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FOREWORD

Weak and ineffective governance of systemically 

important financial institutions (SIFIs) has been 

widely cited as an important contributory factor 

in the massive failure of financial sector decision 

making that led to the global financial crisis. In the 

wake of the crisis, financial institution (FI) gover-

nance was too often revealed as a set of arrange-

ments that approved risky strategies (which often 

produced unprecedented short-term profits and 

remuneration), was blind to the looming dangers on 

the balance sheet and in the global economy, and 

therefore failed to safeguard the FI, its customers 

and shareholders, and society at large. Management 

teams, boards of directors, regulators and supervi-

sors, and shareholders all failed, in their respective 

roles, to prudently govern and oversee.

On the subject of governance as it applies to 

FIs, much has been written and said in the past few 

years. Notable among these statements are the 2009 

Walker report (A Review of Corporate Governance 

in UK Banks and other Financial Industry Entities) 

and the Basel Committee’s Principles for Enhancing 

Corporate Governance (2010). Many domestic regu-

lators and stock exchanges have also weighed in with 

new requirements and guidelines for governance. The 

Group of Thirty (G30) applauds these prior initia-

tives and supports not only the spirit of their conclu-

sions but also many of the detailed recommendations 

they contain. The combination of these reports, self-

scrutiny by the firms themselves, and pressure from 

regulatory overseers has already yielded substantial 

changes in governance practice across the financial 

services industry and around the globe.

Why would the G30 wish to add its own voice 

to the body of work already available, in light of 

progress being made?

�� First, no one should presume that FI governance 

is now fixed. It is true that boards are working 

harder; supervisors are asking tough questions 

and preparing for more intensive oversight; 

management has become much more attuned to 

risk management and to supporting the oversight 

responsibilities of the board; and shareholders, 

to some degree, are taking a deeper look into 

their role in promoting effective governance. 

Nevertheless, as this report highlights, highly 

functional governance systems take significant 

time and sustained effort to establish and hone, 

and the G30’s input can help with that effort.

�� Second, in a modern economy, business leader-

ship represents a large concentration of power. 

The social externalities associated with the busi-

ness of significant financial institutions give that 

power a major additional dimension and under-

score the critical importance of good corporate 

governance of such entities. 

�� Third, we note that the prior reports and guidance 

almost always come from a national or regional 

perspective (the Basel Committee report being a 

notable exception), which is understandable as a 

practical matter, but curious given the distinctly 

global nature of the SIFIs, which are appropri-

ately the focus of attention.

Accordingly, in late spring of 2011, the G30 

launched a project on the governance of major 
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financial institutions. The project was led by a 

Steering Committee chaired by Roger W. Ferguson, 

Jr., with John G. Heimann, William R. Rhodes, and 

Sir David Walker as its vice-chairmen. They were 

supported by 11 other G30 members, who partici-

pated in an informal working group. Requests for 

interviews went out from the G30 to the chairs of 41 

of the world’s largest, most complex financial insti-

tutions—banks, insurance companies, and securi-

ties firms. In an extraordinary response, especially 

in light of the pressures on each of these companies, 

36 institutions shared their perspectives and expe-

riences through detailed discussions with board 	

leaders, CEOs, and selected senior management 

leaders. In addition, the project team held discus-

sions with a global cross section of FI regulators and 

supervisors. The majority of these interviews were 

conducted in person, all under the Chatham House 

Rule,1 which encourages candor.

The report is the responsibility of the G30 

Steering Committee and Working Group and reflects 

broad areas of agreement among the participating 

G30 members, who took part in their individual 

capacities. All G30 members (aside from those with 

current national official responsibilities) have had 

the opportunity to review and discuss preliminary 

drafts. The report does not reflect the official views 

of those in policy-making positions or leadership 

roles in the private sector.

The report is wide-ranging in its coverage of the 

composition and functioning of FI boards and the 

roles of regulators, supervisors, and shareholders. 

The focus is on potentially universal core themes but 

acknowledges differences in customs and practice in 

different parts of the world. As regards approaches 

to total compensation, we do not address this 	

subject in detail in this report; the G30 commends 

the Financial Stability Board’s Principles for Sound 

Compensation Practices and fully supports their 

implementation.2 

The G30 undertook its initiative on effective FI 

governance in the hope and expectation that FI board 

and senior management leaders could share action-

able wisdom on the essence of effective governance 

and what it takes to build and nurture governance 

systems that work. We hope this report provides 

a measure of insight and sustenance to those with 

policymaking and operational responsibilities for 

effective governance in the world’s great financial 

institutions.

1	 The rule states that “When a meeting, or part thereof, is held under the Chatham House Rule, participants are free to use the information received, 
but neither the identity nor the affiliation of the speaker(s), nor that of any other participant, may be revealed.”

2	  The complete list of principles can be found at http://www.financialstabilityboard.org/publications/r_090925c.pdf.

Jacob A. Frenkel

Chairman of the Board of Trustees

Group of Thirty

Jean-Claude Trichet

Chairman

Group of Thirty
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What is meant by “governance” in the context of 

a financial institution (FI)?3 Corporate governance 

is traditionally defined as the system by which 

companies are directed and controlled. The OECD 

Principles of Corporate Governance (2004) defines 

corporate governance as involving

“a set of relationships between a company’s manage-

ment, its board, its shareholders and other stake-

holders. Corporate governance also provides the 

structure through which the objectives of the com-

pany are set, and the means of attaining those objec-

tives and monitoring performance are determined.” 4

In the case of financial institutions, chief among 

the other stakeholders are supervisors and regulators 

charged with ensuring safety, soundness, and ethical 

operation of the financial system for the public 

good. They have a major stake in, and can make 

an important contribution to, effective governance.

Good corporate governance requires checks and 

balances on the power and rights accorded to share-

holders, stakeholders, and society overall. Without 

checks, we see the behaviors that lead to disaster. 

But governance is not a fixed set of guidelines and 

procedures; rather, it is an ongoing process by which 

the choices and decisions of FIs are scrutinized, 

management and oversight are strengthened and 

streamlined, appropriate cultures are established 

and reinforced, and FI leaders are supported and 

assessed.

Executive Summary

Why governance matters
The global economic crisis, with the financial 

services sector at its center, wreaked economic chaos 

and imposed enormous costs on society. The depth, 

breadth, speed, and impact of the crisis caught many 

FI management teams and boards of directors by 

surprise and stunned central banks, FI regulators, 

supervisors,5 and shareholders. 

