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Failures and weaknesses in the internal corporate governance of banks have been widely
acknowledged as factors contributing to the financial crisis. However, as confirmed by the
available literature on the topic, and contrary to what is happening at the policy reform level,
little consideration has been given to the expertise and reputation of members of the man-
agement body and individuals who have a crucial role in the day-to-day management of the
banking business.
Major regulatory developments in the European Union focus on the central role of the board
of directors, improving its duties and structure, and pay considerable attention also to
qualification requirements for people in financial institutions. In particular, the Fourth
Capital Requirement Directive and the Guidelines issued by the European Banking Au-
thority lay down detailed guidance for assessing the fitness and propriety of individuals who
run a bank.
This article examines the state of the art regarding supervisory law requirements for the
management body and key function holders under EU law. Overall, the findings show that
the need for more expertise has been restated rigorously and also other qualities, including
independence and diversity, are required to the management body. The article closes with a
speculative discussion about potential ways to improve the current framework concerning
suitability of individuals in banks and future implications in light of the incoming Single
Supervisory Mechanism.
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I. Introduction

It is often contended that banking is an inherently risky business and that
public trust and confidence are its very essence1. Effective banking regulation
and supervision is essential to limit, ex ante and ex post, the damage that
mismanagement could inflict. In particular, the assessment of the profile and
qualifications of the boards’ members and key personnel is of great impor-
tance for banks’ internal governance2, and has recently been the object of a
renewed focus by regulators and policy makers. Still, it receives rather limited
attention in the academic literature, where different issues in banks’ corporate
governance are more commonly explored.

Admittedly, internal governance plays an essential role in managing risk at
financial institutions. As reported in the aftermath of the crisis3, a key fail-
ure in internal governance was the disparity between the risks that banks
effectively took and those that their boards of directors perceived to be
taking.

1 See, in this sense, Klaus J. Hopt ‘Corporate Governance of Banks after the Financial
Crisis’ in Eddy Wymeersch, Klaus J. Hopt and Guido Ferrarini (eds), Financial Regu-
lation and Supervision (Oxford University Press 2012) 337, 338. From the earliest con-
tribution of Eugene F. Fama ‘What’s different about banks?’ [1985] Journal of Monetary
Economics, 29, until recent times, a number of studies have shown that banks are special
in contrast to normal firms. Their uniqueness can be seen also from a corporate gover-
nance perspective, see Klaus J. Hopt ‘Corporate Governance of Banks and Other Finan-
cial Institutions After the Financial Crisis’ [2013] Journal of Corporate Law Studies 219,
239, Vasile Cocris and Maria- Cristina Ungureanu ‘Why are Banks Special? An Approach
from the Corporate Governance Perspective’ (2007) Scientific Annals – AI.I. Cuza Uni-
versity of Iasi, Economics Series, 55, and also Massimo Belcredi and Guido Ferrarini ‘The
European Corporate Governance Framework: Issues and Perspectives’ (2013) ECGI –
Law Working Paper No. 214/2013, available at <http://ssrn.com/abstract=2264990>.

2 European Banking Authority (EBA), Guidelines on Internal Governance (GL 44), Lon-
don, 27 September 2011, I 28 p. 9: ‘Internal governance is a limited but crucial component
of corporate governance, focusing on the internal structure and organization of an in-
stitution’.

3 Senior Supervisors Group, Risk Management Lessons from the Global Banking Crisis of
2008 (2009), available at <http://www.newyorkfed.org/newsevents/news/banking/2009/
ma091021.html>.
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While it is undeniable that sound risk-control systems4 and interaction be-
tween different lines of management5 are essential, a point that might be
questionable is whether those persons who influence the direction of financial
institutions always have a good general understanding of the risks involved in
the overall business of the financial institution. This point has to be raised,
inter alia, in light of the evidence provided by some empirical studies. For
example, Hau and Thum6 analyse how the qualitative composition of the
supervisory board affected the performance of the 29 largest German banks
in 2008, showing that members of the supervisory board of public sector banks
were less skilled and experienced than their counterparts of private banks.
Their empirical results suggest that this might have contributed to the large
losses of the Landesbanken in the recent crisis.

Another argument in favour of a correlation between directors’ expertise and
bad performance is given by Cuñat and Garicano7. Their analysis found that
Spanish Cajas whose chairman did not have postgraduate education or pre-
vious banking experience had significantly worse performance.

The particular nature of both Cajas and Landesbanken8 makes these striking
results difficult to generalize to all kind of banks. Nonetheless, recent research
by Fernandez and Fich further corroborates these considerations9. Using a
sample of 479 publicly traded US banks, they demonstrate that board special-

4 Empirical findings confirm that financial institutions with strong risk management had
lower risk exposure and suffered fewer losses during the crisis. See, in particular, Andrew
Ellul and Vijay Yerramilli ‘Stronger Risk Controls, Lower Risk: Evidence from
U.S. Banking Holding Companies’ [2013] The Journal of Finance, 1757, who investigate
whether strong and independent risk management is significantly related to bank risk-
taking and performance in a sample of 74 large U.S. bank holding companies, using
variables such as the profile and pay of Chief Risk Officers, the establishment of a risk
committee, and its interaction with the board.

5 As noted by Marco Becht, Patrick Bolton and Ailsa Röell, ‘Why bank governance is
different’ [2012] Oxford Review of Economic Policy 456, adequate communication
among senior management, business lines and risk management functions is needed to
prevent disastrous outcomes.

6 Harald Hau and Marcel P. Thum ‘Subprime Crisis and Board (In-)Competence: Private
vs. Public Banks in Germany’ (2009) CESifo Working Paper Series No. 2640; ECGI –
Finance Working Paper No. 247/2009, available at <http://ssrn.com/abstract=1360698>.

7 Vicente Cuñat and Luis Garicano ‘Did good cajas extend bad loans? The role of gover-
nance and human capital in Cajas’ portfolio decisions’ (2009) Fedea annual policy confer-
ence, 30 October 2009, Madrid, Spain.

8 A specific feature of these banks is political interference in internal governance. In this
regard, Cuñat and Garicano, op. cit. found also that Cajas, whose chairman was previ-
ously a political appointee, performed significantly worse.

9 See Nuño Fernandes and Eliezer M. Fich ‘Does Financial Experience Help Banks during
Credit Crises? (2013), available at <http://ssrn.com/abstract=1409557>.
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ization in the financial sector helped banks withstand the recent credit crisis.
In particular, banks that had outside directors with more financial expertise
limited their risk exposure before the crisis, provided better stock return
performance during the crisis as well as more positive reactions during the
collapse of Bear Stearns and Lehman Brothers, and finally received less bailout
assistance from the Troubled Assets Relief Program implemented by the US
government.

These findings suggest the importance of having directors with an appropriate
degree of competence and expertise, traits too often neglected as confirmed by
recent analyses and surveys10.

However, smooth internal structures and expertise are a necessary but not a
sufficient condition for good governance of banks, which critically depends on
patterns of behaviour, and behavioural patterns depend, in turn, on the extent
to which values such as integrity, independence of thought, and respect for the
views of others are embedded in the institutional culture11.

Poor management is certainly exacerbated by complex remuneration policies,
but the ethical downturn may be enumerated among its main causes. Ethical
slippage is usually prodromal to what later becomes a violation of law: moral
rationalisation leads to small levels of opportunism about which no guilt is felt,
leading to greater levels of unfair practices before the actual legal wrongdoing
becomes evident12.

In this respect, while ethics is often considered too vague and elusive to be
considered a usable yardstick, at least in legal terms13, some studies have
pointed out that causing individuals to become more aware of their standards
for honesty actually decreases the individual’s tendency for deception14.

10 See, among others, Nestor Advisors Bank boards after the flood. The changing gover-
nance of the 25 largest European banks (2010) observing that despite the importance of
recent and relevant financial industry expertise for chairpersons, only 64% of chair-
persons of the top 25 European banks had such expertise in 2010, down from 80% in
2007. Similarly, Moody’s ‘Special Comment: Bank Boards in the Aftermath of the
Financial Crisis’ (2010) 6 considers that financial industry experience is still weak or
absent at some banks.

11 Group of Thirty, Toward effective governance of financial institutions, Washington, 12
April 2012, 76.

12 Donald C. Langevoort, ‘Chasing the Greased Pig Down Wall Street: A Gatekeeper’s
Guide to the Psychology, Culture and Ethics of Financial Risk-Taking’ [2011] Cornell
Law Review 1209.

13 Eddy Wymeersch ‘Risk in Financial Institutions – Is It Managed?’ (2012) Ghent Uni-
versity, Financial Law Institute Working Paper No. 2012-04, 4, available at <http://
ssrn.com/abstract=1988926>.

14 Nina Mazar, On Amir and Dan Ariely, ‘The Dishonesty of Honest People: ATheory of
Self-Concept Maintenance’ [2008] Journal of Marketing Research 633, 642.
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Since banking is also a matter of trust, a central element to be assessed is the
good repute of directors.

All these preliminary remarks are useful to explain why, in a highly regulated
sector such as the banking one, it is required that people holding relevant
management positions in financial institutions shall be ‘suitable’ – to use the
terms of European directives – in order to conduct banking business. Termi-
nologically, suitability means “the degree to which someone has the right
qualities for a particular purpose”15. From the first coordinated directive in
the field of credit institutions, namely the First Banking Directive16, three
conditions have been always required to directors: (a) there must be at least
two of them (the “four-eyes” principle), and they must be (b) of sufficiently
good repute and (c) sufficiently experienced to perform their duties17.

Consequently, when referring to the persons who effectively direct the busi-
ness of a bank, this term usually embraces two concepts: fitness and propri-
ety18.

A person is deemed “fit” for a specific position when he has the knowledge,
experience, skills, and professional behaviour required for such position. A
likely consequence of having unfit individuals covering strategic positions in
financial institutions is that risks are not appropriately measured or under-
stood, leading to critical scenarios caused by excessive risk-taking behaviours.

15 European Banking Authority Guidelines on the assessment of the suitability of members
of the management body and key function holders (EBA/GL/2012/06) London 22
November 2012, 6.

16 See Article 3, second paragraph of First Council Directive 77/780/EEC of 12 December
1977 on the coordination of the laws, regulations and administrative provisions relating
to the taking up and pursuit of the business of credit institutions.

17 It is worth noting that the concepts of experience and good repute were not coordinated
and their definition was left to the Member States’ discretion. With regard to the latter
concept, reference may be made to Article 5 of the Council Directive of 28 June 1973 on
the abolition of restrictions on freedom of establishment and freedom to provide serv-
ices in respect of self-employed activities of banks and other financial institutions, for
the use of certain documents employed in the Member States to ascertain the good
repute of a person, such as extracts from the ‘judicial records’. The absence of a coor-
dinated definition may be noted also in respect of the directors’ function (persons who
effectively direct the business), which would have been very difficult to lay down, in
view of the diversity of national banking structures. See Paolo Clarotti ‘The Harmo-
nization of Legislation relating to Credit Institutions’ [1982] Common Market Law
Review, 245, 254.

