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Abstract

Banks are special, and so is the corporate governance of banks and other financial
institutions as compared with the general corporate governance of non-banks.
Empirical evidence, mostly gathered after the financial crisis, confirms this. Banks
practicing good corporate governance in the traditional, shareholder-oriented
style fared less well than banks having less shareholder-prone boards and less
shareholder influence. The special governance of banks and other financial
institutions is firmly embedded in bank supervisory law and regulation. Most recently
there has been intense discussion on the purpose of (non-bank) corporations.
Shareholder governance and stakeholder governance have been and still are the
two different prevailing regimes in the United States and in Europe, particularly in
Germany. Yet for banks this difference has given way to stakeholder and, more
particularly, creditor or debtholder governance, certainly in bank supervision and
regulation. The implications of this for research and reform are still uncertain and
controversial. The regulatory core issues for the corporate governance of banks
are manifold. A key problem is the composition and qualification of the (one tier or
two tier) board. The legislative task is to enhance independent as well as qualified
control. Yet the proposal of giving creditors a special seat in the board disregards
the reality of labor codetermination. Giving bank supervisors a permanent seat
in the board would create serious conflicts of interest since they would have to
supervise themselves. There are many other important special issues of bank
governance, for example the duties and liabilities of bank directors in particular as
far as risk and compliance are concerned, but also the remuneration paid to bank
directors and senior managers or key function holders. Claw-back provisions,
either imposed by law or introduced by banks themselves, exist already in certain
countries and are beneficial. Much depends on enforcement, an understudied
topic.
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l. Introduction: General and Sector-specific Corporate Governance

1. Corporate Governance of Private Listed Corporations

Corporate governance has become a key topic in international practice and economic and
legal theory.1 The definitions of corporate governance vary. Corporate governance is
certainly not just corporate law.? The short-form definition used by the Cadbury Commission
in 1992 is to the point and internationally agreed upon: Corporate governance refers to “the
system by which companies are directed and controlled”.? Direction and control can come
from inside or outside. Internal corporate governance refers to government and control by
the organs of the corporations, the board in the one-tier system or the management and
supervisory boards in the two-tier system. Accordingly, it is hardly astonishing that much of
the corporate governance literature deals with the board.* External corporate governance
can be understood as the disciplinary effects exercised in particular by the takeover market
on the directors but also, to a certain degree, effects exercised by the markets for directors,
products and services.” External corporate governance is weaker for financial institutions than
for corporations in general since there is no well-developed market for corporate control as
regards financial institutions. Until recently, takeovers did not have a significant corporate
control effect for banks,® at least not in Europe. Yet under the pressure of globalization,
shrinking returns, digitalization and in particular fierce competition from non-bank

institutions, this may change soon.

2. Other Varieties of Corporate Governance for Other Enterprises and Sectors (Non-listed,

State-owned, Non-profit, Insolvency, Banking and Insurance)

Corporate governance was first developed as a concept and field of research for private

listed corporations. This was due to the self-regulatory efforts of stock exchanges and other
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private institutions that either had certain requirements for admission or set up
recommendations on good corporate governance, usually with corporate governance codes,
sometimes with the help of the comply or explain-principle set up by legislators. The idea of
developing corporate governance standards spread quickly to other sectors, such as to non-
listed companies, (among them in particular family companies,” state-owned enterprises
(SOEs) with public corporate governance codes,® non-profit organizations and foundations®),
insolvent companies and companies in serious financial crisis;'® the notion of corporate
governance was also extended to banks, insurance companies and other financial
institutions such as rating agencies."’ While corporate governance principles for listed
corporations have been and are still a major source of inspirations for corporate governance
in these other sectors, there is very little cross-fertilization as regards the corporate
governance efforts in these other sectors. Therefore, this article basically compares the
governance of financial institutions — with banks taken as an example — with general
corporate governance, and it will make the point that the corporate governance of banks is

different in many respects.