Enormous thought and debate has gone into dis-

covering what caused the global financial crisis and 

how to avoid another. In his much-quoted 2009 

report on the causes of the crisis, Lord Adair Turner, 

chair of the UK’s Financial Services Authority (FSA), 

cited seven proximate causes: (1) large, global macro

economic imbalances; (2) an increase in commercial 

banks’ involvement in risky trading activities; (3) 

growth in securitized credit; (4) increased leverage; 

(5) failure of banks to manage financial risks; (6) 

inadequate capital buffers; and (7) a misplaced reli-

ance on complex math and credit ratings in assessing 

risk.6 A critical subtext to these seven causes is a per-

vasive failure of governance at all levels.

More generally, most observers have agreed that 

a combination of “light touch” supervision, which 

relied too heavily on self-governance in financial 

firms, and weak corporate governance and risk 

management at many systemically important 

financial institutions (SIFIs) contributed to the 

3	 In this report, “financial institutions” are defined to include large banks, insurance companies, and securities firms.

4	 Organisation for Economic Co-operation and Development, OECD Principles of Corporate Governance (Paris: Organisation for Economic 
Co-operation and Development, 2004), 11.

5	 We attempt throughout the report to distinguish the regulatory function from the supervisory function. The regulator sets the rules and regulations 
within which FIs are obliged to operate, while the supervisor oversees the actions of the board and management to ensure compliance with those 
rules and regulations. Confusion arises because both functions are often performed within the same institution (for example, the U.S. Federal 
Reserve and the UK Financial Services Authority).

6	 Adair Turner, The Turner Review: Regulatory Response to the Global Banking Crisis (London: Financial Services Authority, 2009).



toward Effective Governance of Financial Institutions

12

2008 meltdown in the United States. In several key 	

markets, deregulation and market-based supervision 

were the political order of the day as countries vied 

for global capital flows, corporate headquarters, 

and exchange listings. Regulators also missed 

the potential systemic impact of entire classes of 

financial products, such as subprime mortgages, and 

in general failed to spot the large systemic risks that 

had been growing during the previous two decades.

In this context, boards of directors failed to grasp 

the risks their institutions had taken on. They did 

not understand their vulnerability to major shocks, 

or they failed to act with appropriate prudence. 

Management, whose decisions and actions deter-

mine the organization’s risk status, clearly failed to 

understand and control risks. In many cases, spurred 

on by shareholders, both management and the board 

focused on performance to the detriment of prudence.

Effective governance is a necessary complement 

to rules-based regulation. The system needs both. 

Carefully crafted rules-based regulations concerning 

capital, liquidity, permitted business activities, and 

so forth are essential safeguards for the financial 	

system, while effective governance shapes, monitors, 	

and controls what actually happens in FIs.

Ineffective governance at financial institutions 

was not the sole contributor to the global financial 

crisis, but it was often an accomplice in the 

context of massive macroeconomic vulnerability. 

Effective governance can make a significant positive 

difference by helping to prevent future crises or by 

mitigating their deleterious impact. In other words, 

the rewards for investment in effective governance 

are great.

A call to action
Each of the four participants in the governance 

system—boards of directors, management, supervi-

sors, and (to an extent) long-term shareholders—

needs to reassess their approach to FI governance 

and take meaningful steps to make governance 

stronger. This report offers a comprehensive set of 

concrete insights and recommendations for what 

each participant needs to do to make FI governance 

function more effectively.

The G30 is acutely aware that the agendas of FI 

boards and supervisors are crowded, yet we urge 

them to continue to give effective governance one of 

their highest priorities.

�� The financial sector needs better methods of 

assessing governance and of cultivating the 

behaviors and approaches that make governance 

systems work well. Board self-evaluation, espe-

cially when facilitated or led by an outside expert, 

can yield important insight, but it is sobering to 

consider that in 2007, most boards would likely 

have given themselves passing grades.

�� Supervisors now aspire to understand gover-

nance effectiveness and vulnerabilities, but admit 

to having much to learn.

�� Governance experts often describe what good 

governance looks like, but give little thought to 

how to measure or achieve high-performance 

results.

Given the role that inadequate governance played 

in the massive failure of financial sector decision 

making that led to the global financial crisis, it is 

natural that supervisors and stock exchanges are now 

paying great attention to governance arrangements. 

This attention, as a practical matter, often focuses 

on explicit rules, structures, and processes—best 

practices—that governance experts often believe are 

indicative of effective governance. Consequently, 

compliance with best practice guidelines has become 

very important to boards and to overseers charged 

with monitoring and encouraging good governance. 

The G30 hopes this report will contribute 

meaningfully to the body of knowledge on gover

nance and will be a useful tool for those tasked 

with shaping governance systems.
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The essential question of function

Well-implemented governance structures and 

processes are important, but whether and how 

well they function are the essential questions.

Although the temptation to judge governance effec-

tiveness by the extent of conformance to a set of 

perceived best practices can be overwhelming, it 

is also counterproductive. Most studies of gover

nance agree that it is end behaviors, much more 

than frameworks and structures, that matter. “Box-

ticking” neither improves governance nor accurately 

assesses it. Any arrangement can fail, but failures 

are more often caused by undesirable behavior and 

values than by bad structures and forms.

An examination of governance arrangements at 

36 of the world’s largest FIs reveals a wide diver-

sity of approaches, driven by differences in culture, 

law, institution-specific circumstances, the people 

involved, and precedent. This diversity is a good 

thing, since it means that the governance approaches 

are tailored to address the unique circumstances 

of each FI. Greater homogeneity would likely lead 

to poorer governance because the constraints that 

would have to be introduced to ensure homogeneity 

would reduce FIs’ freedom to optimize.

This suggests that all parties with a stake in the 

design, operation, and assessment of governance 

systems must concentrate on the essential question 

of function and let the issue of form recede. 

Behavior appears to be key, and a focus on right 

behaviors means a shift from the “hardware” of 

governance (structures and processes) to the “soft-

ware” (people, leadership skills, and values). This 

means asking questions such as: How does the board 

both engage and challenge management? How does 

it support management in overcoming key difficul-

ties? Are interactions open and transparent? Does 

management help the board understand the real 

issues? What is the attitude of the CEO toward the 

board? Is the relationship between the CEO and 

the chair (where those roles are split) a constructive 

one? Are issues presented to the board in a way that 

is amenable to the application of business judgment? 

