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Udo Braendle (United Arab Emirates)

THE IMPACT OF THE EUROPEAN
BANKING UNION’S SINGLE
SUPERVISORY MECHANISM
ON CORPORATE GOVERNANCE
PRACTICES IN EUROPEAN BANKS

Abstract

Weak corporate governance in financial institutions has been a contributing factor of
the financial crisis. The topic has, therefore, become the key priorities of banking su-
pervision, because one of the takeaways was that. The article gives an overview about
the newly established European Banking Union and about its structure focusing on the
first pillar, the Single Supervisory Mechanism (SSM). In a second step, the focus is laid
on the recent regulatory changes regarding corporate governance, the related supervi-
sory practice and implications for European banks. Overall, the conducted changes in
the regulatory framework, especially regarding corporate governance, seem to meet
the objective of ensuring safety and soundness of the European banking system. Room
for improvement is found regarding proportionality and transparency of the supervi-
sory practices as well as its influence on banks’ profitability.

Keywords European Banking Union, Single Supervisory

Mechanism, corporate governance, regulation

G21, G28, G38

INTRODUCTION

The recent financial crisis showed that a deregulated financial sector
can be dangerous for the world economy. So, politicians and regulatory
authorities around the world took appropriate steps to increase regu-
lation. The member states of the European Union have chosen a very
centralized approach by establishing the European Banking Union. In
addition to the failing of credit institutions, the financial crisis revealed
severe shortcomings in corporate governance, e.g. in risk management
and executive remuneration, especially in financial services companies.
This paper combines the two aspects, stricter regulation and improved
corporate governance, in order to assess, on the one hand, the impact of
the new legal framework and the regulatory set-up for European banks
in general and, on the other hand, the changes, consequences and next
steps with specific regard to corporate governance practice in detail.
The topic is of high practical relevance, because these changes affect all
banks, from multinational corporations to small regional banks.

JEL Classification

The European Banking Union comprises three pillars. The first pillar re-
lates to banking supervision, the second to resolution and the third to
deposit insurance. The objective of this paper is to determine what has
changed with respect to corporate governance in European banks after
the European Central Bank (ECB) established the Banking Union and
has implemented the first part — the Single Supervisory Mechanism
(SSM) - and what are the consequences for financial institutions. Much
attention is given to the main tool of ongoing supervision, the Supervisory
Review and Evaluation Process (SREP).



1. THE EUROPEAN BANKING
UNION

The practical achievements and the current set-up
of European banking system is influenced heavily
by regulation theory. Ogus (2009) states that regu-
lation is “designed to induce individuals and firms
to outcomes which they would not voluntarily
reach. Regulation is largely enforced by public offi-
cials and compliance is aided by the threat or im-
position of some sanction”. Dragomir (2010) ana-
lyzes regulation theory in the context of European
prudential banking regulation and supervision
and starts by referring to Majone (1996) who dif-
ferentiates between the terms economic and social
regulation. Economic regulation means all regu-
latory activities which have the purpose to limit
market powers. Whereas social regulation refers
to consumer protection and safety. Traditionally,
economic banking regulation was more common
in the US than in Europe. Regulators were afraid
that banks may become too powerful in terms of
their economic strength, especially following the
deregulation phase in the 1980s.

Generally, regulation in all industries is im-
posed because of market failures like externali-
ties, market power or information asymmetries
(Santos, 2000). In the past, there was not always
general agreement among practitioners and the-
orists whether banks need to be regulated at all
(Santos, 2000), but the recent financial crisis is
the best example why regulation is absolutely
necessary. Santos (2000) provides two arguments
for the existence of banking regulation: system-
ic risk and the protection of depositors’ interests.
Freixas and Santomero (2003) further differen-
tiate between three types of market failure. The
first reason is monetary liquidity costs. Central
banks have the responsibility to assure that
enough liquidity is provided in the monetary
system. Hence, they have the duty to oversee the
banks’ assets and liabilities management. Costs
of bank failure which relates to the systemic risk
factor is stated as the second type of market fail-
ure. Efficiency in the financial sector depends on
confidence in the financial institutes and trans-
parency of information to all market participants.
When it comes to regulation itself, higher levels
of efficiency are achieved by cost-benefit analysis
for each new regulation.
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Also banking regulation differs from other sec-
tors from the perspective of their goals and how
they make use of instruments in order to achieve
their targets. Contrary e.g. to the energy market,
regulation in the financial sector is more focused
on safety of the system and not so much on price
(Cao, 2014). The most important instruments of
banking regulation are capital requirements, de-
posit insurance, disclosure requirements and bank
examination (Mishkin, 2001). Bank examination
refers to the duty of the regulator to check wheth-
er the respective entities comply with the regula-
tory framework and to impose actions in case of
non-compliance. Banking supervision goes one
step further by conducting qualitative and quan-
titative analysis regarding the soundness of the
bank management. Mishkin (2001) defines these
two different tasks as “regulatory” and “supervi-
sory” approach.