3. “Banks are Special”: Particular Economic Features of Banks and Other Financial

Institutions

a) The Basel Committee on Banking Supervision, the world’s leading authority on banking
regulation and banking supervision, begins its 2015 Guidelines on Corporate Governance
Principles for Banks with the words: “Effective corporate governance is critical to the proper

12
" ** The corporate governance

functioning of the banking sector and the economy as a whole.
of banks and other financial institutions®® has gained much attention after the financial
crisis.** From 270 economic and legal submissions from 2012 to 2016 in the ECGI Working
Paper Series of the European Corporate Governance Institute (ECGI), roughly half address
corporate governance questions, and more than a quarter of these look at the regulation
and corporate governance of banks (in the broad sense).” The financial crisis certainly
contributed to this, yet whether the financial crisis can really be attributed mainly to

financial institutions’ shortcomings in corporate governance, as some authors assert, is

doubtful.t®



b) In theory, practice and supervision, it is a truism that banks are special as compared to
non-banking institutions. This the very basis for the targeted regulation and supervision of
banking as a regulated industry. The unique aspects of banks include the very low
capitalization of banks as compared to non-banking entities (particularly when short and
long financial maturity periods are matched); the complexity and non-transparency of banks’
business activities and structures; the fundamental need for trust and the associated danger
of bank runs; and in particular the macroeconomic function of banks as manifested in their
central importance for the economy, which in turn gives rise to their being subject to far-
reaching legislation and state regulation.’” Their uniqueness is reflected in frequently
recurring banking crises and the structural flaw whereby banks are seen as “too big to fail”
and “too interconnected to fail”, such that state rescue is needed whenever a bail-in is
either not an option or proves ineffective.’® One cannot dispute that these unique
characteristics are of course of particular importance for systemically important banks

(SIFIs). But they are not limited to such entities. Instead these attributes are of more general

relevance, even if they are naturally more consequential and visible in the case of SIFls. ™

c) It is hardly astonishing that these special characteristics of banks demand, in turn, a
special variety of corporate governance. Yet what is surprising is that particular attention to
this has traditionally been absent and that economic research as to the special governance
of banks has commenced relatively late. One of the earliest contributions to the field dates
from the 1980s.° Several factors seem to have contributed to this delay in research.
Empirical studies, found mostly in US academic literature, usually focused on the principal-
agent dilemma and were oriented on the conflict between directors and shareholders, this
corresponding to the US shareholder structure (mostly dispersed shareholdings and
relatively few major block-holdings).”* Consequently, given this focus and in accord with the
available data, the natural object of inquiry tended to be publicly-traded companies. Even
where banks were the topic of inquiry, earlier studies focused on principal-agent theory as
framed by studies in non-banking contexts. By contrast, empirical studies looking specifically
at corporate governance in the banking context — and demonstrating the unique
characteristics which ensue — are only a more recent development. In the context of this

present paper, only a few important findings can be discussed.??



Fahlenbrach and Stulz® report that worse results were achieved by bank CEQO’s whose
actions were primarily motivated by shareholder interests. Similar findings were reached by
Beltratti and Stulz** as regards bank boards. Banks with shareholder-friendly boards had
significantly poorer results. According to other studies, the composition and characteristics
of bank boards had significant effects,”> and boards with relatively higher shareholder
representation undertook more and greater risks. 26 Apparently bank boards charted a
course more aligned with the preferences of shareholders,”” who — if sufficiently diversified
in their holdings — embrace risk more readily than, for instance, a bank’s creditors.”® Beltratti
und Stulz thus doubt the hypothesis that bad corporate governance was a significant cause
of the financial crisis.?’ Banks with independent boards were run more poorly.30 Banks that
were controlled by shareholders saw higher profits before the crisis as compared to banks
that were controlled by directors.*! Enterprises in which institutional investors held stocks
correspondingly fared worse.*? In general, studies showed that the shareholder structure of
a bank correlated strongly to the bank’s insolvency, particularly where low-level