What underlying organizational culture and values 

drive behaviors—and how can a desired culture best 

be supported and reinforced?

The art of governance is in making different 

forms function well and adjusting the form to 

enhance function. It takes mature leadership, sound 

judgment, genuine teamwork, selfless values, and 

collaborative behaviors—all carefully shaped and 

nurtured over time.

The board

Boards of directors play the pivotal role in FI 

governance through their control of the three 

factors that ultimately determine the success 

of the FI: the choice of strategy; the assess-

ment of risk taking; and the assurance that 

the necessary talent is in place, starting with 

the CEO, to implement the agreed strategy.

The 2008–2009 financial crisis revealed that manage-

ment at certain FIs, with the knowledge and approval 

of their boards, took decisions and actions that led 

to terrible outcomes for employees, customers, share-

holders, and the wider economy. What should the 

boards have done differently? To answer that ques-

tion, it is helpful to consider the mandate of boards.

Boards control the three key factors that 

ultimately determine the success of an FI: the choice 

of business model (strategy), the risk profile, and the 

choice of CEO—and by extension the quality of the 

top-management team. Boards that permit their time 

and attention to be diverted disproportionately into 

compliance and advisory activities at the expense of 

strategy, risk, and talent issues are making a critical 

mistake. Above all else, boards must take every step 

possible to protect against potentially fatal risks. 

FI boards in every country must take a long-term 

view that encourages long-term value creation in the 

shareholders’ interests, elevates prudence without 
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diminishing the importance of innovation, reduces 

short-term self-interest as a motivator, brings into 

the foreground the firm’s dependence on its pool of 

talent, and demands the firm play a palpably positive 

role in society.

The importance of mature, open leadership by 

a skillful board chair cannot be overemphasized. 

Effective chairs capitalize on the wisdom and advice 

of board members and management leaders and on 

the board’s interactions with supervisors and share-

holders, individually and collectively. Good chairs 

respect each of these vital constituents, preside, 

encourage debate, and do not manage toward a pre-

determined outcome.

Risk governance

Those accountable for key risk policies in FIs, 

on the board and within management, have 

to be sufficiently empowered to put the brakes 

on the firm’s risk taking, but they also play a 

critical role in enabling the firm to conduct 

well-measured, profitable risk-taking activi-

ties that support the firm’s long-term sustain-

able success.

In the financial services sector more than in other 

industries, risk governance is of paramount impor-

tance to the stability and profitability of the enter-

prise. Without an ability to properly understand, 

measure, manage, price, and mitigate risk, FIs are 

destined to underperform or fail. Effective risk gover

nance requires a dedicated set of risk leaders in the 

boardroom and executive suite, as well as robust and 

appropriate risk frameworks, systems, and processes.

The history of financial crises, including the 

2008–2009 crisis, is littered with firms that col-

lapsed or were taken to the brink by a failure of risk 

governance. The most recent financial crisis demon-

strated the inability of many FIs to accurately gauge, 

understand, and manage their risks. Firms greatly 

understated their inherent risks, particularly corre-

lations across their businesses, and were woefully 

unprepared for the exogenous risks that unfolded 

during the crisis and afterward.

Management

Management needs to play a continuous pro-

active role in the overall governance process, 

upward to the board and downward through 

the organization.

The vast majority of governance and control pro-

cesses are embedded in the organizational fabric, 

which is woven and maintained by management. 

The board is dependent on management for infor-

mation and for translating sometimes highly tech-

nical information into issues and choices requiring 

business judgment. Governance cannot be effective 

without major continuing input from management 

in identifying the big issues and presenting them for 

discussion with the board.

Management needs to strengthen the fabric of 

checks and balances in the organization. It must 

deepen its respect for the vital roles of the board 

and supervisors and help them to do their jobs well. 

It must reinforce the values that drive good behavior 

through the organization and build a culture that 

respects risk while encouraging innovation.

Supervisors

Supervisors that more fully comprehend FI 

strategies, risk appetite and profile, culture, 

and governance effectiveness will be better 

able to make the key judgments their man-

date requires.

Supervisors have legally defined responsibilities 

relating to risk control; fraud control; and confor

mance to laws, regulations, and standards of 	

conduct. Supervisors now seek a deeper and more 
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nuanced understanding of how the board works, 

how key decisions are reached, and the nature of the 

debate around them, all of which reveal much about 

the firm’s governance. Most FI boards applaud this 

expansion in the supervisors’ focus from control 

process details to include a broader grasp of issues 

and context. To be effective, however, this expansion 

requires regular interaction among senior people in 

supervisory agencies and boards and board members.

Supervisors need to broaden their perspectives to 

include FI strategy, people, and culture. They should 

focus their discussions with senior management and 

the board on the real issues—through both formal 

and informal communications. But they must also 

maintain their independence and accept that they 

will at best have an incomplete picture. Similarly, 

supervisors must not try to do the board’s job or 

so overwhelm the board and management that they 

cannot guide the FI.

Supervisors have a unique perspective on emerging 

systemic, macroprudential risks and can compare 

and contrast one FI with others. This is vital infor-

mation to develop and share.

Unfortunately, in the policy-making debate, 

the qualitative aspect of supervision is sometimes 

overshadowed by quantitative, rules-based regula-

tory requirements. Clearly, new capital, liquidity, 

and related standards are essential to a more stable 

global financial architecture, but enhanced over-

sight of the performance and decision-making pro-

cesses of major FIs is also essential.

Shareholders

Long-term shareholders can and should 

contribute meaningfully to effective FI 

governance.

Shareholders can contribute meaningfully to the 

effective governance of FIs. Most institutional 

shareholders do not have seats on the board but 

should nonetheless, to the extent possible, be active 

in oversight of governance, commensurate with 

their ownership objectives. Boards and management 

teams should be encouraged to engage seriously with 

shareholders, listen closely, and factor shareholder 

perspectives into decisions.

Values and culture

Values and culture may be the keystone of 

FI governance because they drive behaviors 

of people throughout the organization and 

the ultimate effectiveness of its governance 

arrangements.

Suitable structures and processes are a necessary 

but not a sufficient condition for good gover-

nance, which critically depends also on patterns of 

behavior. Behavioral patterns depend in turn on the 

extent to which values such as integrity, indepen-

dence of thought, and respect for the views of others 

are embedded in the institutional culture. 