18 According to the BCBS Core Principles for Effective Banking Supervision (2012), Prin-
ciple 5, Essential Criterion 7, “the fit and proper criteria include: (i) skills and experience
in relevant financial operations commensurate with the intended activities of the bank;
and (ii) no record of criminal activities or adverse regulatory judgments that make a
person unfit to uphold important positions in a bank.”.

ECFR 1/2015 Suitability of Bank Directors in Europe 49



The concept of propriety focuses instead on the honourableness and good
reputation of the person in question. Its purpose is to ascertain whether there
is any reasonable doubt that an individual will perform the assigned tasks
honestly and with integrity. A proper person presumably – or at least more
probably than an improper one – will not make unlawful decisions.

The assessment of the standards of fitness and propriety is widely perceived as
a judgemental matter19. As a result, the concepts of fitness and propriety must
be understood in their widest sense and the information to be evaluated by the
regulators should be considered on a case-by-case basis20.

Yet the primary responsibility for ensuring that banks are prudently and
soundly managed and directed lies with the banks themselves21 which often22

underestimate the importance of suitability standards. Assessments by com-
petent authorities – which should not be limited to authorisation procedures –
and effective rules to evaluate the fitness and propriety of people with signifi-
cant influence over the direction of the credit institutions are therefore of
utmost importance. Of course, these assessments and rules have to be tailored
to the position in question from time to time, and should not petrify existing
corporate governance practices without leaving room for further improve-
ment.

In relation to the governance models, some European jurisdictions (such as
United Kingdom, Sweden and Spain) use the one-tier system, whilst others
(for example Germany, Austria and Poland) require a two-tier system or
provide a choice between the two systems (for example France and Italy).
In the traditional one-tier system, there is no formal division between man-

19 See Supervision of Financial Conglomerates – Papers prepared by the Joint Forum on
Financial Conglomerates, February 1999, Documents jointly released by the Basle
Committee on Banking Supervision, the International Organisation of Securities Com-
missions and the International Association of Insurance Supervisors, 40. Similarly, see
CEBS, Mapping of Supervisory Objectives and Powers, including Early Intervention
Measures and Sanctioning Powers (March 2009), at 28, “Because the fit and proper test is
to a degree discretionary, depending upon particular sets of circumstances, different
authorities may apply the fit and proper criteria in different ways”.

20 On the flipside, the necessary vagueness of these regulatory tools easily leads to scep-
ticism about their effectiveness. Critically in this sense, see Elias Bischof, ‘Fitness and
Propriety of Bank Directors in the Light of the Global Financial Crisis 2007—2009’
[2014] Zeitschrift für Gemeinschaftsprivatrecht 321.

21 See Supervision of Financial Conglomerates, supra note 19, at 39.
22 Glaring mismanagement cases, such as HBOS and Monte dei Paschi di Siena, may be

cited in this respect. See, respectively, House of Commons and House of Lords, Parlia-
mentary Commission on Banking Standard, An accident waiting to happen: the failure
of HBOS, 4 April 2013, and Banca d’Italia Principali interventi di vigilanza sul Gruppo
Monte dei Paschi di Siena, 28 January 2013.
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agement and supervision. On the other hand, the two-tier model imposes a
functional division between the management board (responsible for the daily
management) and the supervisory board (with purely supervisory function
and hierarchically superior to the management board), bolstered by the in-
compatibility principle that a person cannot be a member of both boards at the
same time, and there is usually a prohibition against the supervisory board
giving instructions to the management board23.

From an internal structural point of view, without taking into account the
specificities of each bank and the different legislative frameworks across coun-
tries, it is theoretically possible to allocate the main decision-making functions
to the following two levels, which are ultimately responsible for the perform-
ance of the bank24:

(i) the board, which has overall responsibility for the bank, including approving and overseeing
the implementation of the bank’s strategic objectives, risk strategy, corporate governance and
corporate values. In addition, the board is responsible for providing oversight of senior manage-
ment; and

(ii) the senior management, which should be held accountable for the day-to-day management of
the bank and should ensure that the bank’s activities are consistent with the business strategy, risk
tolerance/appetite and policies approved by the board. Senior managers typically delegate duties
to the staff and should establish a management structure that promotes accountability and trans-
parency.

In the aftermath of the crisis, the relevance of some professional key roles such
as the Chief Risk Officer has been increased when considering the internal
governance of financial institutions25.

23 While statistical studies find that two-tier boards tend to be more conservative than one-
tier boards, see Ann B. Gillette, Thomas H. Noe and Michael J. Rebello ‘Board Struc-
tures Around the World: an Experimental Investigation’ [2008] Review of Finance 93,
there is no stringent theoretical proof that one of the two systems is better than the other.
Yet phenomena such as the movement toward independent directors and toward the
division of leadership in the unitary model led to a certain functional convergence
between the one- and two- tier systems. In more detail, see Klaus J. Hopt ‘Comparative
Corporate Governance: The State of the Art and International Regulation’ [2011] 59
The American Journal of Comparative Law, 1, 20, and also Paul Davies and Klaus
J. Hopt, ‘Boards in Europe – Accountability and Convergence’ [2013] 61 American
Journal of Comparative Law 301, 310.

24 In this sense, see Basel Committee on Banking Supervision (‘BCBS’), Principles for
enhancing corporate governance, Bank for International Settlement (2010) Section
III. The current normative framework in Europe seems to reflect such separation of
roles, distinguishing between the “management body” and the “senior management”.

25 According to the Basel Committee on Banking Supervision’s Principles for enhancing
corporate governance and the EBA Guidelines on Internal Governance, the CRO
should have sufficient stature, authority and seniority so as to influence management’s
decisions which may be relevant for the bank’s exposure to risk. The removal of this key
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Overall, the attention of the regulators seems to have been focused firstly on
senior managers26, then on the board as a whole27, and in recent times is
seemingly expanding to encompass also the role of people with significant
influence over the bank, but who are not members of the board. Furthermore,
in addition to fitness and propriety, different qualities and circumstances, such
as independence and diversity, are becoming objects of closer scrutiny28.

This article analyses the regulatory initiatives at the European level, which
seem to be particularly pervasive in relation to the suitability requirements of
people holding key positions in financial institutions. In particular, it will
outline the current state of affairs in respect of the management body’s qual-
ities under the European Banking Authority Guidelines and the Capital Re-
quirement Directive IV package, to assess whether suitability of bank direc-
tors can still be considered as a matter circumscribed within the fitness and
propriety standards and addressed exclusively to bank boards’ members. Fi-
nally, the paper closes with some remarks on the overall picture, with a view to
indicate some potential challenges and developments, also in the light of the
incoming Single Supervisory Mechanism.

figure should be subject to the board’s approval, publicly disclosed and discussed with
the competent supervisor.

26 For example, in the first edition of the Basel Committee on Banking Supervision’s
Principles, concerns about skills and experience were mostly limited to the senior
management level, see BCBS Enhancing Corporate Governance for Banking Organ-
isations (1999), paragraphs 19 and 20. This may also be due to the influence of the
management hegemony theory, which considers the board as a body whose aim is
exclusively to validate the senior managers’ decisions, indeed, a ‘rubber stamp’, see
Myles La Grange Mace, Directors: Myth and reality (1971) Division of Research, Grad-
uate School of Business Administration, Harvard University, Stanley C. Vance, Corpo-
rate leadership: boards, directors and strategy (New York, MacGraw-Hill, 1983), Jeffrey
Pfeffer, ‘Size and Composition of Corporate Boards of Directors: The Organisation and
its Environment’ [1972] Administrative Science Quartely 218, and James D. Westphal
and Edward J. Zajac, ‘Who Shall Govern? CEO/Board Power, Demographic Similarity,
and New Director Selection’ [1995] Administrative Science Quarterly 60.

27 With particular regard to the role and qualifications of non-executive directors on
boards, see David Walker, “A review of corporate governance in UK banks and other
financial industry entities – Final recommendations” November 26, 2009.

28 The Organisation for Economic Co-operation and Development (OECD) stresses that
board composition and behaviour is important in banking, and particularly relevant in
this respect are the “fit and proper” tests to achieve basic board behaviour of propriety
and honesty. There is however “a case for the criteria to be expanded to technical and
professional competence and especially skills such as general corporate governance ones
and risk management”. In addition, it is suggested to broaden such tests also to consider
the case for independence, objectivity and term limit for board membership. See
OECD, ‘Corporate Governance and the Financial Crisis: Key Findings and Main Mes-
sages’ (2009), 45.
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II. The regulatory framework –
the European Banking Authority’s Guidelines

In a context of crisis-driven policy reforms of the EU financial markets, the
regulatory framework concerning suitability of people in financial institutions
has been at center stage29. In particular, the European Banking Authority
(hereinafter, EBA) behaved as key rule-maker, releasing two sets of Guidelines
that contribute substantially to the harmonisation of suitability requirements.
These were issued consistently with the EBA Regulation30, which enables the
European Supervisory Authority not only to adopt draft technical standards –
which can take the form of regulatory and implementing technical stand-
ards31 – but also to regulate by soft law through the adoption of guidelines
and recommendations32.

29 See, e.g., the seminal Report of the de Larosière Group which acknowledged the mal-
functioning of financial firms’ check and balances, underlining in particular that many
boards and senior managers failed to understand the new highly complex products they
were dealing with nor their firms’ risk exposure, and that board members were often
unable to provide the necessary oversight and control of management, The High-Level
Group on Financial Supervision in the EU, Report (Brussels, February 2009). Broader
insights about corporate governance suboptimalities in financial institutions were fur-
ther provided in the Green Paper published in 2010 by the European Commission
which analyses issues related, among others, to the boards of directors, risk-related
functions, the role of supervisors and the effective implementation of corporate gover-
nance principles, and proposes the creation of a specific duty of care of the boards to
take into account the interests of depositors and other stakeholders during decision-
making procedures, see European Commission, Green Paper, Corporate governance in
financial institutions and remuneration policies, COM (2010) 284. More recently, also
the Liikanen Report raises a number of concerns in relation to internal governance of
banks, see High-level Expert Group on reforming the structure of the EU banking
sector, Final Report, (Brussels, 2012), 51, expressing “the concern (i) that boards are
not fully representative of a banks stakeholder base; (ii) that CEOs may be too powerful
also vis-à-vis the chairman and the risk and control senior officers (CFO, CRO, etc.);
(iii) that there may not be sufficient reporting by individual business units and limited
visibility of intra- group subsidies and transfer pricing; (iv) that “fit and proper tests” are
inadequate; and (v) that sanctions are insufficiently punitive, etc.”.