Davis and Obasi (2009) elaborate on different as-
pects which have to be considered when design-
ing efficient banking supervision. First, it has to
be decided who shall be the supervisory author-
ity: the central bank or another agency. Central
banks have the advantage that they have most of
the important information at hand and that they
are used to adopt a macroeconomic and system-
ic view. But, the disadvantage is that the central
banks may be exposed to a conflict of interest be-
cause of their different duties. A compromise is a
set-up with the central bank being responsible for
macro-oversight and another agency undertaking
all other duties of supervision. However, Pichet
(2014) shares the opinion that macro-regulation
and micro-supervision have to be much better
aligned, which he thinks would be one solution
that could have reduced the extent of the finan-
cial crisis. A further aspect regarding the design of
supervision concerns independency. It is impor-
tant that the entrusted bank supervisors are in-
dependent from politicians during their appoint-
ment phase and form the supervised entities at any
time (Davis & Obasi, 2009). The assigned powers
to supervisory authorities are a further mentioned
integral part of the supervisory framework. It can
be observed that regulatory convergence became
more important with the increase of cross border
banking (Davis & Obasi, 2009). Penikas (2015)
analyzes the past 40 years of Basel Committee of
Banking Supervision (BCBS) and the related re-
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gulatory and supervisory framework and its de-
velopment, and outlines that the number of publi-
cized pages concerning BCBS banking regulation
increased significantly over the period from 1974
to 2014 and finds in a much generalized way cor-
relation between the number of pages published
by the BCBS and the trend of economic activity
indicated by S&P 500.

The banking sector is highly regulated and super-
vised in comparison to other sectors, as the energy
market, where the trend went in the direction of
more liberalization (Eken et al., 2013). The authors
state that the relation between banks and individ-
uals is a principle-agent problem with strong in-
fluence of asymmetric information. The recent fi-
nancial crisis is an expressive example for the sys-
temic risk theme. It has been shown that a shock
in one location or asset class may have tremendous
implications for markets and institutions world-
wide (Cerutti et al., 2012). Bullard et al. (2009) ar-
gue that financial companies are more exposed to
systemic risk than non-financial firms, caused by
the high interconnections of banks, high leverage,
and because banks tend to use short-term debt to
finance long-term assets. This was more the case
in times of weak liquidity management, which
was broadly improved through the last five years.
The answer to minimize or decrease systemic risk
of banks is stricter regulations. However, a glo-
balized world with interconnected markets and a
large number of financial institutes that are ‘too-
big-to-fail’ requires macroprudential regulation
and supervision (Galati & Moessner, 2011). In the
European Union, the solution for facing the risks
of interdependencies — learning from the failures
in the recent financial crisis - was to create the
European Banking Union (EC, 2014). Beck (2015)
names several reasons for the necessity of a cen-
tralized European Banking Union, for example
that in a decentralized system local regulators’
priority lies on the stability of the national stabil-
ity interests neglecting the interdependencies and

Supervision

(supervisory

Lender of last
resort (Central

that governance structures of the national author-
ities are enhanced (Hodson & Quaglia, 2009). The
US set-up of banking regulation and supervision
differed from the setup in the EU at that time. In
general, the crisis hit the US and the EU in a sim-
ilar way. However, because of different regulatory
set-up the US reacted much faster to the deficien-
cies, since it was possible to delay the implemen-
tation of financial reforms due to sovereign layers
in the EU (Eubanks, 2010). Also Breuss (2013) in-
dicates that the difference in how the two areas
cope with the challenges was that the US already
had a well-functioning monetary union in com-
paring two economic entities with almost identi-
cal statistics and effects during the crisis — Ireland
and Nevada. In both entities, the banks suffered
during the crisis with huge losses and also many
banks became bankrupt. However, the big differ-
ence was that in Ireland the banks’ failure result-
ed in a financial crisis for the country, whereas in
Nevada the problems were taken on a federal lev-
el, because the US is and already was a banking
union at that time, and the Federal Deposit and
Insurance Corporation (FDIC) stepped in and
managed the treatment of failed banks without
using taxpayers’ help.

The European Central Bank (ECB) is the most im-
portant authority for the operational execution in
the European Banking Union. Within the SSM,
the ECB is, together with National Competent
Authorities (NCAs) (ECB, 2014), responsible for a
major part of the supervisory tasks. NCAs are the
responsible authorities, usually the National Central
Banks (NCBs) in all member states of the SSM.

Besides the SSM, the European Banking Union
comprises of a second pillar, the Single Resolution
Mechanism (SRM). The authority responsible for
the SRM is the Single Resolution Board (SRB) to-
gether with the National Resolution Authorities
(NRAs) aiming at being prepared for and con-
ducting resolution of failing banks (SRB, 2015).

Source: Schoenmaker (2015).

Deposit
insurance &
resolution

Fiscal backstop
(Ministry of Finance)

agency)

Bank)

Figure 1. Governance framework of the European Banking Union
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Source: OeNB — Austrian National Bank (2017).

BANKING UNION

SINGLE SUPERVISORY

SINGLE RESOLUTION

EUROPEAN DEPOSIT

MECHANISM MECHANISM INSURANCE SCHEME
(SSMm) (SRM) (EDIS)
Objective: Objective: Objective:
Common supervision Common rules for bank Common deposit

of significant banks recovery and resolution protection

SINGLE RULEBOOK
Single supervisory handbook

Figure 2. The structure of the European Banking Union

The third part of the European banking frame-
work is the European Stability Mechanism as
a tool for recapitalization. Schoenmaker (2015)
summarizes, as depicted in Figure 1, the govern-
ance framework in the European Banking Union,
from policy-making over supervision, lender of
last resort and resolution to fiscal backstop.