In a great FI, positive values and culture are 

palpable from the board to the executive suite to the 

front line. Values and culture drive people to do the 

right thing even when no one is looking. Values and 

culture are a fundamental aspect of the governance 

system, which makes them legitimate and important 

dimensions of inquiry for supervisors. Values and 

culture are also important areas for consideration 

and inquiry by boards. While these soft features 

defy quantitative measurement, they cannot be 

ignored. Anyone spending time in an organization 

quickly develops a clear sense of what drives it: most 

new employees understand the values and culture of 

the institution within a year, and many figure it out 

within just a few months. They instinctively observe 

how values and culture influence day-to-day business 

decisions and personnel choices. Supervisors can do 

likewise.
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Changing the way we think 
about governance
The G30 is not the first to reach the conclusion that 

proper behaviors are the key to effective FI gover-

nance. But this report endeavors to describe those 

essential behaviors and to provide implementable 

ideas for engendering them.

The key to changing the way people behave 

is to change the way they think. Accordingly, the 

paramount aim of this report is to promote among 

board members, management leaders, supervisors, 

and shareholders a practical and productive way 

of thinking about effective governance. Only by 

changing the way people think about governance can 

we successfully induce the specific, tailored changes 

that will enhance governance in each institution.

For example, FI leaders would govern and super-

visors and shareholders would assess governance 

differently if they believed the following:

�� Governance is an ongoing process, not a fixed set 

of guidelines and procedures.

�� Diversity of governance approaches across FIs is 

a virtue, not a vice.

�� To get deeper and deeper into the details of all 

parts of the business may be a choice some boards 

will make, but endless detail is not a prerequisite 

for board effectiveness. Boards will need to dig 

deep selectively, as necessary for understanding.

�� Board independence and challenge should bring 

a high quality and value-additive contribution to 

board deliberation and is not evidenced by the 

number of times a director says no to manage-

ment.

�� Having smaller boards that require greater time 

commitment from their members is a far better 

approach than having larger boards that require 

only modest time commitment.

�� Non-executive directors, sometimes called “out-

side board members,” must bring an independent, 

external perspective.

�� Effectively balancing risk, return, and resilience 

takes judgment. If a risk is too complicated for 

a well-composed board to understand, it is too 

complicated to accept. 

�� Management’s key governance mandate is to give 

the directors the best means of understanding the 

business issues upon which judgment is required.

�� The best board in the world cannot counter

balance a weak internal control and risk 

management architecture.

�� Supervisors need a deep and nuanced understand-

ing of each FI’s strategy, governance approach, 

culture, leaders, and issues.

�� Institutional shareholders will not prevent the 

next crisis, but they can and should engage more 

productively in governance matters.

�� Values and culture are the ultimate “software” 

that determines the behaviors of people through-

out the FI and the effectiveness of its governance 

arrangements.

The list above is not comprehensive. The body of 

the report contains a host of insights and recom-

mendations with the potential to shape thinking on 

effective governance.

* * *
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Report structure  
and core messages
This report is composed of seven chapters, preceded 

by a list of key recommendations. The chapter sub-

jects and messages are as follows.

1.	 Addressing the essential question of function

�� Well-implemented governance structures 

and processes are important, but whether 

and how well they function are the essential 

questions.

2.	 The vital role of boards of directors

�� Boards of directors play the pivotal role in FI 

governance through their control of the three 

factors that ultimately determine the success 

of the FI: the choice of strategy; assessment 

of risk taking; and the assurance that the 

necessary talent is in place, starting with the 

CEO, to implement the agreed strategy.

3.	 Risk governance: A distinctive and crucial ele-

ment of FI governance

�� Those accountable for key risk policies in 

FIs, on the board and within management, 

have to be sufficiently empowered to put 

the brakes on the firm’s risk taking, but 

they also play a critical role in enabling the 

firm to conduct well-managed, profitable 

risk-taking activities that support the firm’s 

long-term sustainable success.

4.	 Deep commitment to governance: A requirement 

from management

�� Management needs to play a continuous pro-

active role in the overall governance process, 

upward to the board and downward through 

the organization.

5.	 The role and responsibility of supervisors

�� Supervisors that more fully comprehend FI 

strategies, risk appetite and profile, culture, 

and governance effectiveness will be better 

able to make the key judgments their 

mandate requires.

6.	 Relationships between FI boards and long-term 

shareholders

�� Long-term shareholders can and should 

contribute meaningfully to effective FI 

governance.

7.	 The impact of values and culture on behaviors 

and decisions

�� Values and culture may be the keystone of 

FI governance because they drive behaviors 

of people throughout the organization and 

the ultimate effectiveness of its governance 

arrangements.
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The essential question of function

Well-implemented governance structures and 

processes are important, but whether and how 

well they function are the essential questions.

1.	 Diversity in governance approaches reflects 

unique circumstances. Everywhere, from the 

United States to Europe to China to Brazil to 

Australia, there is convergence around the core 

roles of the board, management, supervisors, 

and shareholders. However, the specifics of those 

roles vary substantially from firm to firm, and 

from country to country, sometimes subtly and 

sometimes quite starkly. FIs tailor their specific 

model to optimize effectiveness under unique 

circumstances.

2.	 Governance systems are defined by both hard-

ware and software. Governance systems are 

built around a defined architecture comprising 

both “hardware” (for example, organization 

structures and processes) and “software” (for 

example, people, skills, and values). The soft-

ware makes the hardware function.

3.	 Effective governance depends on people and how 

they interact. Effective governance comes down 

to people and how they interact, whether in the 

boardroom, board committee meetings, manage-

ment meetings, or meetings with supervisors and 

shareholders. FIs need to adopt good governance 

practices, and they can learn from the experiences 

of others, but what works best in one situation 

may not work at all in another. FIs can tailor 

governance arrangements, but if they have the 

wrong people, or if those people behave in dys-

functional ways, the arrangements do not matter.

The board

Boards of directors play the pivotal role in FI 

governance through their control of the three 

factors that ultimately determine the success 

of the FI: the choice of strategy; assessment of 

risk taking; and assurance that the necessary 

talent is in place, starting with the CEO, to 

execute the strategy.

Well-functioning boards scrupulously discharge the 

following 10 essential tasks:

1.	 Fashion a leadership structure that allows the 

board to work effectively and collaboratively 

as a team, unified in support of the enterprise. 