30 Regulation (EU) No. 1093/2010 of the European Parliament and of the Council of 24
November 2010 establishing a European Supervisory Authority (European Banking
Authority), amending decision no 716/2009/EC and repealing Commission Decision
2009/78/EC.

31 See, respectively, Article 10 and Article 15 of the EBA Regulation.
32 Ibid., Article 16. More specifically, guidelines and recommendations are addressed to

national competent authorities and financial institutions “with a view to establishing
consistent, efficient and effective supervisory practices within the European System of
Financial Supervisors, and to ensuring the common, uniform and consistent application
of Union law”.
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As a general premise, there is heterogeneity of banking regulations and super-
visory approaches in the European legal systems with regard to the suitability
requirements and their enforcement. Previous mapping exercises showed that,
while substantial convergence may be found in relation to the fundamental
prudential objectives of supervisors and certain early intervention measures
available to them, supervisory practices and powers towards the persons who
effectively direct the business appear rather fragmented33. A closer analysis
suggests also that in some jurisdictions the fit and proper assessment is not
limited to expertise and good repute but compliance with additional criteria
(e.g. financial soundness and ‘independence’)34 is required. In addition, there is
a certain degree of inconsistency with regard to the same concepts of expertise
and properness. Such inconsistency is due either to consideration of diverse
elements (e.g. when contemplating also adverse regulatory judgements in re-
lation to properness)35 or to different interpretations of the same concept (e.g.
when requiring different length of work experience in relation to expertise)36.
Finally, the addressees of the fit and proper test are also more or less numerous
depending on the jurisdiction37.

33 CEBS, Mapping of Supervisory Objectives and Powers, supra, note 19, at 4.
34 In the United Kingdom, the FIT module of the FCA and PRA Handbooks includes

financial soundness as a factor that the FCA and PRA shall take into account when
conducting the fit and proper tests. The Italian framework imposes, on the basis of
Article 26 of the Italian Banking Act, independence to board members as an addi-
tional qualification to be fulfilled. This quality seems to be strictly connected with the
prevention of conflict of interests and narrow thinking. However, implementing pro-
visions have not been enacted yet and the meaning of this requirement is not entirely
clear.

35 For example, in Italy, integrity requirements provided by the Decree 161/1998 refer
only to criminal proceedings, adverse judgements or sanctions by regulatory authorities
are not considered. On the other hand, the German BaFin determines whether an
applicant is ‘proper’ and, therefore, reliable, by reviewing the criminal record certificate
(Führungszeugnis) submitted by the applicant, as well as by consulting the Federal
Central Register (Bundeszentralregister) to verify possible criminal offences and the
Central Commercial Register (Gewerbezentralregister) for possible business offences.
Pursuant to the German Banking Act (Kreditwesengesetz), Section 36, BaFin may also
remove managers for cause including wilful or reckless violations of the banking act or
the securities act or disregard for safety and soundness through violation of rules or
orders issued by BaFin.

36 According to the KWG, Section 33 (2) “a person shall normally be assumed to have the
professional qualifications if he can demonstrate three years’ managerial experience at
an institution of comparable size and type of business”. In Spain, there is instead a legal
presumption that an individual will be fit if he has at least five years of experience as
manager, director, controller or advisor to financial institutions or other public or pri-
vate companies of analogous size.

37 See, for example, the difference between United Kingdom, where also individuals per-
forming roles outside the board, such as the Chief Risk Officer, are subject to fit and
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In the wake of the work of the Basel Committee’s on corporate governance,
the EBA released a consolidated set of Guidelines on Internal Governance of
credit institutions38.

Particularly in relation to the management body39, EBA’s Internal Governance
Guidelines clarifies that such body shall have the overall responsibility for the
institution and shall set the institution’s strategy40, including the development
and promotion of high ethical and professional standards41. In this respect,
EBA also calls for sufficient time commitment by the members of the man-
agement body – which should be indicated in a written document –, ability
to exercise objective and independent judgement and avoidance of conflict
of interests to be specified in ad hoc written policies42. Adequate skills
and competences shall be represented on the Board43, and a more effective
leadership role is attributed to the Chairman, who should not cover also the
position of the Chief Executive Officer unless there are in place measures to
counterbalance the potential detriment on the firms’ checks and balan-

proper test, and France where, until the implementation of recent reforms, only senior
managers were evaluated in terms of fitness and properness.

38 See EBA Guidelines on Internal Governance (GL 44), London 27 September 2011. The
following aspects are covered: corporate structure and organisation, management body,
risk management, internal control, information systems and business continuity, and
transparency. Most of the measures contained in these Guidelines reflect the Basel
Principles as well as some proposals of the Green Paper on corporate governance in
financial institutions.

39 Using the term “management body”, the EBA does not advocate a particular board
structure, whether one-tier or two-tier, but refers to both the management function and
the supervisory function, and states explicitly that “To achieve good governance, an
institution’s management and supervisory function should interact effectively to deliver
the institution agreed strategy, and in particular to manage the risks the institution faces.
While there may be significant differences between different countries’ legislative and
regulatory frameworks, they should not preclude effective interaction of these two
functions, irrespective of whether the management body comprises of one body or
more.”. Nevertheless, as remarked by Klaus Hopt, much of the text is still written from
the perspective of the one-tier system, see Klaus J. Hopt ‘Corporate Governance of
Banks and Other Financial Institutions After the Financial Crisis’ op. cit., 231.

40 EBA Guidelines on Internal Governance, para. 8.
41 Ibid., para. 15.
42 Ibid., para. 12. In this paragraph the relevant explanatory note addresses specifically the

dual system’s peculiarities, recommending that the objectivity and independence of the
members of the management body in its supervisory function need to be assured by
appropriate selection of independent members and not only by the formal separation
into two bodies.

43 It has been argued that one of the most important problems of bank boards is the weak
capacity of directors to understand banking, a business that has extraordinarily in-
creased in complexity, see Nestor Advisors ‘Bank boards after the flood. The changing
governance of the 25 largest European banks’ (2010).
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ces44. The Guidelines on Internal Governance also recommends the manage-
ment body in its supervisory function to set up specialized committees com-
posed of management body’s members (such as an audit committee, a risk
committee, a remuneration committee, a nomination or human resources
committee and/or a governance or ethics or compliance committee), with an
optimal mix of expertise, competencies and experience that allows it to fully
understand the relevant issues.

However, the Authority zoomed in on the suitability requirements more in-
cisively in its Guidelines issued on 22 November 201245. These Guidelines find
their legal basis in Directive 2006/48/EC. In particular, Article 11(1) of such
Directive set out the “four-eyes” principle, according to which there shall be at
least two persons who effectively direct the business of the credit institution
and who are of sufficiently good repute and sufficient experience to perform
such duties46. The following Article 17 further clarifies that such qualities need
to be fulfilled on an ongoing basis since, failing this, the competent authorities
may withdraw the authorisation granted to the credit institution. Conse-
quently, the assessment criteria provided by the Guidelines are not limited
to the moment of approval of the authorization to carry on the banking busi-
ness, but cover also the appointment of new members of the management
body47 and should be applied whenever appropriate in relation to appointed
members.

1. The assessment procedures

The suitability assessment is required in three situations: (a) when a credit
institution applies for authorization; (b) in case of appointment of a new
member of the management body; and (c) whenever appropriate, in relation
to appointed members of the management body48.

44 EBA Guidelines on Internal Governance, para. 14.
45 See EBA Guidelines on the assessment of the suitability of members of the management

body and key function holders (EBA/GL/2012/06) of 22 November 2012.
46 See Article 11 of Directive 2006/48/EC of the European Parliament and of the Council

of 14 June 2006 relating to the taking up and pursuit of the business of credit institution
(subsequently repealed by the Capital Requirement Directive IV) “1. The competent
authorities shall grant an authorisation to the credit institution only when there are at
least two persons who effectively direct the business of the credit institution. They shall
not grant authorisation if these persons are not of sufficiently good repute or lack
sufficient experience to perform such duties.”

47 The term ‘management body’ is intended to cover the management body in both its
management and supervisory functions.

48 See paras. 3.2 and 3.4 of the EBA Guidelines on the assessment of suitability.
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The assessment envisaged in the Guidelines is carried out in first instance by
the credit institutions in accordance with the procedures laid down in the
Guidelines on Internal Governance and, where possible49, before the member
takes up the post or, otherwise, within six weeks from that moment50. Credit
institutions are required to have in place apposite policies for the selection and
assessment of the management body which should take into account the na-
ture, scale and complexity of the business carried out by the institution, and to
record the assessment and the relevant results. If the assessment’s results in-
dicate that a potential member is not suitable, such individual should not be
appointed. Where the negative results concern a person who is already mem-
ber of the management body, the Guidelines suggest to take corrective meas-
ures such as “adjusting responsibilities between members of the management
body; replacing certain persons; and training single members or the whole of
the management body to ensure that the collective qualification and experi-
ence of the management body is sufficient”51.

A complementary assessment by competent authorities is in any case required
by the Guidelines. Supervisors “should establish an application or notification
procedure applicable to appointments and re-appointments of a member of
the management body”, imposing rules on when such applications or notifi-
cations need to be made52. Credit institutions should provide all necessary
information for the evaluation of the suitability of the members of the man-
agement body upon request by competent authorities53. The process estab-

49 Indeed, in some cases, the assessment is necessarily carried out after election, due to
national laws’specificities. For example, under German law, which requires mandatorily
the two-tier board, with separated management and supervisory boards, the supervisory
board is first elected by employees and shareholders before the bank (and, as a conse-
quence, the regulator) can conduct a suitability evaluation. Management board mem-
bers are instead assessed before election. In practice, however, there are in both cases
informal consultations with the regulator in advance of the appointment.

50 Credit institutions should however re-assess a given member whenever an event makes
it necessary in order to verify such member’s suitability. In that case, the assessment can
be limited to examining if the member remains suitable after that event.

51 Para. 8 of the EBA Guidelines on the assessment of suitability.
52 Para. 9.1 of the EBA Guidelines on the assessment of the suitability. Control by super-

visors on appointed members was advocated by some in the immediate aftermath of the
crisis, see for example René Ricol, Report to the President of the French Republic on the
Financial Crisis (2008) 79, “In banks, supervisory approval should be required to ap-
prove appointments, at least in certain key functions. Europe should take steps in this
area, building on existing codes and working to develop a common approach.”