Summed up, the three pillars together with the
Single Rulebook (supervisory handbook) build
the fundament of the banking union (see Figure 2).

2. STRICTER REGULATION

Stricter regulation in the form of the Single
Supervisory Mechanism became operational on
November 4, 2016. The SSM is responsible for the
oversight of all banks in the euro area. The types
of banks are credit institutions, financial holding
companies, mixed financial holding companies
and branches of credit institutions established in
non-participating member states. Also, EU coun-
tries with currencies other than the euro can join
to participate in the European Banking Union
and, therefore, also in the SSM by close cooper-
ation agreements (Deutsche Bundesbank, 2016).
Up to now, not a single EU country that is not
part of the Eurozone decided to opt in. The po-
tential benefits of joining the SSM are increased
European integration and attraction of foreign
investors due to better coordination (Kosior &
Rubaszek, 2015).

Within the scope of the SSM banks it is differenti-
ated between Significant Institutions (SI) and Less
Significant Institutions (LSI). Credit institutions
in the member areas are regularly assessed wheth-
er they fall under the classification significant or
not. The criteria for the type of classification are
determined in Art. 6 para. 4 SSMR as size of the
institution, importance for the economy and sig-
nificance of cross-border activities.

AsofJanuary 1,2017, 125 banking groups, which are
accounting together for almost 85% of total bank-
ing assets in the euro area, are classified as signifi-
cant and are, therefore, directly supervised by the
ECB (ECB - Banking Supervision, 2017a). These
groups comprise in total about 1,200 supervised
entities. All of these entities are subject to direct
supervision because it is stated in the SSMR Art. 6
para. 4 that applies at the highest consolidated level,
which means that subsidiaries of significant insti-
tutions are also directly supervised (Troger, 2013).
In contrast, 3,500 entities are specified as LSIs and
are still supervised by the local NCAs (ECB, 2014).
However, the oversight function of the ECB that
provides coordination and guidance developed and
still develops the supervisory approach also in the
NCAs (Troger, 2013). The ECB gives the NCAs di-
rection in terms of regulations, guidelines or gen-
eral instructions and is entitled to step in and un-
dertake direct supervision for one or more credit
institutions by exerting supervisory power through
requests for information, investigations and on-site
inspections (SSMR, Art. 6 para. 6).
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For the day-to-day tasks of direct supervision, the
ECB installed Joint Supervisory Teams (JST) for
each significant institution, which are assembled
with supervisors from ECB and NCAs from states
where the credit institution, its subsidiaries or sig-
nificant cross-border branches of a given banking
group are established. Each JST comprises three
levels. On the first level the JST coordinator oper-
ates, who is the chair of the JST, is usually not from
the country where the supervised entity is estab-
lished and is appointed for a period from three to
five years. The second level, the core JST, is com-
posed of sub-coordinators from NCAs who take
responsibility for certain specified areas of super-
vision. The core team can be supported by exper-
tise divisions from ECB and assists the JST coor-
dinators. The basis of the JSTs is made by teams of
experts from both ECB and NCAs, which can be
consulted according to the actual scope and prior-
ities of JST’s supervision. The composition of JSTs
varies depending on the nature, complexity, scale,
and business model as well as risk profile of the
supervised credit institution (ECB, 2014).

The elements of supervision in the SSM are mul-
tilayered. The banks in the participating member
states are stressed, controlled and evaluated from
many perspectives and with various instruments.
Starting with a stress test and Asset Quality
Review (AQR), the supervisors established practic-
es such as the Supervisory Review and Evaluation
Process, on-site inspections in specific risk areas
and model investigations. Furthermore, the ECB
is responsible for granting authorization of credit
institutions and taking fit and proper decisions by
assessing the suitability of the management body
of significant banks within the SSM.

A stress test was conducted before the ECB took
over the operational supervisory responsibility
for the banks in the euro area and stands for the
starting point by evaluating the initial situation. A
dedicated Asset Quality Review was performed as
a second component together with the stress test
in 2014 and both are summarized under the term
Comprehensive Assessment. The AQR was under-
taken by the ECB, whereas the stress test was carried
out by EBA (De Groen & Lannoo, 2014). The two
parts of the Comprehensive Assessment have dif-
ferent samples of evaluated banks, however, the 93
most significant banks in the SSM at that time par-
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ticipated in both the ECB AQR and the EBA stress
test (De Groen & Lannoo, 2014). The AQR assessed
the balance sheets of the banks as of December 31,
2013 and was focused on the proper specification
of carrying values of the banks’ assets (ECB, 2014).
De Groen and Lannoo (2014) speak about a “test
of the fairness and transparency of banks’ balance
sheets”. While the AQR assessed the status quo of
banks’ healthiness and capital adequacy, the EBA
stress test followed a forward looking approach by
evaluating the resilience of the participating banks
in certain macroeconomic scenarios (ECB, 2014).
A further EBA stress test was conducted in 2016
with a reduced sample of 51 EU banks and includ-
ed some slight adjustments in relation to the 2014
stress test (EBA, 2016). The results showing how the
banks’ capital is affected by macroeconomic shocks
in a three-year time-horizon are fed into the SREP
(EBA, 2016), which is the instrument for ongoing
supervision. The ECB has mentioned positive de-
velopment comparing the 2014 comprehensive as-
sessment and the 2016 stress test, pointing out that
the overall resilience of the European banking sec-
tor has improved (ECB, 2016).