Structures differ from one FI to another. There is 

no ideal template. Boards with 8 to 12 members 

are best positioned to encourage candor and 

facilitate constructive debate.

2.	 Recruit members who collectively bring a balance 

of expertise, skills, experience, and perspectives 

and who exhibit irreproachable independence 

of thought and action. Members with experience 

in the CEO role, in finance, and in regulation 

are particularly valuable. Credentials notwith-

standing, interpersonal chemistry is an essential 

determinant of a board’s success.

3.	 Build, over time, a nuanced and broad under-

standing of all matters concerning the strategy, 

risk appetite, and conduct of the firm, and an 

understanding of the risks it faces and its resili

ency. All board members should receive structured 

induction and ongoing training. The clear trend 

toward deeper engagement between directors and 

management and between directors and external 

constituents is to be applauded. 

Insights and Recommendations for 
Enhancing Governance Effectiveness 

of Financial Institutions
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4.	 Appoint the CEO and gauge top talent in the 

firm, assuring that the CEO and top team possess 

the skills, values, attitudes, and energy essential to 

success. A very good CEO is preferable to a “star” 

CEO. The board must confirm the appointment 

of independent members of the executive team, 

including the chief risk officers (CROs) and head 

of internal audit, and should be consulted with 

respect to other very senior appointments. Boards 

should maintain a focus on talent development 

and succession planning, which are critical com-

ponents of organizational stability.

5.	 Take a long-term view on strategy and perfor-

mance, focusing on sustainable success. The 

board has an inviolable commitment to the long-

term success of the firm, which should be viewed 

in a five-to-20-year time frame.

6.	 Respect the distinction between the board’s 

responsibilities for direction setting, oversight, 

and control, and management’s responsibilities 

to run the business. It is misguided and dangerous 

to conflate the responsibilities of management 

with those of the board. The board’s primary 

responsibilities include: (a) reaching agreement 

on a strategy and risk appetite with manage-

ment, (b) choosing a CEO capable of executing 

the strategy, (c) ensuring a high-quality leader-

ship team is in place, (d) obtaining reasonable 

assurance of compliance with regulatory, legal, 

and ethical rules and guidelines and that appro-

priate and necessary risk control processes are 

in place, (e) ensuring all stakeholder interests 

are appropriately represented and considered, 

and (f) providing advice and support to man-

agement based on experience, expertise, and 

relationships. 

7.	 Reach agreement with management on a strat-

egy and champion management once decisions 

have been made. There is an important role for 

the board in strategy, but the real development 

and analysis is clearly an executive function. The 

board challenges and discusses the proposal with 

management, revisions are made, details are dis-

cussed, and eventually a strategy is hammered 

out to which all are fully committed. 

8.	 Challenge management, vigorously and thought-

fully discussing all strategic proposals, key risk 

policies, and major operational issues. Effective 

challenge demands integrity on the part of both 

the board and management. Management must 

accept the board’s prerogatives and respond 

positively rather than defensively. Boards must 

be careful not to undermine their own processes 

with disingenuous motives. Board members who 

challenge just to have their challenge recorded 

are not acting in the interest of the institution. 

9.	 Ensure that rigorous and robust processes are 

in place to monitor organizational compli-

ance with the agreed strategy and risk appetite 

and with all applicable laws and regulations. 

Proactively follow up on potential weaknesses 

or issues. Oversight and compliance are impor-

tant functions of the board, but boards that 

permit their time and attention to be diverted 

disproportionately into compliance and advisory 

activities at the expense of strategy, risk gover-

nance, and talent issues make a critical mistake.

10.	Assess the board’s own effectiveness regularly, 

occasionally with the assistance of external 

advisers, and share this assessment with the lead 

supervisor. Boards should conduct periodic self-

evaluations that include candid and constructive 

feedback on the performance of directors and 

committees. They should discuss the findings 

with their supervisors. Supervisors’ judgments 

regarding governance effectiveness are better 	

informed with a rich understanding of the 

board’s internal findings.
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Risk governance

Those accountable for key risk policies in FIs, 

on the board and within management, must 

be sufficiently empowered to put the brakes 

on the firm’s risk taking, but they also must 

enable the firm to conduct well-managed, 

profitable risk-taking activities that support 

the firm’s long-term sustainable success.

Effective risk governance within FIs requires several 

actions on the part of boards and management teams:

1.	 Establish a board-level risk committee that 

supports the board’s role in approving the 

firm’s risk appetite and that oversees the risk 

professionals and infrastructure. The risk 

committee’s core mission should be to shape 

the firm’s risk appetite within the context of the 

firm’s chosen strategy and then to present it to 

the full board for approval. It must ensure the 

risk culture supports the desired risk profile 

and must ensure risk leaders and professionals 

are capable, empowered, and independent. It 

must also ensure the firm has the necessary risk 

infrastructure in place.

2.	 Ensure the presence of a CRO who is indepen

dent, has stature within the management 

structure and unfettered access to the board 

risk committee, and has the authority to find 

the appropriate balance between constraint and 

support of risk taking. The CRO must have the 

independence, skills, and stature to influence the 

firm’s risk-taking activities. The board should 

approve the appointment of the CRO, and the 

risk committee should annually review the 

CRO’s compensation.

3.	 Determine a risk appetite that is clearly articu

lated, properly linked to the firm’s strategy, 

embedded across the firm, and which enables 

risk taking. The FI’s risk appetite framework 

should frame the choices regarding risks in 

terms of the type of institution the board and 

management are trying to build and sustain, and 

it should clearly link risks and returns. To be 

fully effective, the risk appetite framework must 

be embedded deep within the firm and linked to 

key management processes, such as capital allo-

cation decisions, new product and businesses 

approvals, and compensation arrangements.

4.	 Actively assess and manage the risk culture so 

that it supports the firm’s risk appetite. The risk 

committee and full board play a critical role, with 

management, in ensuring that the risk culture is 

consistent with the firm’s risk profile aspirations. 

The tone set at the top of an FI is important, but 

non-executive directors also need to be attuned 

to the culture deep in the organization and how 

the messages at the top are communicated and 

interpreted by employees. They should seek out 

the views of supervisors and the external auditor.

5.	 Ensure directors have access to the right level 

of risk information so as to see and fully com-

prehend the major risks. FI management must 

strike a balance between being thorough and 

concise in reporting to the board. They must 

avoid overwhelming directors with details, 

while still providing sufficient and unbiased risk 

information.