53 This includes the information contained in Annex I to the Guidelines, which sets out,
inter alia the following information: criminal records of the person concerned, previous
assessments of his/her reputation, investigations or sanctions by supervisory author-
ities, description of any financial or non-financial interests or relationships of such
person, and record of the credit institution’s suitability assessment results. Lack of
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lished by the supervisors is publicly available, and they may distinguish such
process in relation to different circumstances54. The assessment process should
not exceed the time period established by the authority (in any case it should
not go beyond six months from receipt of the complete application or notifi-
cation) and should be reduced in case of re-assessments. In line with common
practice, the process may consist of an interview to be conducted in accord-
ance with national law and on a risk-based approach. This should be useful in
order to assess ‘a proposed candidate’s knowledge, experience and application
of skills in previous occupations, as well as how the qualities of the proposed
candidate relate to the skills and experience of the existing members of the
management body’. Skills assessed may include ‘decisiveness, strategic vision,
judgment on risks, leadership, independence of mind, persuasive power, and
the ability and willingness to engage in continuous learning and develop-
ment’55. If, from the assessment, it results that a member of the management
body is not suitable, the supervisor should require the credit institution either
to not appoint such member or, if the member is already appointed, to take
appropriate measures to replace such individual56. The supervisor may also
intervene, adopting appropriate corrective measures, if the measures taken by
the credit institution are inadequate57.

2. Criteria for the evaluation of the suitability

Both the assessment by the credit institutions and the supervisory authorities
should consider reputation, experience and governance criteria.

Reputation assessment is as broad as it gets58. In particular, a member of the
management body can be considered of good repute if (a) there is no evidence

information regarding the suitability of a member of the management body may result
in an objection by the competent authority not to approve the appointment of that
person, see para. 12.1 of the EBA Guidelines on the assessment of the suitability.

54 For example, they may “distinguish between the process applicable to members of the
management body in its management function and in its supervisory function and as
well as between the initial authorisation of a credit institution and subsequent assess-
ments according to national specificities, the size and structure of the banking sector and
national laws concerning the governance of companies”, according to para. 10.2.

55 Para. 11.3 of the EBA Guidelines on the assessment of the suitability.
56 Ibid., para. 12.2.
57 Ibid., para. 12.3.
58 See ibid., at para. 13. In respect of reputational issues, it is often contended that corpo-

rate governance codes do not paid sufficient attention to the importance of personality
and attitude issues, see in this sense, Lutgart Van Der Berghe ‘To what extent is the
financial crisis a governance crisis? From diagnosis to possible remedies’, Vlerick
Leuven Gent Working Paper Series No. 27 (2009), 33. On the other hand, the analysis
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to suggest otherwise and no reason to have reasonable doubt about his/
her good repute, or (b) if his/her personal or business conduct gives rise to
any material doubt about his/her ability to ensure the sound and prudent
management of the credit institutions. Different elements are taken into ac-
count for such assessment, including criminal and administrative records, past
and present investigations and/or enforcement actions, evidences from past
business dealings, past and present business performance and financial sound-
ness.

With regard to the assessment of the experience of the members of the man-
agement body, both practical experience and theoretical knowledge are taken
into consideration59. A distinction is made between members of the manage-
ment body in its management function, who are required to have gained
sufficient practical and professional experience from a managerial position
over a sufficiently long period60, and member of the management body in
its supervisory function, whose practical experience and technical knowledge
should enable them to challenge the decisions, and provide an adequate over-

of the mission statements of some major banks shows that, at least formally, the virtue of
honesty or integrity in particular is generally perceived to be important for bankers, see
Johan Graafland and Bert W. van de Ven, ‘The Credit Crisis and the Moral Responsi-
bility of Professionals in Finance’ (2011) European Banking Center Discussion Paper
No. 2011-012, 6–7, available at <http://ssrn.com/abstract=1809752>.

59 The Guidelines state that particular consideration should be given to theoretical and
practical experience relating to: “a. financial markets; b. regulatory framework and
requirements; c. strategic planning, and understanding of a credit institution’s business
strategy or business plan and accomplishment thereof; d. risk management (identifying,
assessing, monitoring, controlling and mitigating the main types of risk of a credit
institution, including the responsibilities of the member); e. assessing the effectiveness
of a credit institution’s arrangements, creating effective governance, oversight and con-
trols; and f. interpreting a credit institution’s financial information, identifying key
issues based on this information and appropriate controls and measures”. Financial
literacy may have a role in helping directors challenge management’s appetite for risk.
As a Wall Street executive reported “the vast majority of these people could not tell you
how a derivative works. It is very easy for skilled, charismatic managers to persuade
them that whatever they were doing was good business”, see Francesco Guerrera and
Peter Thal Larsen Gone by the board? Why bank directors did not spot credit risks,
Financial Times, June 25, 2008, available at <http://www.ft.com/intl/cms/s/0/6e66fe18-
42e8-11dd-81d0-0000779fd2ac.html#axzz2omRNJYsa>.

60 “The practical and professional experience gained from previous positions should be
assessed, with particular regard to: a. length of service; b. nature and complexity of the
business where the position was held, including its organisational structure; c. scope of
competencies, decision making powers, and responsibilities; d. technical knowledge
gained through the position about the business of a credit institution and understanding
of risks credit institutions face; e. number of subordinates.”, as stated in para. 14.5 of the
Guidelines.
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sight, of the management function as well as understand the business of the
credit institution and the risks it faces.

In addition to experience and good repute, the Guidelines require also to assess
the members of the management body with regard to the overall functioning
of such body61. Potential conflicts of interest62, time commitment, independ-
ence63, overall composition of the management body, collective knowledge
and expertise required, are therefore factors to be considered.

3. The inclusion of the “key function holders”

One of the most important peculiarities of these Guidelines is that they cover,
on the basis of Article 22 of Directive 2006/48/EC64, also the so-called “key
function holders” defined therein as “those staff members whose position give

61 Ibid., para. 15.
62 As suggested by Klaus J. Hopt, Conflict of Interest, Secrecy and Insider Information of

Directors, A Comparative Analysis [2013] European Company and Financial Law Re-
view 167, 174, a clear example of a conflict between directors’ and banks’ interests can be
identified in the Schaffgotsch case, where a banker who was also board member of
another bank tried to convince the latter bank to give a credit to his own financially-
stressed bank, see German Bundesgerichtshof, decision of 21 December 1979 (Schaff-
gotsch case), Neue Juristische Wochenschrift NJW 1980, 1629.

63 Para. 15.2 requires to consider, in relation to independence “a. past and present positions
held in the credit institution or other firms; b. personal, professional or other economic
relationships with the members of the management body in their management function,
in the same credit institution, in its parent company or subsidiaries; and c. personal,
professional or other economic relationships with the controlling shareholders of the
same credit institutions, with its parent institution or subsidiaries”. These indications
are more detailed if compared with those stated in the Basel Committee on Banking
Supervision’s Principles – see Principles for enhancing corporate governance, paragraph
38 – and this might start to shed some light on such a blurry concept. See Wolf-Georg
Ringe, ‘Independent Directors: After the Crisis’ (2013) Oxford Legal Research Paper
No. 72, 10, available at <http://ssrn.com/abstract=2293394> (“Yet it is surprisingly un-
clear what the precise criteria are for determining whether a director is truly ‘independ-
ent’”), who argues that such an ambiguous concept, to be effective, should be carefully
balanced with accountability of directors to certain minority groups which they should
protect.

64 Article 22(1) states that “Home Member State competent authorities shall require that
every credit institution have robust governance arrangements, which include a clear
organisational structure with well-defined, transparent and consistent lines of respon-
sibility, effective processes to identify, manage, monitor and report the risks it is or
might be exposed to, adequate internal control mechanisms, including sound adminis-
tration and accounting procedures, and remuneration policies and practices that are
consistent with and promote sound and effective risk management.” As explained be-
low, with the update of the Capital Requirement Directive, Directive 2006/48/EC has
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them significant influence over the direction of the credit institution, but who
are not members of the management body, [including] heads of business lines,
EEA branches, third country subsidiaries, support and internal control func-
tions”65. These persons are involved in the day-to-day management of the
credit institutions under the overall responsibility of the management body
and is therefore essential, in the European Banking Authority’s view, to estab-
lish harmonised criteria for their assessment by credit institutions. The posi-
tion of the EBA is that this would improve the institutions’ internal gover-
nance arrangements, contributing to a reduction of the probability of their
failure. However, since costs for assessments carried out by national compe-
tent authorities in respect of key function holders might be significant, EBA
clarifies that the implementation of mandatory supervisory processes remains
a national discretion66.

Yet the inclusion of key function holders has not been welcomed by all the
participants to the consultation nor has been acknowledged as uncontroversial
by the European Banking Authority itself, which in a recent case opted for a
narrow interpretation of the Guidelines, restricting the application of the fit
and proper test exclusively to the management body.

III. Assessment of key function holders as a matter of Union law:
Evidences from the ESAs Board of Appeal

Reference is here made to the ESA’s Board of Appeal Decisions 2013-008 dated
24 June 2013 and 2014-C1-02 dated 14 July 2014, where the Board of Appeal
decided to deal with a potentially far-reaching issue raised by an Estonian
company, SV Capital OU, against the European Banking Authority.

By way of background, such company was seeking removal of two governors
of the Estonian branch of Nordea Bank Finland PLC due to alleged untruthful
evidence given in the context of judicial court proceedings before the Harju
County Court in Estonia67. Both the home and the host states’ supervisors of
the credit institution in question (the Finnish Financial Supervision Authority,
Finanssivalvonta, and the Estonian Financial Supervision Authority, Finants-

been repealed with effect from 1 January 2014, nonetheless continuity in respect of core
provisions such as Article 22 or Article 11 has been ensured.

65 See EBA Guidelines on the assessment of the suitability, para. 2 (b).
66 See point C of the Cost-Benefit Analysis/Impact Assessment Accompanying docu-

ments to the Guidelines.
67 Indeed, as the Board of Appeal notes in the second decision, the false declaration signed

by these two governors on behalf of Nordea “does not appear to go beyond a statement
that the content of the relevant letter was incorrect and there does not appear to be a
finding of dishonesty or fraud”.
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inspektsioon) did not take steps to remove such individuals, and consequently
the Estonian company requested an intervention by the EBA, arguing on the
grounds of Article 17 of the EBA Regulation that a breach of Union law by
Member States’ authorities had occurred and triggered action by the EBA68.
The Authority did not uphold such complaint and replied by saying that, on
the basis of Article 11 of Directive 2006/48/EC, the fit and proper test is
limited to the credit institution and not to its branches, and concluding that
the refusal of the two competent authorities did not give rise to a breach of
Union law.