management was significantly involved in the decision-making process.33

These and further empirical studies suggest that it is erroneous to conclude that traditional —
even if empirically established — approaches to the corporate governance of corporations
can be seamlessly applied to the corporate governance of banks; in fact, exactly the opposite
may be true. This is the case, for example, as regards director independence, which
according to recent studies can carry negative effects also in the case of non-financial
corporations,34 whereas expertise and experience are of much greater value, at least when
obvious conflicts of interest are avoided. Still, it bears emphasis that sound judgment is
called for when evaluating empirical findings. Often, findings warranting a differentiated
assessment are held up against one another despite their embodying nuanced differences
that may reflect a dissimilar time horizon in the studies, an inadequate account of the
interdependence of certain factors and, above all, country- and path-dependent differences

resulting from legal regulation and cultural circumstances.®

Il. Governance of Banks and Financial Institutions in Supervisory Law and Practice




1. The Basel Committee on Banking Supervision: The Guidelines, Corporate Governance

Principles for Banks, 2015

The Basel Committee has issued the authoritative Guidelines on Corporate governance
principles for banks, released in a revised version in July 2015.° The Guidelines, while
underlining the jurisdictional differences and the necessity of proportionality and differences
in governance approaches, set out 13 major principles in respect of banks’ corporate
governance. They concern 1) The overall responsibilities of boards, 2) Board qualification
and composition, 3) The structure and practices of boards, 4) Senior management, 5)
Governance and group structures, 6) Risk management functions, 7) Risk identification,
monitoring and control, 8) Risk communication, 9) Compliance, 10) Internal audits, 11)
Compensation, 12) Disclosure and transparency and 13) The role of supervisors. This list
sounds familiar to someone who is accustomed to dealing with corporate law and corporate
governance, though already at first glance Principle 4 on senior management and Principle
13 on the role of supervisors are special for bank governance. As in corporate governance of
non-banking entities, the board is at the center of the attention. But the demands on its
composition, qualification, responsibilities and practices are much higher than for non-bank
corporations. The risks a bank runs are of course very special. Accordingly the requirements
concerning the bank board’s governing and controlling functions are spelt out in
considerable detail and are much more demanding. So are the disclosure and transparency
requirements. It is interesting to see that a special principle is devoted to the governance of
group structures, groups of companies being subject to special legal treatment in only some
countries (like Germany), while in others they are not recognized as a special area in
corporate law and governance.37 The guidelines do not have the character of legally binding

norms, but they spell out in detail what rules banks should observe.*®

2. Principles and Guidelines of Other Supervisory Institutions (European Banking Authority
2016/17, the Financial Stability Board 2017 and Similar National Supervisory Agencies In and

Outside of the European Union)

The crisis resulted in many other international institutions adopting recommendations,

supervisory measures and regulations in the area of corporate governance as regards the



banking industry. Though scarcely addressed by academic authors, many of these
instruments and schemes are now in their second or even third generation, e.g. the
Guidelines on internal governance of the European Banking Authority (EBA) of 2017,* the
Joint ESMA and EBA Guidelines from 2017,* the report of the Financial Stability Board (April
2017),*! the Guidelines of the European Central Bank of 2018%* — and those of similar
national supervisory agencies, for example the Swiss FINMA (September 2016)* or the
German Federal Financial Supervisory Agency (BaFin 2016/2017)** — and for the insurance

companies the International Association of Insurance Supervisors (November 2015).45

3. CRD IV, National Bank Supervisory Laws, Legal and Policy Analyses

The concepts and recommendations of the Basel Committee made their way not only into
the principles and guidelines of other international and national supervisory institutions, but
also into the bank supervisory law of the Member States of the European Union via the
Capital Requirements Directive (CRD IV). Further, via the Solvency Il Directive, they entered

similarly into the Member States’ supervisory law of insurance companies.