Further important parts of JSTs supervisory activ-
ities are on-site inspections and model investiga-
tions. On-site inspections are inevitable in a strong
banking supervision regime. The term “on-site” in-
dicates that the investigation is conducted to a ma-
jor extent in the premises of the bank that is subject
to the inspection (Hafeman & Randle, 2009). The
legal basis of this duty is to be found in Article 12 of
the SSM Regulation, where it is explicitly stated that
the persons that were authorized by the ECB are al-
lowed to enter the business premises of the inspect-
ed bank and can request any information which has
to be provided. Furthermore, in Articles 143-146 of
the SSM Framework Regulation it is written down
that specific on-site teams have to be formed indi-
vidually for each inspection. The inspection teams
are composed of staff from ECB and NCAs and are
led by a head of mission that is appointed by ECB al-
so in cooperation with NCAs, but must not be a JST
member to ensure independency (ECB - Banking
Supervision, 2014). In 2015, about 95% of the de-
ployed inspectors were NCA staft and just the re-
maining 5% came from ECB’s Centralized On-site
Inspections Division (ECB - Banking Supervision,
2016a). Another vital benefit of the SSM is the di-
versity of banking supervisors, which allows views



from outside and a mix of supervisory cultures.
This aspect can be seen in a statistic from the SSM
Annual Report 2016 (ECB - Banking Supervision,
2017b). In 2016, 40% of all on-site inspections were
conducted in so called “mixed/cross border teams”,
meaning that one or more members of the inspec-
tion team are not nationals of the home country of
the investigated bank. For the purpose of promoting
this concept, a tool was installed where inspectors
from NCAs can apply for participating in planned
on-site inspections (ECB - Banking Supervision,
2017b). On the other side a negative implication of
this concept could be that inspectors may not be fa-
miliar with the bank’s peculiarities and local reg-
ulations, but this drawback can be eased through
the other inspectors who are more familiar with the
supervision of banks in the specific country. 185 in-
spections were conducted in total in 2016 and the
inspection teams focused on the areas of credit risk,
governance and operational risk.

To sum it up, and in order to display the full pic-
ture of the European Banking Union, even though
not fully implemented, the other two pillars should
be briefly mentioned. The second pillar of the
European Banking Union is the Single Resolution
Mechanism (SRM). The SRM is based on the le-
gal framework set out in the Bank Recovery and
Resolution Directive and the Single Resolution
Mechanism Regulation (SRMR, Regulation
806/2014). The designated authority, the Single
Resolution Board, is operational since January 1,
2015. After a transitional phase of one year, the
SRM became fully operational as of January 1,
2016 (SRB, 2016).

The SRB has to draft resolution plans for signifi-
cant banks in the scope of the European Banking
Union, assess the banks’ resolvability and adopt
resolution schemes when a credit institution is
subject to severe financial problems and has to
be either winded up under usual insolvency pro-
ceedings or use resolution. Apart from these main
tasks the SRB also manages the Single Resolution
Fund (SRF), which is the last resort built by contri-
butions of the banking sector (SRB, 2016).

Breuss (2012) evaluates the costs and benefits of
the Single Resolution Mechanism and concludes
that the benefits are unequally distributed be-
tween the participating member states. Germany is

Banks and Bank Systems, Volume 13, Issue 2, 2018

stated as the biggest loser, whereas Spain and the
Netherlands are titled as the main winners. This is
the case because the ‘bail-in’ approach disadvantag-
es countries with a sound banking system, which
have to bail for countries with a poorer established
system. However, Breuss, Roeger, and in't Veld
(2015) find that if the European Banking Union
would have been effective at the time of the finan-
cial crisis, GDP losses could have been reduced by
30-40% for periphery countries, i.e. the less devel-
oped, and by 10-40% for core countries depending
on which resolution mechanism was in place.

The third pillar alongside supervision and resolu-
tion is the European Deposit Insurance Scheme
(EDIS). The reason why this concept is not op-
erational yet, is that it is highly controversially
discussed and the implementation was blocked
by some member states. Especially Germany has
raised major concerns and rejection regarding
the planned mechanism for deposit insurance.
The current set-up with national deposit guaran-
tee schemes is criticized as “promoting liquidity
ring-fencing and market fragmentation in times
of stress” (Wruuk, 2015). Furthermore, locally
concentrated problems would have higher im-
pact on each individual deposit guarantee scheme,
which could be avoided more easily after the im-
plementation of EDIS.

3. IMPROVED CORPORATE

GOVERNANCE?

One of the major goals of the SSM is to increase
the governance in European banks including the
fitness and propriety of the management and key
function holders. The following studies provide
evidence for the assumption that weak corporate
governance influenced the impact of the financial
crisis and explain why the responsible people be-
hind the creation of the Banking Union put their
focus on the topic.

Kirkpatrick (2010) supports his analysis regarding
the causes of the banking collapse by stating that
“the financial crisis can be to an important extent
attributed to failures and weaknesses in corporate
governance arrangements”. Incentives for exces-
sive risk taking, insufficient accounting standards
and regulatory requirements as well as weak re-
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muneration systems are mentioned as reasons for
the failures. Dermine (2011) adds the underesti-
mation of systemic risk by regulators to the list of
reasons and highlights that also banking supervi-
sors and regulators have to follow and implement
strict corporate governance principles.