The Estonian company then exercised the right of appeal and brought pro-
ceeding before the Board of Appeal of the European Supervisory Author-
ities69. To decide whether the appeal is admissible, the Board of Appeal had
to resolve whether the facts could give rise to a breach of Union law. In doing
so, the Board of Appeal focused in particular on the alleged failure to comply
with Articles 22(1), 40 and 42 of Directive 2006/48/EC. The Board of Appeal
accepted the appellant’s argument, expressing the view that “in assessing the
scope of Union law as to suitability requirements, accounts must be taken of
Article 22 of Directive 2006/48/EC, which is wider in scope than Article 11.
Under it, competent authorities must require credit institutions to have robust
governance arrangements, effective processes to manage risks, and adequate
internal control mechanisms. This is wide enough to cover the suitability of
key function holders”70. Such an interpretation is consistent with EBA Guide-
lines on suitability and addresses the case at stake, for which definition of key
function holders is relevant. However, the Board of Appeal made it clear that
identifying key function holders is ‘a question of fact’, and expressed its view
on other two points. Firstly, even though the EBA Guidelines are not legally
binding, they are a useful tool which assists in interpreting the scope of the
provisions of Directive 2006/48/EC71. Secondly, the fact that the assessment of

68 This Article provides a twofold test in order to clarify the trigger for future supervisory
intervention. In particular, a first stage requires to ascertain whether a scenario gives rise
to the assumption of a breach or non-application of Union law, on the basis of a
relatively low threshold (the wording “appears to be” and “alleged” are indicative in
this respect). While the first stage widens the potential scope of action, the second stage
leaves the decision as to whether or not to investigate to EBA’s discretion. See, for
similar considerations, Dominic Janssen ‘Interpreting the EBA’s powers: a case com-
ments on the EBA’s Board of Appeal Decision 2013-008, 24 June 2013’[2013] Law and
Financial Markets Review 311, 313.

69 More in depth on such body, see Sir William Blair ‘Board of Appeal of the European
Supervisory Authorities’ [2013] European Business Law Review, 165.

70 See BoA 2013-008 at 15.
71 The Board incidentally notes that the two supervisors concerned, the Finnish and

Estonian authorities, confirmed their compliance or intention to comply with such
Guidelines.
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key function holders by national authorities is left to their discretion, does not
mean that the suitability of key function holders falls outside Union law and is
relevant only with reference to national law.

According to the Board of Appeal’s interpretation and in line with the super-
visory convergence necessary to ensure the stability of the financial system,
the fit and proper test should therefore not be limited to the members of the
management since it applies also to key function holders, and it does not lie
solely within the ambit of national law but also extends to Union law.

However, the Board of Appeal added further caveats in the subsequent deci-
sion concerning the same case. Indeed, after the Board of Appeal’s first find-
ings of June 2013, the case was remitted to the competent body of the Euro-
pean Banking Authority that, on 21 February 2014, made a Decision of non-
initiation of investigation for breach of EU law72. The Estonian company
appealed this decision relying on factual and procedural grounds. The Board
of Appeal decided that the appeal was admissible but dismissed the appellant’s
appeal against the EBA’s decision. The conclusions on this issue are particu-
larly important with regard to the definition of “key function holder”. In the
Board’s view, the individuals’ identification as directors of the branch on the
public register – or the description of their role as “regional senior project
manager” or “head of strategy” – does not have great significance in order to
identify a person as a key function holder for regulatory purposes. In its
reasoning, the Board states that it is always necessary to ascertain the concrete
influence of a person over the credit institution rather than relying upon
exterior grounds such as being a signatory capable of binding the bank. Fur-
thermore, the Board gave EBA a ‘free pass’ stating that the Authority can rely
on national competent authorities’ views and decide not to intervene unless (i)
there has been a manifest error of appraisal on the part of the national super-
visor or (ii) the national supervisor’s view is based on manifestly erroneous
factual premises73.

72 The EBA came to the conclusion that there were insufficient grounds for initiating the
investigation noting that (i) there was no substantial evidence that there was a breach
undermining the rule of law, and that (ii) according to the information provided by the
Finnish supervisor, neither of the two named individuals were key function holders.
Furthermore, SV Capital OU noted that, in respect of a third named individual who was
said to be a former governor of the Bank of Estonia and who was now running Nordea
Bank in Estonia, it resulted from the Estonian Public Broadcasting website, that an issue
as to wrongdoing on his part had not yet been resolved. With regard to the alleged
breach of that third individual, the EBA specified that it was better dealt with by the
Finnish supervisor in cooperation with the Estonian supervisor if required.

73 See BoA 2014-C1-02, at para. 39. These considerations are in line with EU law cases.
See, respectively, the judgments of the Court of First Instance in Case T-204/03 Ha-
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IV. The Fourth Capital Requirement Directive provisions.
Shifting towards more prescriptive and severe rules?

With the recent update of European banking law known as the Fourth Capital
Requirement Directive74 and the related Capital Requirement Regulation75,
the European Union has directly intervened on financial institutions’ corpo-
rate governance, particularly in respect of board composition and functioning.
It is worth noting that there is no reference to the ‘key function holders’ in the
new CRD IV76, nonetheless full consistency with the previous legal basis has
been ensured. In particular, the wording of Article 22 of the previous Directive
2006/48/EC has been transposed in Article 76 of the new CRD IV, providing a
sound legal basis in relation to the EBA Guidelines in order to encompass also
key function holders. On the other hand, the scope of Article 11 of the pre-
vious Directive has been widened: Article 13 of the new CRD IV sets out an
enhanced fit and proper test which takes into account all the requirements
referred to in Article 91 (1) of CRD IV. Contrarily to what happened in the
past, when supervisors failed to ensure appropriate expertise of the boards
focusing essentially on probity test77, the new provisions under Articles 88
and 91 impose a broadly framed assessment of the management body.

The objective pursued by the legislative reform is, inter alia, to restate the
boards’ main function, which is monitoring management decisions, and to
eradicate ‘groupthinking’ and ‘CEO-capture’ from the boards78. This is done
through a plethora of measures, with an impact both at individual members’
and at the overall body’s level.

ladjian Freres v. Commission [2006] ECR II-3779, para. 30, and Case T-289/03 BUPA
and Others v. Commission [2008] ECR II-81, para. 266.

74 Directive 2013/36/EU, of the European Parliament and of the Council of 26 June 2013
on access to the activity of credit institutions and the prudential supervision of credit
institutions and investment firms, amending Directive 2002/87/EC and repealing Di-
rectives 2006/48/EC and 2006/49/EC, 2013 O.J. (L 176) 338 (hereinafter, CRD IV).

75 Regulation (EU) No. 575/2013 of the European Parliament and of the Council of
26 June 2013 on prudential requirements for credit institutions and investment firms
and amending Regulation (EU) No. 648/2012, 2013 O.J. (L176) 1, (hereinafter, CRR).

76 Indeed, the only key person outside the boardroom whose qualifications and compe-
tences are mandatorily prescribed by the CRD IV seems to be the Chief Risk Officer.
See Article 76(5) of the CRD IV.

77 See OECD ‘Corporate Governance and the Financial Crisis: Key Findings and Main
Messages’ op. cit., at 20.

78 See CRD IV, recital 60.
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1. Provisions impacting on board members individually. . .

In particular, Article 91 of CRD IV states that board members shall possess at all
times “sufficient knowledge, skills and experience” to perform their duties, and
act “with honesty, integrity and independence of mind to effectively assess and
challenge the decisions of the senior management where necessary and to effec-
tively oversee and monitor management and decision making”79. These provi-
sions are in line with the Basel Committee’s requirements concerning qualifica-
tions. Strikingly, there is no reference to financial soundness nor to the length of
timeontheboard,especiallyunderthesameCEOorchair, thatcanleadtolackof
independence80. However, it is envisaged that the EBAwill issue ad hoc guide-
lines todefinethenotionsof“honesty, integrityandindependenceofmind”,and
until the Authority clarifies such concepts81, it is hard to tell whether the Euro-
pean legislator will go beyond the recommendations of the Basel Committee.
There are a lot of behavioural traits to take into account, from narcissism of
executives to sensitivity to variable remuneration, and it may not be easy to
capture such elements in formalistic governance rules82.

The Authority will also clarify the concept of “adequate human and financial
resources to the induction and training of members of the management body”
that banks are required to ensure: a clear distinction between the level of
induction and training that mid-small banks and larger financial institutions

79 The attention towards independence of directors has vanished as it has become increas-
ingly accepted that ‘independence of mind and quality of judgment and character are
more important than compliance with a legal definition’, also ‘growing emphasis is
being placed on the overall composition of the board and on the dynamics established
through the mix of skills and experience’ sic Laura Ard and Alexander Berg, ‘Bank
Governance. Lessons from the Financial Crisis, 5, World Bank Group, Financial Sector
Vice Presidency, Crisis Response Note No. 13 (2010), available at <http://siteresources.
worldbank.org/EXTFINANCIALSECTOR/Resources/Note13_Bank_Governance.
pdf>.

80 See Directorate for Financial and Enterprise Affairs, OECD Steering Group on Corpo-
rate Governance ‘Corporate governance and the financial crisis, Conclusions and emerg-
ing good practices to enhance implementation of the Principles’ (2010), at para. 57.

81 The preparation of such guidelines is not exempt from harsh critiques. See in particular
Jaap Winter, The Financial crisis: does good Corporate Governance Matter and How to
Achieve it? in Financial Regulation and Supervision: a Post-crisis Analysis 368, 384–385
(Eddy Wymeersch, Klaus J. Hopt and Guido Ferrarini eds. 2012) “Technical standards on
notionsashonesty, integrityandindependenceofmindinparticularareaprospectnobody
shouldlookforwardto.Theyarelikelytocontainstatementsofmotherhoodandapplepie
or take unworkable and irrelevant and formalistic approaches to these basic human con-
cepts. They will not strengthen personal responsibility but in fact reduce it.”

82 Kees Cools and Jaap Winter External and Internal Supervision: How to make it work?
in Financial Supervision in the 21st century, 131, 140 (A. Joanne Kellermann, Jakob de
Haan, Femke de Vries eds. 2013).
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should ensure, which is not neatly unravelled by the word “adequate”, would
be highly desirable.

Members of the management body shall commit sufficient time to perform
their functions in the institutions and are also subject individually to a cap on
directorships. They shall not at the same time combine more than one of the
following combinations:

– one executive directorship with two non-executive directorships;

– four non-executive memberships.

Competent authorities may authorize a member of the management body to
combine more directorships if this does not prevent that member from com-
mitting sufficient time to perform its functions. The beneficial effects of such a
limit on directorships are not empirically proved and economists do not have
an answer on the optimal number of directorships, nor about its effects on time
commitment. Interestingly, and oppositely to what auspicated by the Princi-
ples of the Basel Committee, no reference is made to interlocking directorates
and avoidance of conflict of interests83.

Another issue where the European lawmaker is more pervasive than the Basel
Committee’s principles on corporate governance, and even than the EBA
Guidelines on internal governance, is the CEO-Chairman duality. The possi-
bility to combine these two roles under the same hat is now expressly for-
bidden, unless justified by the credit institution and authorized by the com-
petent authority84. The rationale underlying to this imposition is to enhance
the role of the Chairman as guarantor of the monitoring function of the board
over the management: this could not easily be achieved if “imperial” and
aggressive CEOs cover that position. However, commentators disapproving
this measure hold that empirical evidence is inconclusive on the aggregate
benefits of such provision, noting also that CEO-chair duality was and re-
mains relatively uncommon in European largest banks85.

