencing increasing levels of risk require a RC and CC that manage and monitor risk to ensure a positive association between risk and performance. The results of the research show that RC and CC characteristics have an
important role in the risk level of the ﬁrm. Using a principal components analysis we derive a factor score for the characteristics of the committees and use beta as the measure of risk.4
This paper also investigates the risk and performance relationship when directors occupy positions on both committees
(hereafter, ‘‘dual membership’’). The study ﬁnds a positive association between risk and performance when committee members simultaneously serve on the RC and CC. This result demonstrates lower information asymmetry when directors have
responsibilities in both committees as they are able to oversee the association between the ﬁrm’s risk exposure and the proportion of risk-taking incentives in compensation packages. Subsequently, more informed decisions result in a positive association between risk and performance. The result persists when controlling for endogeneity.
This paper contributes to the literature in several ways. To our knowledge, no other study has empirically tested whether
directors’ dual-membership on the RC and CC co-ordinates monitoring the risk level of the ﬁrm with monitoring the riskiness
of compensation packages. Literature on dual committee membership is limited to theory and minimal analysis (Chandar et al.,
2012; Hoitash and Hoitash, 2009; Laux and Laux, 2009). Co-ordination between RC and CC functions reduces information asymmetries which affect ﬁrm performance. While some research establishes that board committees improve the performance of
the ﬁrm (e.g., Klein, 1998), there is little research into these committees in Australian companies, and in particular their effect
on risk and ﬁrm performance. Unlike the US where establishing an audit, nomination and compensation committee is mandated, there is no mandatory requirement for companies to establish committees in Australian ﬁrms (apart from Listing rule
12.7).5 Instead, corporations can choose not to comply with the recommendations as long as they can justify any non-compliance.
Consequently, Australia provides an interesting setting to explore the costs and beneﬁts of board sub-committees.
Further, ﬁnancial sector ﬁrms (banks, diversiﬁed ﬁnancial companies, insurance and real-estate investment trusts) have
explicitly been excluded from previous research due to the higher level of risk when compared to other ﬁrms (Wallace and
Kreutzfeldt, 1991) which causes generalisability and transferability problems. In that regard the Australian Prudential Regulation Authority (APRA, 2009) has implemented a framework which regulates ﬁnancial institutions (see Appendix A). Prudential Standard APS 510 outlines the skills, knowledge and experience requirements for directors involved in risk
management.6
In recent years, many banks and ﬁnancial institutions have been widely criticised for paying excessive bonuses to some
executive directors and senior management at a time when the world is suffering the consequences of a global ﬁnancial crisis, said to be a result of irresponsible risk-taking by ﬁnancial institutions (Pathan, 2009). This study contributes to the literature as there is a paucity of research on whether the compensation and risk management practices of the ﬁnancial sector
are associated with the level of risk and related return. Given that the adoption of RC and CC by Australian companies is voluntary, it is not surprising that the inﬂuence of these committees has not been fully explored.
The paper proceeds as follows. In Section 2 we review the relevant literature and present a number of hypotheses. Section 3 describes the research methodology and Section 4 provides the results of the analysis. The ﬁnal section provides a
summary and conclusion.
2. Background and hypothesis development
Financial ﬁrms have become large, complex organisations involving signiﬁcant delegation of decision-making and risktaking responsibility. Consequently, it is difﬁcult to design internal systems that ensure delegated decision-making
outcomes align principal and agent’s divergent goals (Devis, 1999). Although information asymmetries can be found in all
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Pathan (2009) also suggests that poor bank governance is more catastrophic than non-bank ﬁrms as bank failure has more signiﬁcant costs.
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operation and responsibilities of the audit committee.
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