Several academic studies analyzed the impact of
corporate governance practice in banks on the
change of specific parameters during the financial
crisis. In the following, the findings are summarized
clustered into three Corporate Governance catego-
ries — risk management, boards and compensation.

3.1. Risk management

Risk governance - corporate governance related to
risk management - plays an important role for the
banks, because it enables the managing bodies to
“authorize, optimize and monitor risk taking in an
enterprise” (Peddada, 2014). Risk oversight has to
be ensured by the whole board, but the operation-
al responsibility has the Chief Risk Officer (CRO).
The integration of the CRO in the organizational
structure varies in the different institutions. Mikes
(2009) adopts four different risk management types:
compliance champion, modelling expert, strategic
advisor, and strategic controller. Furthermore, the
use of risk committees is an important part of the
governance set-up (Peddada, 2014).

Afanasyeva, Lapina, and Scherbina (2013) find
that adding the installation of a Risk Management
Committee has also positive effects on the firm
performance. Apart from the influence of the
CRO in a financial institution, Kirkpatrick (2010)
also highlights that risk management practices in
many banks were not sufficiently developed before
the crisis. In this article, analyzing risk manage-
ment techniques is not in scope, but the fact that
board members and other responsible committee
members were not informed about the shortcom-
ings and the upcoming problems is a corporate
governance issue. Kirkpatrick (2010) provides ev-
idence that in many banks, the personnel attrib-
uted to make management decisions and oversee
the banks’ control systems was informed too late
about changed market conditions and problems in
the companies’ performance. After the crisis regu-
lators put high attention to increase the banks’ risk
management. The chosen approaches comprise,

170

on the one hand, increasing the legal require-
ments with respect to risk management practices
also considering a forward-looking approach with
e.g. stress testing and, on the other hand, strict-
ly observing compliance with the rules through
supervision. A major part that the supervisory
framework emphasizes is risk governance.

3.2. Boards

With regard to board composition of banks, as-
pects such as number, busyness and age of board
members, CEO duality, etc. are investigated.
Firstly, for CEO duality, i.e. that CEO holds also
the position of the chairperson of the board, it was
found as having a negative effect on firm perfor-
mance during the crisis situation (Grove, Patelli,
Victoravich, & Xu, 2011). Kirkpatrick (2010) rais-
es the issue of performance of board members as
part of the reasons for the negative impact on firm
performance during the crisis. For suitability of
board members, some examples are mentioned
in the area of corporate governance. First, the ex-
istence, frequency and seriousness of committees
like the risk or audit committee was under the in-
fluence of the board members. Second, all board
members have to take risk management seriously
and should be up-to-date with respect to new reg-
ulations and techniques. This was not always the
case as risk management was considered as “too
specialist for meaningful oversight by the whole
board”. Kirkpatrick (2010) admits that measur-
ing board member’s competence is very difficult.
The fit and proper assessments which are part of
the new regulatory and supervisory regime in
the European Banking Union are a mechanism
to make sure that board members and other key
managers have a suitable background and ex-
perience. This does not only apply for executive
board members, but also for non-executive board
members. The Chartered Institute of Management
Accountants (CIMA, 2012) found room for im-
provement for the non-executive board regarding
the formalization of the recruitment process, the
independency and the range of selection crite-
ria. Another highly important finding addresses
the lack of challenging capacity of non-executive
board members and supervisory board members in
a two-tier board structure, respectively. The term
challenging capacity refers to the objective of the
non-executive board members to check decisions,



raise questions and maybe also express disagree-
ment on certain topics. Apart from expertise,
non-executive directors have to show sufficient
time commitment for fulfilling their duty.

3.3. Compensation

Another aspect which has been investigated very
intensively after the financial crisis is executive
compensation and its impact on firm perfor-
mance during the crisis. The reason for the in-
terest in this topic is that excessive risk taking
caused by wrong remuneration incentive sys-
tems is blamed as one of the main reasons for
the financial crisis from the corporate govern-
ance perspective. In the 1990s, famous scholars
found that it is important to align executives’
and shareholders’ interest to increase firm per-
formance. Holmstrom and Tirole (1993) devel-
oped a model that shows that the best incentive
for CEOs to be conformed to shareholders’ goals
is to reward them with stock-based compen-
sation. Becht, Bolton, and Roell (2012) confirm
that this opinion gained acceptance during the
past two decades and that as a consequence the
stock price of a company has been approved as a
benchmark for CEO performance. Fahlenbracht
and Stulz (2011) provide evidence that the con-
cept of alignment of shareholders’ and CEOs’ in-
terest did not sustain in the financial crisis. Based
on their research they found no evidence that
better aligned CEOs performed better during the
crisis. They even go one step further by arguing
that shareholder-CEO alignment was a reason
for worse performance. The evolution of research
outlined in this article can be summarized as
follows: It was seen beneficial for firm perfor-
mance to align CEOs’ interest with the share-
holders” one. The best way to achieve this is to
provide incentives in terms of performance pay
with stock. As a consequence, this kind of incen-
tive resulted in excessive risk taking by the CEOs
which was in line with shareholders’ interest. But
during the crisis, the higher risk turned out to be
not beneficial showing higher losses for compa-
nies with higher CEO and shareholder alignment.
Hiittenbrink, Kaserer, and Rapp (2014) analyze
the correlation between financial regulation and
incentives for the management of banks and find
that shareholders tend to offer higher incentives
in countries where regulation tends to be stricter.