83 See BCBS Principles for enhancing corporate governance, paragraph 39.
84 See CRD IV, Article 88(1)(e). For CEO domination in setting a risk-taking strategy as a

key element in the banks that failed in the financial crisis, see Steven A Ramirez ‘Lessons
From the Subprime Debacle: Stress Testing CEO Autonomy (2009) 54 Saint Louis Uni-
versity Law Journal, 1. See also Brian R. Cheffins, The Corporate Governance Move-
ment, Banks and the Financial Crisis (2013) University of Cambridge Faculty of Law
Research Paper No. 56/2013, 34 available at <http://ssrn.com/abstract=2365738> ob-
serving that “the persistence of the imperial CEO in the banking sector had potentially
significant implications, with excessive deference to powerful chief executives standing
out as a potential cause of the financial crisis”.

85 Luca Enriques and Dirk Zetzsche ‘Quack Corporate Governance, Round III? Bank
Board Regulation Under the New European Capital Requirement Directive’ (2014)
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2. . . . and on the board as a whole

The board shall be evaluated also collectively, being required to reflect an
adequately broad range of experiences86. In its overall composition, it shall
possess adequate collective knowledge, skills and experience to be able to
understand the institution’s activities, including the main risks87. A measure
that might have eased not only the supervisory authorities’ assessment tasks,
such as reduction of board size, seems to have been oddly neglected88.

Larger banks are required to establish a risk committee composed of members
of the management body who do not perform any executive function in the
bank and who have appropriate knowledge, skills and expertise to fully under-
stand and monitor the risk strategy and the risk appetite of the institution89.
Such committee shall advise the management body in its supervisory function
on the institution’s overall current and future risk appetite and strategy and
assist the management body in its supervisory function in overseeing the
implementation of that strategy. The CRD IV is particularly focussed on the
information flow on risk to the board from the risk management function,
which shall be of a sufficiently high ranking and have sufficient resources and
access to the management body90.

ECGI – Law Working Paper No. 249/2014, 22, available at <http://ssrn.com/ab
stract=2412601>.

86 In this respect, empirical studies show a positive association between innovation and
heterogeneity with regard to both the educational curricula and the functional back-
ground experiences of top management’s members in banks, see Karen A. Bantel and
Susan E. Jackson ‘Top management and innovations in banking: Does the composition
of the top team make a difference?’ [1989] Strategic Management Journal 107, 111.

87 CRD IV, Art. 91(7).
88 See in particular, Group of Thirty ‘Toward effective governance’, op. cit., at 34, observing

that “the bigger a board gets, the more difficult it is to manage. Meetings can get out of
control or become so structured that it is difficult to have effective debate. [. . .]A board of
10 to 12 members can operate efficiently, cohesively, and decisively. It is also easier to get
input from everyone if the board is smaller, and smaller boards tend to be a more intimate
and comfortable with candor”. Empirical findings note that board composition is not
related to corporate performance, while there is a negative correlation between board size
and firm’s performance, see Benjamin E. Hermalin and Michael S. Weisbach, ‘Board of
Directors as an Endogenously Determined Institution: a Survey of the Economic Liter-
ature’ (2001) NBER Working Paper 8161, 31. According to data provided by Francesca
Arnaboldi and Barbara Casu, Corporate Governance in European Banking (2011), 8,
available at <http://ssrn.com/abstract=1763134>, the board size of banks in Europe is
of fifteen members on average. There are, however, notable exceptions such as Swedish
banks, with approximately twenty-four members in the boardroom.

89 See CRD IV, Article 76(3).
90 Pursuant to CRD IV Art. 76(5), the head of the risk management function shall be an

independent senior executive with distinct responsibility for the risk management func-
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Furthermore, where national law provides the management body with com-
petence in the process of selection and appointment of any of its members,
significant institutions are required to set up a nomination committee com-
posed of non-executive members, whose duties are spelt out in Article 88(2).
Apart from identifying and recommending candidates to fill management
body vacancies, the nomination committee shall conduct self-assessments pe-
riodically. In particular, it shall (i) evaluate the structure, size, composition and
performance of the management body, ensuring that a policy promoting di-
versity is put in place, (ii) assess the knowledge, skills and experience of indi-
vidual members and of the board as a whole, (iii) review selection and appoint-
ment policies of the senior management and (iv) ensure that the management
body’s decision making is not dominate by any one individual or small group
of individuals in a manner which is detrimental to the interests of the credit
institution.

The provisions regarding diversity seem rather vague, and this is another field
where EBA will issue guidelines to explain the notion of diversity. The Euro-
pean lawmaker’s intentions are nonetheless crystal clear: despite the lack of
evidence in support of that, diversity (a broad concept which encompasses,
inter alia, social background, age, gender and geographical provenance) is
encouraged under the assumption that ‘more diverse management bodies
should more effectively monitor management and contribute to improved risk
oversight and resilience of the institution’91, and is now ‘petrified’ as a legal
requirement.

We share the view of those who criticize the mandatory imposition of diversity
as a tool to improve the functioning of the management body92: the most
probable outcome, they say, is that each bank will set a diversity threshold
in the mid-range of political expectations, even if such approach is detrimental
for that bank. Diversity, as a legal burden, may even take priority over quality.
This would consequently lead to the selection of “diverse” candidates at the
expense of better qualified candidates who have to be rejected93.

tion, and shall not be removed without prior approval of the management body in its
supervisory function.

91 See CRD IV, Recital 60.
92 Luca Enriques and Dirk Zetsche, op. cit., 7–12. One should however note that even if the

provisions of the CRD IV are not prescriptive, since the actual policies on diversity will
be left to the discretion of the nomination committee, they force the policies of recruit-
ment of a bank, intervening directly on its composition and not simply requiring certain
characteristics to be possessed by management body’s members.

93 On the potential conflict between fit and proper standards and the goal of diversity, see
also Heribert Hirte ‘Frauenquote oder Frauenförderung?’ [2013] Der Konzern, 367,
388.
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The same holds true, in a certain sense, for self-evaluations. The board evalua-
tion is useful for boards to reflect upon their functioning, but this is an internal
board process and is most effective when it is done by the board itself and
should not be forced by a specific provision of law. We caution in particular
about possible rules at national level or supervisory practices (even though not
mandated by the CRD IV nor by the CRR) requiring disclosure of self-assess-
ments: board members might not be completely open and honest about their
functioning when they think the supervisory authority is monitoring94. The
use of external facilitators, as suggested by the Basel Committee95, could be
useful, but this is not explicitly addressed in the CRD IV96.

3. Back-up provisions

The new legislative framework contains some provisions that, to a certain
extent, ensure compliance with the measures described above. In fact, credit
institutions are required to disclose regular, at least annual updates, regarding
governance arrangements to the competent authorities. The following infor-
mation in particular shall be collected by the national supervisors: “(a) the
number of directorships held by members of the management body; (b) the
recruitment policy for the selection of members of the management body and
their actual knowledge, skills and expertise; (c) the policy on diversity with
regard to selection of members of the management body, its objectives and any
relevant targets set out in that policy, and the extent to which these objectives
and targets have been achieved; (d) whether or not the institution has set up a
separate risk committee and the number of times the risk committee has met;
and (e) the description of the information flow on risk to the management
body”97.

An additional tool to grant the effective respect of the above mentioned meas-
ures is the provision of significant administrative sanctions98. Those provisions

94 Margriet Groothuis, Aloys Wijngaards, and Ashraf Khan, Board Evaluations in Finan-
cial Supervision in the 21st century, 119,126 (A. Joanne Kellermann, Jakob de Haan,
Femke de Vries eds. 2013).

95 See BCBS Principles for enhancing corporate governance, Principle 3, paragraph 43.
Periodic, externally facilitated board evaluations as well as access to training pro-
grammes are also advocated by the OECD, see Directorate for Financial and Enterprise
Affairs, OECD Steering Group on Corporate Governance ‘Corporate governance and
the financial crisis’ op. cit., para. 53.

96 Or, at least, it is referred to rather implicitly in CRD IVArticles 88(2) – only with regard
to the nomination committee – and 98(7).

97 See CRR, Article 435(2).
98 The United Kingdom is recently opting for a different disciplinary system through the

implementation of the Financial Services (Banking Reform) Act 2013 which received
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concerning the liability of directors proposed in the Green Paper on corporate
governance in financial institutions, which failed to get in, so to speak, through
the door, seem now to enter through the window. In particular, Article 67(1)(p)
requires Member States to provide for administrative penalties if “an institu-
tion allows one or more persons not complying with Article 91 to become or
remain a member of the management body”. This has an impact on both the
credit institution that is obliged to remove a director where necessary and the
individual who is in breach of these duties. Such a highly punitive approach,
not exempt from criticism99, reveals that a shift from a principle-based ap-
proach toward a detailed rule-based system is occurring100.

Another problematic profile relates to the little room for manoeuvre left by
the CRD IV to national courts in the application of the business judgment
rule101. The application of the business judgment rule is considered as a safe
haven for directors who are bound to take risks in the interest of their com-
pany or bank. However, one of its prerequisites is compliance with the appli-
cable law – that is, in the case of financial institutions, a vast amount of bank
regulations. To put it simply, if a director violates the law, he cannot escape
liability by invoking the business judgment rule. The fact that the CRD IV
spells out directors’ duties in so much detail leads to a severe limitation for
courts in considering whether a violation of law occurred or not and, con-
sequently, deprives directors of the protection offered by the business judg-
ment rule in relation to their business decisions102.

royal assent on 18 December 2013. This Act introduces an enhanced “Senior Persons
Regime” and provides, inter alia, the creation of a new criminal offence in respect of
conscious and unreasonable decisions which cause a financial institution to fail, appli-
cable to senior managers of UK banks.

99 See, in particular, the concerns expressed by Enriques and Zetsche, op. cit., 16 on
negative implications of setting the bar of liability standards very high. Instead, alter-
native tools to deter the misconduct of board member, such as directors’ disqualifica-
tion, could have been considered. On the directors’ disqualification sanction, see Her-
ibert Hirte, Tim Lanzius and Sebastian Mock ‘Directors’ disqualification and creditor
protection’ in Legal Capital in Europe, 254 (Marcus Lutter ed. 2006).

100 See Julia Black, ‘Forms and paradoxes of principles-based regulation’ [2010] Capital
Markets Law Journal, 425, 428 (‘Enforcement action may be compromised if the
regulator lacks political support needed to impose sanctions for a breach of a principle.
On the other hand, a highly punitive enforcement regime is likely to result in the
transformation of PBR into a system of detailed rules’).