Accordingly, as to the academic literature, much of it is just a doctrinal legal presentation
and a commentary-like treatment of the actual supervisory law in the various Member
States. A significant amount of the literature deals with the European law in the CRD IV *® —
as well as in Solvency Il and regarding its implementation for insurance supervision — looking
particularly at supervisory boards/boards of directors/CEOs, most of it purely de lege lata,*’
but at times based more on functional legal policy considerations. It is true that there are
some authors who question the whole approach of the Basel lll regulation. But this is due to
fundamentally different views towards regulation.*® In any case, there is criticism of over-
regulation as voiced by the industry, and a large number of academic authors rightly join in
the latter’s complaints.”® The provisions drafted by legislators, supervisory agencies and
international bodies™ are indeed increasingly detailed; while these provisions are, legally
speaking, only persuasive in nature, they are de facto more or less binding. Yet despite often
being adopted in the wake of corporate scandals®® and while frequently tending to

overshoot the target, regulation remains both unavoidable and indispensable.



The interplay between stock corporation law, bank supervisory law and insurance
supervisory law in corporate governance is considered more rarely.52 Yet there is a basic
agreement on the necessity of taking note of the similarity of supervisory problems in the
separate fields as well as of trying to harmonize rules whenever the problems are
functionally similar, while maintaining different rules and regulations when the risks and
features are different. Cross-sectoral regulation is needed.”® Some have rightly observed
that a European bank corporation law is gradually developing in its own right, and these
authors ask what effect the European banking union will have on the governance of credit
institutions.>* Corporate governance of banks may even pave the way to a self-contained law

covering financial intermediaries and their corporate governance.

Il. Shareholder, Stakeholder or Creditor Governance: The Controversies Regarding the

Purpose of Corporations and Banks

1. Shareholder or Stakeholder Governance: The German Experience and the American and

European Discussion on the Purpose of Corporations

The purpose of corporations is an old and controversial topic. The classic approach is the one
that prevails in the United States: the purpose of a corporation is to make profit for the
shareholders. On the other side of the spectrum stands Germany. There, the board is
responsible to promote the interests of all stakeholders, i.e. the shareholders, labor and the
public good. While the shareholder-oriented approach had gained some attention also in
Germany before the financial crisis, the traditional stakeholder concept is still generally
agreed upon. The labor interest is even further consolidated by the mandatory labor co-
determination at parity in the supervisory board. Other European states, such as the United
Kingdom, follow a middle way with the so-called enlightened shareholder approach, a
shareholder orientation that also looks at the interests of other stakeholders in view of
preserving a long-term profitability of the firm (Europe).> But in the United Kingdom this
concept is increasingly criticized as too vague and hardly effective. It is of note that most
recently even in the United States there has been a tendency towards having more regard
for the full spectrum of stakeholders’ interest, as promulgated by the business roundtable

statement in 2019.>® Yet whether this non-binding declaration of many American business



leaders will really amount to a change in practice remains to be seen. In any case, in times
and terms of financial rescue and insolvency proceedings, it has been recognized that risk

together with governance (“ownership”) is transferred from the owners to the creditors.>’

2. Towards Creditor or Debtholder Governance for Banks

As regards bank corporations and financial institutions, the case is clearly different. Empirical
findings, the experience of the financial crisis, and economic and legal conclusions have
produced a change in perspective that amounts to a theory of creditor (i.e. debtholders and
depositors) governance.58 The Basel Committee on Banking Supervision’s benchmark
guidelines, the Corporate Governance Principles for Banks from July 2015, state at the very
beginning: “The primary objective of corporate governance should be safeguarding
stakeholders’ interest in conformity with public interest on a sustainable basis. Among
stakeholders, particularly with respect to retail banks, shareholders’ interest would be

759

secondary to depositors’ interest.””” This corresponds to the standing supervisory practice of

other national and international banking agencies too.