Banks and Bank Systems, Volume 13, Issue 2, 2018

The examples show that bank governance is differ-
ent and more complex than for non-financial com-
panies. Becht, Bolton, and Raell (2012) give one of
the most important examples for why bank gov-
ernance is different. Banks’ business models are
designed for taking and managing risk. It is un-
disputed that also non-financial companies face
several risks in their course of business, but the
big differences are, on the one hand, the system-
ic importance that lies in the nature of banking
and, on the other hand, that the risk does not only
have an impact on shareholders, but also on oth-
er stakeholders, such as, for example, depositors,
creditors, counterparties and as the financial cri-
sis has shown also taxpayers.

Haan and Vlahu (2013) underline that in general
corporate governance academic papers, the assess-
ment of financial firms is often left aside. Another
aspect which increases the complexity of corpo-
rate governance in banks is the “too-big-to-fail”
commitment of governments and policy makers
(Haan & Vlahu, 2013). Especially for big banks it
is unlikely that governments let them break due to
their systemically important role, which can be an
incentive for banks to take higher risk.

Regulators are another stakeholder which has to
be taken into account when discussing corporate
governance topics in banks. Regulators have a se-
rious effect on internal governance practice. As
banks are highly regulated and supervised these
days, corporate governance practice differs im-
mensely between financial and non-financial
firms because of the regulatory influence (Haan &
Vlahu, 2013).

The next difference pointed out by Haan and
Vlahu (2013) refers to ownership concentration. In
corporate governance theory, concentrated own-
ership correlates with better monitoring and con-
trol, because the more stock one shareholder holds
the more incentives it has to take care about the
company well-being. Large shareholders are more
interested to be informed about the company’s
business and make better use of the voting rights.
It is stated that, mostly in the US, the likelihood of
large shareholders is higher in financial firms than
in non-financial firms. In Europe, differences exist
between UK and continental Europe with respect
to ownership concentration. While in continental
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Europe ownership is concentrated in the UK, the
share of the largest block holding is much lower
on average (Kohler, 2009). Concentrated owner-
ship has the advantage that the management’s and
large shareholders’ interests can be better aligned.
However, another agency problem can occur be-
tween large and minority shareholders.

With respect to compensation, the following dif-
ference is highlighted apart from the previously
mentioned aspect of alignment of the executives’
and the shareholders’ interest. Whereas it is more
common for executives in non-financial firms
to lead the company through reorganizations in
times of financial distress, it is often the case that
in financial firms the executive management is ex-
changed in negative times (Haan & Vlahu, 2013).

Furthermore, general corporate governance liter-
ature usually refers to the concept of market for
corporate control, which is based on the assump-
tion that the threat of hostile takeovers disciplines
the executives of a company to increase firm per-
formance. The theory suggests that executives are
afraid of being substituted by the acquirers. Hence,
as it is mentioned the market for corporate con-
trol plays no role in banks’ corporate governance
(Haan & Vlahu, 2013).

4. IMPLICATIONS

So the question is if stricter regulation in terms of
the SSM can improve corporate governance in the
European banking sector? It was often and explic-
itly stated by regulatory as well as supervisory rep-
resentatives that weak corporate governance was

playing a big part in the emergence of the recent fi-
nancial crisis. For this reason, one of the first reac-
tions to the weaknesses in bank governance from
a European regulatory point of view, the CRR and
CRD IV were precedent-setting. Articles 88-96
of the final CRD IV version of June 26, 2013 (see
Table 1) build the corner stones of ECB’s corpo-
rate governance framework. Whereas Article 88
outlines the general requirements regarding inter-
nal governance, Article 91 refers to the suitability
of the management body, and Articles 92-95 set
out rules for remuneration. The other mentioned
articles contain expectations concerning public
disclosure.

Mehran, Morrison, and Shapiro (2011) describe
the relation between supervisors and bank’s cor-
porate governance as difficult, because “there are
no hard and fast rules, and just when a practice
becomes widely accepted as best practice, excep-
tions of the rules emerge in precisely those firms
most in need of good governance”. Furthermore,
they point out that the priority of regulators and
supervisors should be to bring awareness of safe-
ty and soundness into the banks’ board rooms.
Engagement, expertise and independence are
mentioned as the key principles of board members
best practice with respect to governance. In addi-
tion, supervision shall investigate and increase the
challenging capacity of the executive board mem-
bers to challenge the management as well as the
supervisory board to challenge the decisions and
actions of executives. All of these elements are part
of EC’s Guide to fit and proper assessment, which
will be discussed in the next part of the present
paper. Mehran, Morrison, and Shapiro (2011)
raise a point that is crucial for the whole function-

Table 1. CRD IV — Articles related to governance topics

Source: Own illustration, CRD IV.