101 This rule is codified in some countries (for example Germany), while in others is
established by the courts (for example Austria). For a country report, see ‘Study on
Directors’ Duties and Liability’ prepared for the European Commission DG Markt
by: Carsten Gerner-Beuerle, Philipp Paech and Edmund Philipp Schuster (London,
April 2013), 108.

102 In a similar vein, see Klaus J. Hopt ‘Responsibility of Banks and Their Directors,
Including Liability and Enforcement’ in Functional or dysfunctional – the law as a
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Finally, it is worth mentioning the presence of some ‘safety valves’ in the
Directive. First and foremost, Article 161 of CRD IV mandates the Commis-
sion to conduct period reviews of the implementation of the Directive in order
to avoid manifest discrimination between credit institutions on the basis of
their legal or ownership structures. Secondly, paragraph 4 of such Article
states that the Commission will review the application of provisions relating
to arrangements, processes and mechanism of institutions (Chapter 2, Section
II) by competent authorities submitting the results to the Council and the
Parliament with a legislative proposal, if appropriate. Furthermore, a specific
sunset provision is set in the following fifth paragraph in relation to the highly
criticized requirement of board members’ diversity.

V. Concluding comments. Future challenges and supervisory approaches

“I don’t know what the government is coming to. Instead of protecting busi-
nessmen, it pokes its nose into business! Why, they’re even talking now about
having bank examiners. As if we bankers don’t know how to run our own
banks!” would have exclaimed Henry Gatewood103 after seeing the latest
regulatory trends concerning suitability of bank directors in the European
Union. Indeed, the empty notions (‘sufficiently good repute’ and ‘with suffi-
cient experience’) surrounding the four-eyes principle with regard to banks’
managers remained unchanged from the First Banking Directive until the
aftermath of the financial crisis, when they have been revisited by the EBA
Guidelines on suitability and the CRD IV. Overall, the pendulum has neatly
swung towards more qualification for bank directors104.

While good repute still enjoys an interpretation in its broadest sense and
remains an essential requirement to carry out the banking business, the recent
reforms, supported by empirical evidences, emphasize the need for more
qualification and expertise of bank directors. This holds true not only if one

cure? : risk and liability in the financial markets 159, 167 (Lars Gorton, Jan Kleineman
& Hans Wibom eds., Stockholm 2014).

103 Henry Gatewood is the evil banker of the classic 1939 film “Stagecoach”, directed by
John Ford, who was skipping town after embezzling all the funds in his bank. As far as
we are aware, none of today’s bankers has similar intentions.

104 See Klaus J. Hopt, ‘Corporate Governance of Banks’ op. cit., at 361. In the same sense,
Daniel Ferreira, Tom Kirchmaier and Daniel Metzger, ‘Boards of Banks’ (2010) ECGI
– Finance Working Paper No. 289/2010, available at <http://ssrn.com/abstract=
1620551>, 3, (“Director independence has been on the top of the agenda of regulators
and governance activists for some time. [. . .] In contrast, director expertise has only
recently been considered an important issue, mainly in the context of the role of banks
in the financial crisis”).
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looks at the normative wording105, but also in the light of new measures which
are required to be implemented by financial institutions. For example, the
limit to multiple directorships is symptomatic of the demand for more time
commitment by the managers, in order to have a better understanding of their
institutions and the risks they pose. Similarly, requiring banks to have in place
adequate induction and training programmes for the members of the manage-
ment body implicitly recalls the importance of an up-to-date technical knowl-
edge of the banking sector106.

On the other hand, the board’s function has been restated rigorously. Its role
shall not be intended as a mere ‘rubber stamp’. Instead, both executive and
non-executive members are required to carefully evaluate management deci-
sions and to be in a position to challenge them effectively. In this sense, the
independence of board members seems to be interpreted as the absence of any
personal, professional or other economic relationships with the credit institu-
tion107. Lacking precise empirical evidence, pure common sense seemingly led
the European lawmaker to strengthen the current framework by introducing
diversity as a mandatory requirement108 and by prohibiting CEO/Chair dual-

105 The CRD IV now explicitly refers to ‘knowledge, skills and experience’.
106 For the state of the art concerning induction and training programs for directors as a

way of improving the effectiveness of governance in the banking sector see Paola
Schwizer, Valeria Stefanelli and Rosalba Casiraghi Enhancing Board Effectiveness:
What about Induction and Training Programs for Directors? (2010) EABIS GUBER-
NA 10th European Corporate Governance Conference, available at <http://papers.
ssrn.com/sol3/papers.cfm?abstract_id=1793277>, evidencing that there is substantially
limited dissemination of the practices of induction and training for board directors.

107 See the EBA Guidelines on suitability, para. 15.2, as analysed in paragraph III above. It
has to be noted that empirical studies fail to show either a positive or a negative
correlation between board independence and bank performances and risk-taking, be-
fore and during the crisis, see, e.g. Jacob de Haan and Razvan Vlahu, Corporate
Governance of Banks: A survey (De Nederlansche Bank Working Paper No. 386,
2013), 21–23.

108 There is great scepticism in respect of this measure. Admittedly, in the absence of
empirical data, it would have been more prudent to require an implementation of
diversity policies on a ‘comply or explain’ basis. However, it has be borne in mind
that, in respect of gender diversity, such imposition is influenced by a well-defined
socio-political agenda to promote equality between women and men as a fundamental
right, in accordance with art. 2 of the Treaty on European Union. The European
Parliament, in its resolutions of 6 July 2011 and 13 March 2012, called for the imple-
mentation of new policies to balance representation of women and men on boards and
in management positions at all levels. While not directly related to the financial sector, a
dedicated Proposal of Directive sets an objective of a 40% presence of the under-
represented gender among non-executive directors of listed companies (with the ex-
ception of small and medium sized enterprises). It aims at introducing an obligation to
put procedures in place to try to achieve the 40% objective by 2020, rather than to
impose mandatory gender quotas. See Proposal for a Directive of the European Parlia-
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ity in order to avoid ‘group thinking’ and favour internal debate in the board-
room109.

The enforcement regime is connoted by severe sanctions for those who will
not comply with the new suitability standards, and this should give further
credibility to the assessment carried out by the supervisors.

All in all, the European reforms leave a clear idea of what shall be rightly
required to the management body from a group perspective: more internal
discussion and more informed and carefully evaluated decisions. This has of
course some implications at individual level and it is the reason why suitability
of bank directors cannot be interpreted anymore simply as a matter of being
‘fit and proper’. In addition to probity and expertise, other qualities, including
independence and diversity, are required to the members of the management
body110. The fit and proper assessment will therefore take into account differ-
ent attributes with a view to consider the contribution and the impact of the
single member on the whole management body.

Yet it would be naïve to make hasty judgements on the new provisions con-
cerning suitability requirements, since most of their effectiveness will depend
on their implementation111. While an evolution about the suitability require-

ment and of the Council on improving the gender balance among non-executive di-
rectors of companies listed on stock exchanges and related measures, COM(2012) 614.

109 It is interesting to note that, in addition to each member’s qualities, even the internal
structure and practices of the board are now mandatorily prescribed: see, for example,
the requirements concerning the risk management committee or the written policy to
manage conflict of interests.

110 Furthermore it is worth noting that, in too-big-to-fail bank groups, trading activities
are expected to be mandatorily separated and carried out only by an entity in the group
that is legally, economically and operationally separate (“trading entity”) from the core
credit institution (i.e. a credit institution that at the minimum takes deposits eligible
under the Deposit Guarantee Scheme). Such a separation will affect also the manage-
ment body composition. In particular, Article 13 of the Proposal for a Regulation of
the European Parliament and of the Council on structural measures improving the
resilience of EU credit institutions dated 29 January 2014 COM(2014) 43, states that “a
majority of the members of the management body of the core credit institution and of
the trading entity respectively shall consist of persons who are not members of the
management body of the other entity. No member of the management body of either
entity shall perform an executive function in both entities with the exception for the
risk management officer of the parent undertaking.”. The following paragraph 8 fur-
ther specifies that “management body of the core credit institution, of the trading
entity and of their parents shall have a duty to uphold the objectives of the separation.”.

111 This does not mean however that a certain degree of mistrust expressed by some
commentators may not be justified. In particular, critical on the impact of CRD IV
provisions on banks’ governance, for different reasons, see Luca Enriques and Dirk
Zetsche, op. cit., Emilios Avgouleas and Jay Cullen ‘Market Discipline and EU Cor-
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ments for bankers can be noticed from a regulatory perspective, the effective-
ness of these prescriptions relies, in final analysis, upon the exercise of super-
visory powers by the competent authorities112. From a supervisory perspec-
tive, the risk of reducing the pervasiveness of the European reform to a simple
box-ticking exercise and using a ‘one-size-fits-all’ approach113 to evaluate in-
ternal governance functioning is very high and this may undermine the success
of the new framework. Specifically, supervisory practices that appear to suc-
ceed with some banks may not succeed with other banks having different
settings (e.g. political influence, different size or internal structure). It has
rightly been stated that “expanding the rule book alone will not be sufficient
in itself to solve the problem” and that a compliance-based approach is mainly
‘backward looking’ and thus harbours the danger of missing future risks114. It
is therefore essential that supervisors are able to use a judgement-based ap-
proach115.

porate Governance Reform in the Banking Sector: Merits, Fallacies, and Cognitive
Boundaries [2014] Journal of Law and Society, 28–50, and Mads Andenas and Iris H-Y
Chiu, The Foundations and Future of Financial Regulation: Governance for responsi-
bility (Routledge 2014), 104.

112 “The challenge for supervisors is to strike the right balance between taking a more
intensive, proactive approach and not unduly influencing strategic decisions of finan-
cial institution’s management”, Financial Stability Board, Increasing the Intensity and
Effectiveness of Supervision, Guidance on Supervisory Interaction with Financial In-
stitutions on Risk Culture-Consultative Document, 18 November 2013, 4.

113 As noted by Gérard Hertig, ‘On-going board reforms: one size fits all and regulatory
capture’ [2005] Oxford Review of Economic Policy 269, 274 “board reforms have de
facto one- size-fits-all consequences, which raises efficiency issues”. The most frequent
outcome is that “when regulatory targets are sufficiently diverse that one-size rules do
not fit all, regulators might find the best option is to adopt a meta-regulation strategy
or simply allow self-regulation to flourish on its own”, as observed by Cary Coglianese
and Evan Mendelson ‘Meta-regulation and self-regulation’ in R Baldwin, M Cave and
M Lodge (eds), The Oxford Handbook of Regulation (Oxford University Press, Ox-
ford, 2010) 146, 163. Yet a revirement can be noticed in this respect, especially in the
light of the CRD IV.