6.	 Maintain robust risk information technology (IT) 

systems that can generate timely, comprehensive, 

cross-geography, cross-product information on 

exposures. Ultimately, the quality of risk infor-

mation that FI boards and management teams 

receive depends largely on the quality of the 

organization’s IT systems. Ideally, FIs need risk 

IT systems that can gather risk information 

quickly and comprehensively, producing esti-

mates of their exposures within hours.

7.	 Maintain an ongoing focus on emerging risks by 

having a holistic, vigilant view of all major risks, 

strategic and product creep, excess complexity, 
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and areas of overperformance. Boards should 

take a broad perspective when overseeing risk, 

including operational and reputational risks 

that are difficult to measure and mitigate. They 

should look for early warning signs of emerging 

risks arising from increasingly complex organi-

zational structures and products or businesses 

with unexpected overperformance.

8.	 Strengthen the firm’s ability to withstand exog-

enous shocks, recognizing that it is impossible 

to avoid financial stresses when they come. No 

FI is resistant to all possible crises, but judicious 

advance planning and testing increases insti-

tutional robustness. Boards and management 

teams should also examine how their firms have 

reacted to actual unanticipated events in the 

past, since historic reactions can be very infor-

mative about the firm’s resiliency.

Management

Management needs to play a continuous pro-

active role in the overall governance process, 

upward to the board and downward through 

the organization.

For management to play its governance role effec-

tively, it must take the following actions: 

1.	 Be accountable for the daily effectiveness of 

the control architecture. Management must 

establish a control framework designed to 

prevent problems, actively monitor the firm on an 

ongoing basis, and aggressively address issues that 

arise. Management must ensure employees and 

executives adhere to company policy on routine 

decisions. The control framework should be able 

to elevate issues that fall outside the policy so 

that individuals do not navigate around policies 

without proper guidance and supervision.

2.	 Ensure control professionals maintain a compre

hensive view of the firm’s risks, balancing 

prudence with encouragement of sustainable 

risk taking. Strong controls require independent 

control professionals. In some instances, they 

need veto rights. They should not be seen as a 

police force, however, and they need to enable 

controlled risk taking as well as constrain it.

3.	 Educate and inform directors on an ongoing 

basis. The most important thing management 

can do to foster good governance is to give the 

board a reasonable chance of understanding the 

company strategy, risk appetite, and major chal-

lenges the company faces. Management must 

effectively orient new directors and educate 

all directors on an ongoing basis to enable the 

board to ask critical questions of management.

4.	 Focus the governance dialogue on the key issues 

and bring the board early into management’s 

thinking on key decisions. Governance only 

works if management has a process for identifying 

the major issues and presenting them to the board 

for discussion. Management must be unfailingly 

attentive to potential new agenda items for the 

board and its committees and must facilitate 

effective, ongoing communication between the 

board and management on key decisions.

5.	 Expose directors to a broad set of executives 

and employees, both informally and formally, 

so they get an unfiltered view of the company. 

Nothing should hinder communication between 

directors and executives. Directors should be 

free to talk to the executives, and they should 

feel confident and comfortable in doing so—the 

board-management relationship requires no less. 

However, directors should exercise the privilege 

of interaction with management with care.

6.	 Work continually on modeling and supporting 

a culture that promotes long-term thinking, 

discipline, and accountability. In addition to 

explaining what is expected of employees, 

members of management should model the 
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desired behaviors. Boards and management 

should articulate the foundational principles or 

values of the culture and foster their acceptance.

7.	 Encourage a culture of no surprises, the quick 

elevation of issues, toleration of mistakes, 

organizational learning, and punishment of 

malfeasance. Management must be open and 

transparent with the board and should promote 

those qualities throughout the organization. 

Only when management teams share their 

concerns openly, and in a timely fashion, can the 

board understand the issues and provide input or 

direction.

8.	 Build a trust-based environment that supports 

critical challenge and is open to change. Executives 

have to be prepared for tough questioning and 

must understand that it is the board’s duty to 

challenge them. Executives must be ready for the 

board to reject a proposal. Being open to challenge 

is a sign of quality management. Constructive 

challenge is everyone’s responsibility and should 

be fostered across the organization, upward and 

downward.

Supervisors

Supervisors that more fully comprehend FI 

strategies, risk appetite and profile, culture, 

and governance effectiveness will be better 

able to make the key judgments their man-

date requires.

To enable supervisors to play a fully effective role in 

the overall governance process, they need to:

1.	 Understand the overall business, strategy, and 

risk appetite of each FI, and focus on FI reactions 

to real-world events. The expanded objectives 

of many supervisors encourage them to better 

understand the strategies, business plans, prod-

ucts, and risk appetite of the FIs they supervise. 

Supervisors should continue to improve the use 

of stress testing and horizontal reviews, but they 

should also learn how FIs have reacted to real-

world events. Supervisors should look for areas 

where FIs are performing unexpectedly well and 

consider the sustainability of that performance. 

2.	 Develop a sophisticated appreciation of how cor-

porate governance works, including governance 

structures and processes, board composition 

and new director selection, and the internal 

dynamics of effective FI boards. Supervisors 

should seek to understand how effective gover-

nance and board challenge occurs in each FI, but 

supervisors should also safeguard their indepen-

dence, attending board and committee meetings 

only occasionally. They can reserve the right to 

vet and approve new directors, as may be legally 

required, while leaving board building to the 

board chairman and nominating committee.

3.	 Develop trust-based relationships with senior 

executives and directors by regularly engag-

ing them in an informal dialogue on industry 

benchmarks, emerging systemic risks, and 

supervisory concerns. Supervisors’ increasing 

interaction and dialogue with senior executives 

and directors on key strategy, risk, and gover-

nance issues is a positive trend.

4.	 Ensure boards and management govern effec-

tively by setting realistic expectations of FI 

boards and adjusting regulatory guidance 

accordingly. Regulatory guidance should clearly 

articulate distinct roles and expectations for FI 

boards and management. As supervisors develop 

a deeper understanding of the culture and values 

that drive behaviors in FIs, they will be better 

positioned to discuss their concerns or recom-

mendations with FI leaders.

5.	 Avoid overstepping their supervisory role and 

allow the board and management to shoulder 

their respective responsibilities. As supervisors 

expand the scope of their oversight, they should 
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reserve the right to step into decisions historically 

left to management and boards if they determine 

that those decisions present undue risk with 

potential systemic consequences. However, they 

must do so only as a last resort. More frequent 

intervention risks compromising the clear fidu

ciary responsibility of management and the board.