Article Title EBA Guidelines
Article 88 : Governance arrangements _:EBA Guidelines on Internal Governance
Article 89 Country-by-country reporting o -
Article 90 Public disclosure of return on assets B -
: Joint ESMA and EBA Guidelines on the assessment
Aticledl  Management body g the sutabiliy of members ofthe management
o : _ ECB Guide to fit and proper assessments
Article 92 : Remuneration policies ‘
Article 93 " Institutions that benefit from government intervention o . .
B : EBA Guidelines on sound remuneration policies
Article 94 . Variable elements of remuneration
Article 95 Remuneration Committee B
Article 96 Maintenance of a website on corporate governance and : B

{ remuneration
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ing of the framework of bank governance and
its dependence on regulation and supervision:
Whereas the board may feel only responsible for
acting in the interest of shareholders, the author-
ities have the objective to add other stakeholders
like creditors, depositors and taxpayers to the
board’s consideration.

Dermine (2011) presents a slightly different view
on this topic by proposing a separation of ac-
countability between the board, who guaran-
tees shareholder’s value maximization, and the
supervisory authorities, who shall defend the
safety and soundness of the banking system. The
interest of the other stakeholders is automatical-
ly defended, when the banks are forced by the
rule makers to act according to a safe and sound
banking environment.

If banking supervision should play an increasing-
ly important role, it has to be considered that su-
pervisors have to be more integrated into the (in-
ternal) governance systems of banks. Arndorfer
and Minto (2015) provide an approach to further
supervisory integration into banking systems by
establishing the ‘four lines of defence’ model of
financial institutions, which is a development of
the common ‘three lines of defence’ model.

One of the requirements set in the SREP
Guidelines with regard to internal governance
refers to the organization and functioning of
the management body. The ECB has also pub-
lished a guide to fit and proper assessment (ECB -
Banking Supervision, 2017d).

The interaction between the EBA Guidelines and
the ECB guide was outlined in a public consulta-
tion (ECB - Banking Supervision, 2017c) follow-
ing the draft version of the guide to fit and proper
assessment (ECB - Banking Supervision, 2016b).
Whereas the EBA provides the regulatory basis
in the single rulebook, the ECB tries to transpose
the rules into practice with this guide and ex-
press their stance on the interpretation. But, the
practical implementation can also give input for
regulation in the other way around. Nevertheless,
ECB’s intention of the guide to fit and proper as-
sessments is to ensure compliance with the le-
gal framework across the participating member
states. As a consequence, the ECB guide is more
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detailed, explains the process which has to be fol-
lowed and gives an indication on which type of
information is needed by the ECB to conduct fit
and proper assessments.

It is undisputed that the quality of the top man-
agement in the banks contributes to the safety
and soundness of the banking sector. It was one
of the claims resulting from the recent financial
crisis that some of those responsible in the bank-
ing institutions were not able to adequately con-
duct all necessary tasks for a proper management
of their banks. ECB in its supervisory role puts
high requirements on the suitability of the super-
vised banks, especially on the significant institu-
tions. As regulated in the SSM Regulation under
Article 6 para. 4, fit and proper assessments in
less significant institutions are fully under re-
sponsibility of national competent authorities
(ECB - Banking Supervision, 2016¢).

Article 91 CRD IV provides the legal basis for the
fit and proper powers of the ECB. As the CRD
IV is a directive, which had to be transposed to
national law, the fit and proper regulation is not
uniform in all 19 Euro area countries. ECB’s
guide to fit and proper assessments, as well as
the related EBA guidelines, seek to harmonize
the rules and have the aim to increase consist-
ency in practice. Furthermore, it is stipulated in
Article 4 para. 1 that ECB has the assignment to
conduct the task of fit and proper assessments
(ECB - Banking Supervision, 2017d).

The process of fit and proper assessments is de-
picted in Figure 3 from an operational point
of view. In general cases, the supervised entity
has to notify the appointment of changes in the
management body and of key function holders.
For significant institutions, it is foreseen that
the notification is provided to the NCAs in the
usual national form. The NCA informs ECB
about the notification and fulfills all further
data gathering and assessment tasks in collabo-
ration with ECB. The responsibility of the final
decision relies on the Supervisory Board of the
ECB and the Governing Council based on the
proposal of the ECB and NCA.

Regarding compensation, excessive risk taking in-
centivized by unreasonable remuneration arrange-
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Source: ECB — Banking Supervision (2016b).

Significant
Institutions

Supervisory
Board

Governing
Council

Figure 3. Stakeholders involved in fit and proper assessments

ments in banks was identified as the main reason in case of shareholders’ approval to 200%. Further
for the recent financial crisis. In summary, the aspects are stricter requirements regarding malus
newly introduced concepts in these guidelines con- and clawback as well as requirements regarding the
cern the relation of fixed and variable compensa- type of instruments used for buying out the varia-
tion. This ratio is limited to 100% in general and ble part of remuneration (EBA, 2016).

CONCLUSION

As one can see, a perceived overshooting of the newly imposed requirements since the publishing
of the Basel III rules is a further highly recurrent criticism. Inevitably, there is a conflict between
high regulation to reduce risk, but leading to high capital costs, and the expectations to adopt the
business models to increase efficiency. A further complicating point for banks’ profitability is the
currently pursued low-interest monetary policy. All in all, it can be said that on the cost side the
burden to comply with regulatory requirements are challenging managers in the banking sector,
whereas the low interest rate environment is impeding banks’ profitability on the revenue side. On
the contrary, there are also voices which claim that the actual level of banking regulation does not
go far enough. Admati and Hellwig (2013) stipulate that the share of equity has to be much high-
er as it is currently required by banking regulation. A uniform leverage ratio of at least 20 to 30%
for all banks is proposed by them. In return, the financial burden caused by comprehensive risk
calculation - e.g. through internal models - disappears, because in this concept no difference is
made between banks with respect to the impact of the risk situation on the required capital ratio.
Admati and Hellwig’s work was controversially discussed and picked to pieces in the recent years.
Also a representative of the ECB joined the discussion and clearly stated that uniformity of capital
requirements is not the key solution, but that there is an individual optimal level for each bank
which depends on measurement of risks (ECB - Banking Supervision, 2017e). Of course, it has to
be ensured that the calculation of capital requirements with the use of internal models is adequate
and reliable. This is the reason why ECB puts its focus on assessing risk modelling in its Targeted
Review on Internal Models.