This position is a clear rejection of the shareholder primacy view, but it differs also from the
only slightly tempered view held in Europe, since banks are expected to consider creditor
interest not only when this is in the long-term interest of the corporation.®® Creditor
governance is not just a question of the purpose of bank corporations, instead having
consequences in many other areas regarding the corporate governance of banks. In
particular this view reduces also the relative importance of controlling shareholders,
institutional investors and shareholder control in general, as is presently the center of

attention in the corporate governance of (non-bank) corporations.®

3. Implications for Research and Reform: Self- or Co-Regulation, Mandatory Transparency,

State Regulation

a) Along with the theoretical assessment of corporate governance of banks and financial
institutions as creditor governance, there comes the task of examining the various problems

associated with corporate governance — which, as regards (non-financial) corporations, have



been comprehensively considered in international practice and academic literature® — and
to determine what this implies for the corporate governance of banks and financial
institutions. This is a comprehensive task, for which here only a few benchmarks can be
given and for which some examples can be given in Il, below. This should be reflected in a
research agenda®® that is jointly devised and pursued by economists and jurists and perhaps
representatives from other disciplines.64 Before examining what the new look means for a
number of regulatory core issues of banking, its relevance for two more general regulatory

approaches should briefly be mentioned: self-regulation and regulation by transparency.

b) As to self-regulation, experience in the financial sector is rather mixed.® In Germany
voluntary codes for insider trading did not work; in the end European legislators had to step
in. The same was true when the German Takeover Commission adoptet a voluntary takeover
code. A considerable number of German enterprises did not comply with it, and their free-
riding forced the German legislature to intervene with the German Takeover Act. The
German Central Bank went through a similar experience when the European transborder
bank group regulation was not yet in sight and the Bank tried to regulate with mere “moral
suasion”. But there is no rule without exception. In the Netherlands, in addition to European
and Dutch banking regulations, the corporate governance of banks is further enhanced by a
voluntary bankers’ code of conduct which has been set up by the banking community itself
(Dutch Banking Code).®® Even a bankers’ oath similar to the Hippocratic Oath is foreseen, an
oath that is reported to have been taken by around 90,000 bank employees. Some voices
had been supporting a similar experiment in Germany,67 but the German banking association
shied away for two reasons. First, they argued that banking legislation is already tough
enough, maybe too tough, and, second, they feared that the legislature might turn parts of
the code into binding law. Yet it seems obvious that mere voluntary self-regulation is not
enough. Honesty in the banking industry — as a product of the existing business culture — is
alarmingly low, as an empirical study by Fehr and others, published in Nature, has
established.®® There is a case at least for co-regulation between the banking industry and

state supervision.69

c) Transparency and disclosure are traditional instruments serving shareholder and creditor

protection. The two aims are usually linked, particularly since investors can be both



shareholders and creditors. Transparency plays an especially significant role for banks and
financial institutions. The Basel Committee holds in its Principle 12 on Disclosure and
Transparency: “The governance of the bank should be adequately transparent to its

770 yet here

shareholders, depositors, other relevant stakeholders and market participants.
transparency has — unlike with companies — an additional function, namely keeping
supervisory bodies informed, as it minimizes their need to intervene or facilitates a more
targeted intervention.”* Particularly with banking groups, complex and opaque structures
give rise to risk; in the wake of the banking crises such structures have recurrently led to
requirements of greater transparency.”” More disclosure can of course conflict with the
need for secrecy, and public transparency may not produce exclusively positive
consequences.73 Nevertheless, where not excessive and where account is had of the
differences between the addressees (inter alia, regarding their size, complexity, structure,

economic significance and risk structure), transparency and disclosure are in fact more

market-friendly instruments than mandatory legislation and state supervision.”*

IV. Regulatory Core Issues for the Corporate Governance of Banks and Financial Institutions

1. Composition and Qualification of the (One-tier or Two-Tier) Board: Enhancing

Independent Control

a) Enhancing independent control by targeting the composition of bank boards” in the
interest of creditors would be the most structured intervention. This could be done either
directly by having creditors sitting on the board or indirectly by having somebody else

entrusted with taking care of their interests.”®

Since creditors are less risk-prone than shareholders, it might indeed make sense to have
them sitting in bank boards.”” Actually, this is what several economists have proposed
following the financial crisis, among them Martin Hellwig, the well-known bank economist
from the Bonn Max Planck Institute. The proposal recalls earlier considerations for seating a
public interest representative on the board,’® an idea that was never adopted because the
public interest is hard to grasp and such a representative may easily be captured by politics.