114 See Jose Viñals, Jonathan Fiechter et al. ‘The Making of Good Supervision: Learning to
Say “No”’ (2010) IMF Staff Position Note.

115 In the words of Jonathan Faull, Director General for Internal Market and Services at
the European Commission “A single rule book does not mean full harmonisation of all
rules. It entails a harmonised core set of standards, applied in a harmonised manner
throughout the EU by all supervisors. It will not replace supervisors’ exercise of judg-
ment and force them into a one size fits all approach. It is a key lesson from the crisis
that supervisors need to apply judgement, assess each bank’s business model and take
tailor-made measures. [. . .] The judgment, assessment and measures will be different
depending on the circumstances of the case, but the basic rules themselves should be
the same whether a bank is incorporated in the UK or Iceland, Germany or France.”.
Jonathan Faull, ‘Some legal challenges of financial regulation in the EU’ (2011)
9th Slynn Foundation Lecture delivered on 7 March 2011, 13.
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Also, as Palmer and Chang observe116, in recent reforms there is still too much
attention on the characteristics of good governance and insufficient emphasis
on governance performance. Evaluation of board members’ qualities, to be
effective, should be followed by improvements in the institutions’ perform-
ance. This is particularly important in order to restore public trust in the
banking sector.

On the flipside, one may argue that overreliance on supervisory powers may
result in an undue transfer of liability. A possible counter-argument in this
respect is that, theoretically, the impact of regulation on the effectiveness of
corporate governance is not entirely clear. While many view regulatory over-
sight of the industry as a substitute for corporate governance, others argue that
these could be complementary forces117. After all, in relation to the selection of
the management body’s members, even policymakers agree that the control on
directors’ suitability is a primary responsibility of credit institutions.

To conclude, even if a shift towards more detailed rules can be observed, we
believe that suitability of bank directors should remain, per se, a discretionary
matter which would be better to regulate, as far as possible, by principles
rather than by fine detail. The suitability assessment is to a degree discre-
tionary and involves the application of the principle of proportionality result-
ing in tailor-made judgements that should take into account the specificity of
each institution and each key function performed under a dynamic perspec-
tive. This is why suitability requirements may not be crystallized exhaustively
in legal norms nor can be told which national system in Europe has more bite.
Nonetheless, also in the light of the Single Supervisory Mechanism, a single
rulebook is essential in order to provide a common level playing field as well as
to coordinate and assess advantages and weaknesses of different supervisory
practices118.

The supervisors’ role, whose limits have been revealed by the financial crisis,
should however be enhanced. Their tasks should not be limited to providing
guidance about corporate governance practices and determining whether a

116 See John Palmer and Chang Su Hoong ‘How Can Financial Supervisors Improve the
Effectiveness of Corporate Governance?’ (2010) World Bank, Washington, DC, 15.

117 Renée Adams and Hamid Mehran ‘Is Corporate Governance Different for Bank
Holding Companies?’ [2003] FRBNY Economic Policy Review, 123, 124.

118 In respect of the assessment of supervisory practices, a common level playing field is a
key precondition. For example, it can be noted how the attempt of CEBS to compare
actual practices ran into difficulties because of a lack of a common legal definition of
“sanction” shared by the EU supervisory authorities, see CEBS, supra, note 19 at 50.
For an analysis of the state of harmonisation of supervisory and sanction procedures
within the Single Supervisory Mechanism, see Raffaele D’Ambrosio ‘Due process and
safeguards of the persons subject to SSM supervisory and sanctioning proceedings’
(2013) Bank of Italy Legal Research Paper no. 74.
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bank has adopted and effectively implemented sound corporate governance
policies and practices119. Indeed, supervisors should regularly perform a com-
prehensive evaluation of the bank’s corporate governance policies – also
through on-site inspections, off-site monitoring and regular meetings with
board members, senior management and those responsible for the control
functions. In case of material corporate governance deficiencies of a bank,
the supervisors should have adequate tool to compel the deficient bank to take
effective and timely remedial action to address its shortcomings.

With regard to this last profile, one may finally question which regulator (i.e.
whether national competent authorities or the European Central Bank) is
best placed to exercise its judgement in order to assess directors’ suitability.
Our response would probably be in line with the current regulatory tra-
jectory. Harmonised – or even better integrated – supervision is equally or
even more important than harmonised regulation120. The Single Supervisory
Mechanism currently entrusts the European Central Bank, inter alia, with
the tasks to authorise credit institutions and to withdraw authorisation
of credit institutions as well as to ensure that credit institutions have in
place robust governance arrangements, including the fit and proper require-
ments for the persons responsible for the management of the credit institu-
tions121. In particular, the European Central Bank will authorise credit in-
stitutions and will decide on withdrawal of authorisation in cooperation
with national competent authorities122. As rightly stressed, cultural adjust-

119 See BCBS Principles for enhancing corporate governance, Section IV.
120 Sic, Eddy Wymeersch, ‘The single supervisory mechanism or “SSM”, part one of the

Banking Union’ (2014) ECGI Law Working Paper 240/2014, available at <http://
ssrn.com/abstract=2397800>, at 5. See however Eilìs Ferran ‘European Banking
Union: Imperfect, But It Can Work’ (2014) University of Cambridge Faculty of
Law Research Paper No. 30/2014, 3, available at <http://ssrn.com/abstract=2426247>
(“Whilst the moniker “single rulebook” is convenient, it is not entirely accurate. The
retention of national discretions in the banking rulebook has implications for the
European Banking Union (EBU). EBU is premised on the need for centralization of
responsibilities but it is heavily reliant upon a rulebook that has been designed to serve
a different purpose, namely EU28 harmonization, and which has left room for flexi-
bility to accommodate national particularities. There is scope for friction between
these two approaches.”).

121 Article 4(1) of Council Regulation (EU) No. 1024/2013 of 15 October 2013, [2013] OJ
L287/63 conferring specific tasks on the European Central Bank concerning policies
relating to the prudential supervision of credit institutions (SSM Regulation).

122 See Article 14 of SSM Regulation. See further Part V, Title 1 of Regulation of the
European Central Bank of 16 April 2014 establishing the framework for cooperation
within the Single Supervisory Mechanism between the European Central Bank and
national competent authorities and with national designated authorities (SSM Frame-
work Regulation) (ECB/2014/17) (hereinafter the ECB Regulation), which establishes
a notification procedure where the national competent authority (NCA) assess the
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ment123, firm proximity and lack of supranational supervisory resources124

make this cooperation regime duly justified and unavoidable. In addition,
it might be noted that such a fragmentary approach for supervision coincides
with the current regulatory framework, composed of regulations and di-
rectives that leave options to Member States’ legislations. As a result,
the European Central Bank shall apply not only Union law, but also natio-
nal law provisions, which may be divergent and more or less stringent de-
pending on the context125. Yet, it is worth noting how the SSM may help to
speed up regulatory harmonisation. For example, to carry out its task, the
European Central Bank shall have, inter alia, the power to remove at any
time members from the management body of credit institutions who do not
fulfil the requirements set out in Union law and national law provisions,
including those regarding suitability126. This may fill possible supervisory
gaps under national law provisions. For example, such a power of removal
was missing in France until recent times127 and, at the time of writing, is
missing in Italy128.

compliance of the application with the conditions of authorisation and subsequently
(a) reject the application, sending a copy of its decision to the ECB, or (b) prepares a
draft authorisation decision to be submitted to the ECB. The ECB, within ten working
days shall take a decision (in absence of which the draft is deemed to be adopted)
verifying that the applicant complies with Union law and with the relevant national
law. Title 2 provides the applicable framework with regard to the withdrawal of the
authorisation. The ECB may, in particular, (i) withdraw an authorisation after assessing
a withdrawal proposal sent by a NCA or (ii) assess on its own initiative whether the
authorisation should be withdrawn in accordance with the relevant Union law, in
consultation with the relevant NCA.

123 Rosa M. Lastra ‘Banking Union and Single Market: Conflict or Companionship?’
[2013] Fordham International Law Journal 1190, 1208, “supervision is a ‘micro’ task,
very legally oriented and the ‘macro’ culture of the ECB needs to undertake a funda-
mental cultural adjustment”.

124 Guido Ferrarini and Luigi Chiarella, ‘Common Banking Supervision in the Eurozone:
Strengths and Weaknesses’ (2013) ECGI Law Working Paper N�. 223/2013, available at
<http://ssrn.com/abstract_id=2309897>.

125 Article 4(3) of SSM Regulation.
126 Article 16(2)(m) of SSM Regulation.
127 Before the implementation of the Loi n�2013–672 du 26 juillet 2013 (commonly re-

ferred to as the ‘Ring-Fencing Law’) the Autorité de controle prudentiel (ACP) – now
‘Autorité de contrôle prudentiel et de résolution’ (ACPR) – could conduct a fit and
proper assessment only in respect of the Chief Executive Officer and his deputy, and its
evaluation did not cover the full board of directors. See Articles L.612-3 to L.612-40 of
the French Commercial Code.

128 Differently from other European regulators, Bank of Italy lacks the power to remove
individual directors, being empowered only to disqualify directors who do not satisfy
the criteria of the Ministerial Decree, and to impose administrative sanctions to those
directors who contravene laws and regulations, or safety and soundness principles.
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One of the most important novelties of the SSM is, however, that the European
Central Bank will be directly in charge of assessing suitability of management
bodies of significant supervised entities129, using the supervisory powers that
competent authorities have pursuant to Union law and national law. The na-
tional authorities will act merely as a bridge between the credit institution and
the European Central Bank130. This should reduce the risk of national bias,
since a single supervisor would presumably be able to apply the rules with an
even hand, in a more distant and especially neutral way and have a better view
in the cross-border externalities131.

Before concluding, one last point, so far neglected, deserves to be mentioned.
As happened with the CRD IV, there is no trace with regard to the key
function holders’ assessment in the SSM Regulation nor in the ECB Regula-
tion. This profile, even if too premature to be imposed on national authorities,
may be of great help in controlling internal governance of systemically im-
portant financial institutions, whose interconnectedness and risk profiles are
highly complex to analyse. As we have seen, legally speaking, there is wide
room to support the scrutiny of key individuals. Yet only time, and hopefully
not another crisis, will tell if the European supervisors will fall back on such
regulatory tool.

129 According to Article 6 of the SSM Regulation, a credit institution – individually or –
where applicable – group wise – will be considered significant and hence be directly
supervised by the ECB if (i) its total assets exceed 30 billion euro; (ii) its ratio of total
assets over the GDP in its participating state of establishment exceeds 20%; or (iii) it is
identified pursuant to a notification by the national supervisor as being of significant
relevance with regard to the domestic economy.

130 See Articles 93 and 94 of ECB Regulation.
131 Eddy Wymeersch, ‘The single supervisory mechanism or “SSM”’ op. cit. at 6.
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