Shareholders

Long-term shareholders can and should  

contribute meaningfully to effective FI 

governance.

To foster good relationships with shareholders, FIs 

need to engage in the following practices:

1.	 Actively listen to shareholder perspectives and 

concerns before issues arise and communicate 

clearly the board’s philosophy on governance 

matters of shareholder interest, including compen

sation, succession, and board composition. 

Dialogue with investors is critical. By engaging in 

active communication, boards will stay abreast 

of shareholder concerns, will be aware of the 

mood of the investor community, and will be in 

a position to preempt unwelcome shareholder 

resolutions through dialogue and early action.

2.	 Recognize that shareholders are a heterogeneous 

group and make every effort to honor share-

holders’ desire to be heard. Shareholders have 

diverse interests and perspectives. The wise 

board must understand divergent objectives and 

strike the right balance for the long-term success 

of the institution.

3.	 Thoughtfully manage their interactions with 

shareholders in the interest of clarity of message. 

Most FIs routinely involve only a small handful 

of non-executive directors in shareholder 

conversations, which is a reasonable approach. 

Discussions with shareholders need to be 

consistent, and the possibility of confusion or 

ambiguity increases as the number of voices in 

the process goes up.

4.	 Decide when to resist shareholder demands, 

including those raised by proxy advisers, and 

when to accede to them. Not all shareholders 

will be happy with the firm’s governance philo

sophy and plans. Unhappy shareholders may 

file or threaten to file resolutions at the annual 

meeting. The board must choose and defend a 

position in the long-term interests of the insti-

tution, which is its primary responsibility, even 

though that position may sometimes run con-

trary to the wishes of certain shareholders.

The following points are also worth noting:

5.	 The UK’s Financial Reporting Council has put 

forward a useful shareholder code, 7 and the 

International Corporate Governance Network is 

supporting similar work. Institutional investors 

globally would do well to carefully consider 

the work of both organizations. They should 

comply with the Financial Reporting Council’s 

Stewardship Code whenever compliance is 

consistent with the investor’s aims and the 

constraints under which it operates. 

6.	 Shareholders have an important role to play 

in shaping governance arrangements at FIs. 

Shareholders can ask probing questions about 

governance, offer helpful observations, and 

otherwise support the FI. They not only have a 

right to be heard, they have an important voice 

in the governance process. 

7	 The UK Stewardship Code can be found at http://www.frc.org.uk/corporate/investorgovernance.cfm.
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Values and culture

Values and culture may be the keystone of 

FI governance because they drive behaviors 

of people throughout the organization and 

the ultimate effectiveness of its governance 

arrangements.

Although values and culture cannot always be 

measured quantitatively, they impact governance 

effectiveness in powerful ways and therefore should 

be a major focus for the supervisor. The following 

views and recommendations highlight the impor-

tance of values and culture and the hard work 

involved in getting them right:

1.	 Honesty, integrity, proper motivations, inde-

pendence of thought, respect for the ideas of 

others, openness/transparency, the courage to 

speak out and act, and trust are the bedrock  

values of effective governance.

2.	 It is for the board of directors to articulate and 

senior executives to promote a culture that 

embeds these values from the top to the bottom 

of the entity. Culture is values brought to life.

3.	 Well-functioning boards set, promulgate, and 

embed these values, commonly in the form of 

a code, so that directors, senior executives, and 

all other employees in an entity are fully aware 

of the standards of behavior that are expected of 

them.

4.	 Because of their power to influence behavior 

and the execution of the FI’s strategy, values and 

culture are essential dimensions of inquiry and 

engagement for supervisors. Major sharehold-

ers or their fund managers should be attentive to 

the culture of an entity when making investment 

decisions and engaging with an investee board.





Chapter 1

Addressing the Essential  
Question of Function
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Well-implemented governance structures and processes are important, 

but whether and how well they function are the essential questions. 

organizations that assures clear management 

accountability

�� A constructive and rigorous supervisory arrange-

ment

�� Shareholders who have an appropriate voice and 

who exercise their rights and obligations.

Diversity in governance 
approaches reflects 
unique circumstances
Around the world, there is convergence regarding 

the core roles of the board, management, super

visors, and shareholders, and general consensus on 

the responsibilities inherent in good governance. 

For example, it is generally agreed that effective 

governance requires that shareholders meet periodi

cally and have the ability to elect independent 

directors; that the board of directors be competent, 

engaged, and capable of challenging management 

and replacing the CEO, if necessary; that there be 

rigorous risk controls independent from the rev-

enue producers in management, and processes that 

ensure compliance with applicable laws and regula-

tions; and that those processes and information be 

transparent to supervisors and board members.

However, the way this works varies substantially 

from firm to firm, sometimes subtly and sometimes 

quite starkly. For example:

�� Unitary boards (for example, in North America) 

operate very differently from two-tier boards 

(for example, in Germany, Switzerland, and the 

Netherlands). Additional board structures play 

a key role in China, Italy, and Japan. These 

approaches have been examined in great detail 

over the years, optimized, and found to be “fit 

for purpose.”

FI governance aims to support the long-term success 	

of the entity and ensure that vigorous entrepre-

neurial initiative is kept in line by a set of checks 

and balances so that the legitimate goals of all stake-

holders are represented, balanced, and satisfied to 

the fullest extent possible. Many methods can be 

successful: a study of governance arrangements at 

36 of the world’s largest FIs reveals a wide diver-

sity of approaches, driven by differences in culture, 

law, institution-specific circumstances, the people 

involved, and precedent. 

This report focuses primarily on the governance 

of unitary boards, but the same elements that are 

critical to effective governance arise equally for 

two-tier boards, albeit within a different structure. 

These prominently include the quality of strategic 

review, the quality of the decision making on risk 

appetite, and maintenance of appropriate relation-

ships with the supervisor and major shareholders.

While key processes differ in two-tier boards 

in Germany, Switzerland, and the Netherlands, 

a generic characteristic of governance in two-tier 

boards is that the greater the confinement of the 

supervisory board role to one of monitoring, the 

greater will be the reliance placed on the executive 

board for decisions on matters of strategy, risk appe-

tite, and supervisory and shareholder relationships. 

Any approach has the potential for failure, but 

these failures are more often caused by defective 

behavior or values than by bad structures or forms.