It is true that creditor interest is more specific and that bondholders might indeed have an

10



interest in moderating the risk-taking by a bank. Yet in view of the German co-determined
boards, giving creditors one or more seats in the board could only further split up the board
at the expense of the shareholder side and endanger the difficult balance between capital

and labor within the board, possibly with limits under the German Constitution.

Another idea would be to entrust the labor side or one of the labor representatives with
specifically taking care also of the creditors’ interests. Yet experiences with co-determination
in companies suggest that workers do not view themselves as representing the interests of
other creditors, neither internally within the company nor externally as unions; rather, the

workforce recognizes and heeds its own specific interests.

Then why not give the bank supervisors a regular seat in the bank boards?”® This idea has
indeed been brought forward in the discussion. At first glance it looks good. After all, it is the
supervisors’ official responsibility to protect the interest of debtholders, and they could
make sure that the risks assumed by the bank are raised and considered in the board. But
three arguments stand against this. First, the bank supervisors already now have the right to
take part in the sessions and deliberations of the board if they consider it necessary for their
supervisory work. Second, regular board membership for the supervisors would create a
serious conflict of interest since they would have to oversee as supervisors what they co-
decided as board members. Third, the reform would have consequences for the liability of

supervisors, which up to now the legislature has strictly avoided.

b) Another route for influencing the composition of bank boards would be making more
specific use of independent directors. The conventional wisdom is that independent directors
are indispensable for overseeing the executive directors in the interest of the shareholders —
a belief that, as we have seen, had its origins in the USA and Great Britain, namely countries
with typically dispersed shareholding — though the cure-all quality ascribed to independent
directors has significantly abated in recent years.80 Yet for banks empirical research has
suggested that the independence of management or supervisory bank board members is —
setting aside conflicts of interests — of far less importance than expert knowledge and
experience.81 An apparent exception relates to audit and risk committees, for which

independence plays a major role.®? The data show that for most large international banks

11



board independence does not constrain bank risk—taking.83 Qualifications and expertise
stand clearly in the foreground of the official recommendations and the supervisory practice

too.?

Accordingly, even for independent directors, bank supervisors attach more
importance to independent judgment rather than to the possession of an independent

background.®

c) The composition of bank boards is special when it comes to banks that are totally or
partially owned by the state or other public authorities (SOEs).® In Germany there is a
particular experience with the state banks (Landesbanken) dating back to the financial crisis.
While the Basel Committee on Banking Supervision has offered only cursory comments in
this regard,87 the empirical findings are unequivocal. Specifically, significant influence
exercised by public authorities is accompanied with a negative impact on the quality of
corporate governance in banks and financial institutions as well as on their performance.88
This holds especially true when organ members are appointed less for their expertise than
for political affiliation or for similar other reasons. Thus an empirical study looking at the
profile of twenty-nine of the largest banks during the financial crisis showed that public
banks, primarily Landesbanken, experienced three times greater losses than banks having
private shareholders between the first quarter of 2007 and the third quarter of 2008. The
supplementary study focusing on the biographies of 593 supervisory board members from
these public banks revealed that their experience in management and finance was
systematically less than the level seen in private banks. The correlation between losses, on
the one hand, and reduced qualifications and experience, on the other, was highly significant
statistically and suggested causation.®® More generally the relationship between the state
and firms, specifically banks, can lead to harmful dependencies and interactions. In
particular there is the danger of regulatory capture.”® While this danger may be less acute
for bank supervisors who after the financial crises are under close observation of the
financial press, the general public and legislators, it may still become a problem. As the state
is expected to regulate and supervise banks more closely, an inquiry into the economic
effects of this symbiotic relationship between the state and the banks becomes even more
essential”.