With respect to the goal of a level playing field for banks it can be claimed that the intention to ac-
complish this target is seen for banking regulation, but is missing for other related fields, e.g. taxa-
tion. Bénassy-Quéré, Trannoy, and Wolff (2014) argue that a unified corporate tax shall be paid by
all significant banks in the SSM on the European level. In application of the goal of harmonization,
a uniform tax rate would have to be applied as a consequence.

In terms of corporate governance, a dangerous aspect of the harmonization ambitions of the regula-
tors is raised by Binder (2015). The objectives of the European Banking Union are, on the one hand,
defining best practice and promoting consistency and, on the other hand, to consider the propor-
tionality principle with regard to the diversity in the market structures and business models. The
intuitive perception of these goals is that they seem to be conflicting. Over the course of time, it can
happen that the ECB’s intention of convergence will lead to more unified and streamlined business
models and governance schemes in supervised banks. The discussion regarding the revision of the
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Basel III framework indicates this perception. The possibility of calculating regulatory capital re-
quirements with internal models could be reduced by applying more standardized approaches or
floors (Magnus, Duvillet-Margerit, & Mesnard, 2017).

Apart from the addressed disagreement regarding the bonus cap in the field of regulation of remuner-
ation and the need of refinements for the Guidelines on Internal Governance and regarding fit and
proper assessment, the general opinion about the European corporate governance framework, as out-
lined in this article, is quite positive. Richter (2014) supports this opinion by concluding his paper with
the statement that the adaptions in the field of risk governance “can be seen as positive”. At the same
time, he brings the issue of proportionality on the table. However, the competent authorities seem to
have understood this general recurring topic of criticism and refer to this point in several discussions
during consultation phases and revise some guidelines with more focus on the proportionality princi-
ple. Regarding the remuneration principles in the CRD IV, respective EBA guidelines and respective
supervisory oversight, it is stated that their impact on risk management can be seen as significant. As
the linking of remuneration regulation to risk governance was a main goal, it can be viewed as suc-
cessful in this first review. The practice regarding transparency is a field where room for improvement
is noted in this study. It will be very important that the involved agencies better cooperate when draft-
ing new regulations, technical standards, guidelines, etc. At the current set-up too many stakeholders
are involved in the processes regarding the definition of the regulatory framework for the European
banking sector. There are discussions on the international level regarding an update of Basel III and at
the same time European legislators decide on a revision of the CRR/CRD IV package. It should be pos-
sible to react faster to detected weaknesses in the regulatory framework and to adopt improved rules
more efficiently than in the current set-up. This kind of two-track issue is also observed in connection
with the guidelines setting approach in the European banking industry. EBA and ECB, both are issu-
ing guidelines stating their opinion on certain topics. In case of the guides concerning Fit and Proper
assessment, it is noticeable that the proceeding of both authorities seems to be not coordinated neither
in terms of content nor in terms of timing. A further issue which is also connected to the regulatory
practice concerns the stability of regulation. It is also important that the regulatory environment in the
banking sector remains stable in the upcoming years, so that the banks and the supervisory authorities
can adopt and define best practices in all related fields. A new wave of deregulation, which was brought
to the table in the US, would make most of the efforts of the past years obsolete. But currently, it can be
assumed that the envisaged new policy changes do not include the intention to weaken the corporate
governance regulations in the US (McLucas & Murphy, 2017).

This study can build the basis for future work in this field, for example, for the analysis of the devel-
opment of key performance indicators over time. In the future, it would also be important for the
European Central Bank to establish profound considerations with academic background in order to
support their practical views by theoretical evaluations in a consistent manner. Hopt (2013) raises a
similar issue by claiming that regulatory activities and academic research should be far more inter-
connected. Another topic which is very much under public attention at the moment is the sector of
financial technologies (FinTech). The consideration by regulators and supervisors are currently at an
early stage in this field, so are the governance requirements for those firms. It is the objective of the
regulatory bodies to make sure that the dealing with every relevant risk in the financial sector - irrel-
evant if originated in traditional banks or FinTechs - is regulated (Dombret, 2016). But the question
is if this trend towards digitalization cannot be utilized for governance processes as well. Regulatory
technologies (RegTech) seem to appear and develop in a comparable manner as FinTechs. RegTech
have the potential to promote innovation, improve the data quality for regulatory reports and reduce
compliance costs with regulatory requirements (EY, 2016). All of these benefits can be incorporated
and coupled with existing governance arrangements. Thus, emerging new types of IT and outsourcing
risks have to be adequately considered in the governance framework. Much more analysis in this field
also in academic research is essential for enhancing efficiency and safety in the banking sector.
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