2. Duties and Liabilities and the Pay of Bank Directors, Senior Managers and Key Function

Holders; Bank Groups

12



a) As compared to corporations in general, the duties imposed on the organs of banks are
stricter, much more detailed and of a mandatory nature.’ his is true particularly since the
financial crisis. European and Member State supervisory practice as to the bank boards is
far-reaching and demanding. Of primary concern are, rightly, risk management and
compliance.93 But regulation and supervision also cover organizational and operational
issues (as addressed by various committees — particularly a risk committee®). More recently,
the compensation of bank directors has become a hot issue. Quite apart from societal
concerns, the regulatory aim here is to avoid misplaced incentives.” There is, as well, an
appreciation of the unique dangers of banking groups,96 such as interconnectedness, loss of
confidence and bank runs. For this reason the current mass of bank group regulation is

considerably more exacting than that which is applicable to corporate groups generally.”’

In view of all this, proposals such as stricter personal director liability®® are not really
convincing; other better-aimed, organizational and systemic measures may be more
effective. But another, more promising proposal has just been made for directors, not
specifically bank directors.” Under the proposed scheme directors would be liable for
compliance failures, but limited in quantum to a proportionate clawback of stock-based pay.
This system could be introduced by bank legislators or by shareholder proposals or judicial
innovation. The authors call this a “compliance clawback”. Under German law this is not a
novelty, and it can be found already in practice. The recent German act on strengthening
shareholder rights in accord with the European Shareholder Rights Directive Il provides for
mandatory disclosure on whether and how the corporation has actually made use of the

possibility to claw back variable components of the remuneration of directors.*®

b) For corporations, the focus of corporate governance and stock corporation law is clearly
on the board, be it the one-tier board or the management and the supervisory boards.
Second or third-tier management levels are left exclusively to labor and labor law. This
compartmentalization of legislation and research may work for corporations in general, but
certainly not for banks and other financial institutions. The financial crisis has shown that
many of the abuses at the forefront of the bank business have been perpetrated by dealers

and advisors acting below the board level. Solely requiring the board to organize and

13



monitor bank personnel is not enough to prevent excessive risk-taking. Bank managers who
are actually undertaking risky business must be addressed directly. In particular, risk-
enhancing incentives such as certain bonus structures must be avoided. This is why under
bank governance and banking regulation, senior management and key function holders™ as
such are covered by recommendations and governance requirements. It is true that this may
be in conflict with labor law that, at least in Europe, to a large degree shields employees
from personal liability. But either bank governance rules should prevail or a legal solution for

this conflict must be found.

3. Enforcement: Civil, Penal and Administrative Sanctions, Private Enforcement

In the general discussion on corporate governance, the questions of enforcement and

control are assigned a central importance.102

This corresponds to an increased orientation in
literature and research not merely on substantive company and banking law questions, but
also to problems related to procedural law and insolvency law insofar as corporations are
concerned. In the area of banking law, one even speaks of a shift from banking contract law
to bank supervisory law and bank regulation. Yet based on the above-mentioned empirical
findings, this simply does not correspond to more enforcement by shareholders'®
(specifically by large shareholders, institutional investors and hedge funds — all of which are
currently at the center of the corporate governance discussion — and notwithstanding the
current attempt to subject institutional investors to mandatory rules of conduct or non-

104

binding codes of conduct).” But also a conclusion to impose legal obligations on the

creditors — in the place of investors — would be inadequate since that would mean merely
shifting the problem from one group of stakeholders onto another. Small creditors like small
investors have a rational disinterest, particularly when they are protected by deposit

guarantees. Bond creditors as well have only a limited potential and interest in influencing

105

and monitoring the corporate governance of issuers.” - The internationally customary

covenants found in the terms and conditions of a loan are not much help in this regard

106

either.”™™ Large investors such as banks hold a variety of security agreements and thus,

outside of the situation of insolvency, generally have little incentive to intervene. The
previously existing network of financial relationships (Deutschland-AG) and the principal

107
d.

banking system (Hausbankensystem) have largely been dismantle What remains is

14



control by state supervision: specifically bank and insurance supervisory control, that —
functioning much like a trustee for debtholders and depositors — (i) must ensure the
effectiveness and enforceability of corporate governance rules, (ii) must possess the
necessary competence and be capable of imposing sanctions,’®® and (iii) must have

I 109

specialized certified bank auditors at its disposa To this we can add the energetic

application of the fit-and-proper standard and disqualification.*°

But by the same token, it is
vital that supervisory regulations do not smother the board; rather, under the mantra of co-
regulation, a certain discretion should be afforded the board so as to allow for independent,

internal enforcement.*!

In addition to this, there might also be a role for banks’ own codes of conduct — whether
internal or applicable for the entire sector — as is shown, for instance, by the Dutch Banking
Code'? and as is highly recommended by institutions such as the Basel Committee, the EBA
and the FSB.! Here, a clear deficit can be identified in Germany.'* Internationally, there
are successful experiences with the implementation of soft law by the National Contact
Points (NCP) under the OECD proposals on corporate social responsibility that could offer
orientation to the banking sector too. In the end, however, it inevitably boils down to the
ethical standards prevailing among companies and business leaders, who must set the tone
from the top. This applies generally to the corporate governance of companies, and it is

especially true in respect of banks and financial institutions.**

V. Conclusions

1. Banks are special, and so is the corporate governance of banks and other financial
institutions as compared with the general corporate governance of non-banks. Empirical
evidence, mostly gathered after the financial crisis, confirms this. Banks practicing good
corporate governance in the traditional, shareholder-oriented style fared less well than
banks having less shareholder-prone boards and less shareholder influence.

2. The special governance of banks and other financial institutions is firmly embedded in
bank supervisory law and regulation. Starting with the recommendations of the Basel
Committee on Banking Supervision, many other supervisory institutions have followed the

lead with their own principles and guidelines for good governance of banks. In the European
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Union, this has led to legislation on bank governance under the so-called CRD IV (Capital
Requirements Directive), which has been transformed into the law of the Member States.
The legal literature dealing with this is mostly doctrinal and concerned with the national
bank supervisory law. But there are also more functional legal as well as economic
contributions, these addressing primarily, but not exclusively, systemically important
financial institutions. The latter are under a special regime that needs separate treatment.

3. Most recently there has been intense discussion on the purpose of (non-bank)
corporations. Shareholder governance and stakeholder governance have been and still are
the two different prevailing regimes in the United States and in Europe, particularly in
Germany. Yet for banks this difference has given way to stakeholder and, more particularly,
creditor or debtholder governance, certainly in bank supervision and regulation.

4. Yet the implications of this for research and reform are still uncertain and controversial.
For banks, self-regulation, if at all, must give way to co-regulation or cooperative regulation
between the banks and the state. Mandatory transparency is indispensable. For banks this
transparency has the additional function of informing the regulators and supervisors in order
to facilitate their task of creditor and debtholder protection and more generally the
protection of the economy. Particular qualification and independence problems arise for
state-owned banks.

5. The regulatory core issues for the corporate governance of banks are manifold. A key
problem is the composition and qualification of the (one tier or two tier) board. The
legislative task is to enhance independent as well as qualified control. Yet the proposal of
giving creditors a special seat in the board disregards the reality of labor codetermination.
Giving bank supervisors a permanent seat in the board would create serious conflicts of
interest since they would have to supervise themselves.

6. There are many other important special issues of bank governance, for example the duties
and liabilities of bank directors in particular as far as risk and compliance are concerned, but
also the remuneration paid to bank directors and senior managers or key function holders.
Claw-back provisions, either imposed by law or introduced by banks themselves, exist
already in certain countries and are beneficial.

7. Much depends on enforcement, an understudied topic. A mix of civil, penal and

administrative sanctions, possibly coupled with private enforcement, may have advantages.
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8. The corporate governance of banks is an ongoing task for supervisors, regulators and
legislators, but also one for the banks themselves. In banking, ethics is indispensable, and
the tone from the top matters.

9. For all of these issues, more economic, legal and interdisciplinary research on corporate
governance in banks and financial institutions is needed, and it could also help pave the way

forward.!®
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unresearched.
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settlement.
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110 Bysch/Palm-Steyerberg (2019).

11 Ferrarini (2017), as stated already in the abstract. Cf. Hodges (2015).

112 | aaper/Busch (2019).
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p 30.
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