A governance system should be judged by how 

well it functions. A functional governance system 

requires the following elements:

�� A board of directors that carries out its vital role

�� A set of management protocols for governing 

and controlling operations in huge and complex 
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�� How to configure the leadership of the board 

(that is, how best to distribute roles and respon-

sibilities among the CEO, chair, vice-chair, and 

lead or senior independent director) has been 

thoroughly debated. Studies prompted by the 

financial crisis have found no correlation between 

the model chosen and relative success.

�� Board size varies from fewer than 10 members to 

more than 20.

�� Board composition (skills, number of executive 

directors, diversity) varies. FIs strike a balance 

among the many competing goals in a tight 

market for talent in many different ways.

�� Depth of directors’ engagement and the con-

comitant time required of them and of the board 

chair vary substantially. The bare minimum time 

required of a non-executive director has increased 

markedly; a requirement of 40 to 50 days a year 

is not unusual. Some governance approaches 

require far more time.

�� Depth of supervisors’ engagement, including 

their role in vetting and approving management 

leaders and board members, their participation 

in board meetings, and their mode of interaction 

with management and the board vary.

Although to some, this diversity may seem untidy, 

it arises from the need to deal with unique circum-

stances. Greater homogeneity might in some cases 

result in poorer governance because the constraints 

that would have to be introduced to bring about 

homogeneity would reduce FIs’ freedom to optimize.

Governance systems are defined 
by both hardware and software 
An analogy from information systems is informative 

for understanding governance systems. Both infor-

mation and governance systems are built around a 

defined architecture. Each comprises certain “hard” 

components (hardware) and “soft” components 

(software). The software enables the hardware to 

function.

�� In the case of FI governance systems, the hard-

ware includes the organizational structures and 

processes involved in governance. Many of these 

architectural features are described in governance 

guidelines and are amenable to check-the-box 

confirmation. For example: Does the board have 

a risk committee? Is there a chief risk officer, 

independent of line-of-business heads? Is there 

a duly constituted board, and does it include 

independent, non-executive directors? Does the 

board receive complete and timely information? 

Is there a division of responsibilities at the top 

of the company (that is, a chair/CEO split)? Is 

there a formal process for appointment of new 

directors? Is a board assessment process in place? 

Are risk control processes in place? Does the 

board disclose its remuneration policy? Does the 

board communicate with shareholders? A positive 

answer to all these questions, while encouraging, 

says very little about whether governance actually 

functions effectively.

�� FI governance software comprises the arts, skills, 

and people that make the hardware functional. 

Judgments regarding the software’s efficacy are 

often subjective and based on observations that 

are not always easy to make. For example: Does 

the board engage with and challenge manage-

ment? Are interactions open and transparent? 

Does management give the board a reasonable 

chance of understanding the real issues? Is the 

CEO’s attitude toward the board respectful and 

open? Is the relationship between the CEO and 

the chair (where those roles are split) a construc-

tive one? Are issues presented to the board in a 

useful, practical manner conducive to the appli-

cation of business judgment? Does the supervisor 

understand how a board works?
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	 	Affirmative answers to these questions tend to 

be good predictors of governance effectiveness.

The overall performance (effectiveness) of the system 

is determined by the combination of hardware and 

software. They must function coherently and drive 

the desired behaviors. A change in one component 

will cause changes in the others.

Effective governance depends on 
people and how they interact
It can be tempting, when one finds an FI with an 

effective governance system, to hold it up as a model 

for others to emulate. But unique circumstances 

make that tricky. Adopting another FI’s governance 

best practice may not necessarily be advisable, 

because what works best in one situation may not 

work at all in another.

Effective governance comes down to the people in 

the room and how they interact, whether that inter-

action is taking place in the boardroom, board com-

mittee meetings, management meetings, or meetings 

with supervisors and shareholders. FIs can tailor 

and optimize governance arrangements, but if they 

have the wrong people, or if those people behave in 

dysfunctional ways, the arrangements will not save 

them. Leadership makes a huge difference. 

* * *

The art of governance is in making different forms 

function well and adjusting the form to enhance 

function. It takes mature leadership, genuine team-

work, selfless values, and collaborative behaviors—

all carefully shaped and nurtured over time. There 

is no blueprint that is a panacea, but the following 

chapters of this report, which draw on extensive 

discussions of unprecedented scope and breadth 

with FI leadership from across the globe, describe 

governance principles and generally accepted good 

practices that can apply to all FIs.

The G30 believes the insights and recommenda-

tions in each of the remaining six chapters will be of 

assistance to boards, management, supervisors, reg-

ulators, and shareholders as they grapple with how 

to assess and enhance the efficacy of corporate gov-

ernance structures and culture within their firms.



Chapter 2

The Vital Role of 
Boards of Directors
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Boards of directors play the pivotal role in FI governance through their 

control of the three factors that ultimately determine the success of the 

FI: the choice of strategy, assessment of risk taking, and assurance that 

the necessary talent is in place, starting with the CEO, to implement 

the agreed strategy.

4.	 Appoint the CEO and gauge top talent in the 

firm, assuring that the CEO and the top team 

possess the skills, values, attitudes, and energy 

essential to success.

5.	 Take a long-term view on strategy and perfor-

mance, focusing on sustainable success.

6.	 Respect the distinction between the board’s 

responsibilities for direction setting, oversight, 

and control, and management’s responsibilities 

to run the business.

7.	 Reach agreement with management on a strategy 

and champion management once decisions have 

been made.

8.	 Challenge management, vigorously and thought-

fully discussing all strategic proposals, key risk 

policies, and major operational issues.

9.	 Ensure that rigorous and robust processes are in 

place to monitor organizational compliance with 

the agreed strategy and risk appetite and with 

all applicable laws and regulations. Proactively 

follow up on potential weaknesses or issues.

10.	Assess the board’s own effectiveness regularly, 

occasionally with the assistance of external 

advisers, and share this assessment with the lead 

supervisor.

These 10 determinants of board effectiveness are 

discussed in depth below.

For many people, corporate governance is synony-

mous with the board of directors, which, indeed, 

can be thought of as the nexus of governance, given 

its management oversight and control function and 

its fiduciary responsibilities to stakeholders.

During the 2008–2009 financial crisis, manage

ment at certain FIs, with the knowledge and 

approval of their boards, took decisions and actions 

that led to terrible outcomes for employees, share-

holders, and the wider economy. Several of those 

FIs no longer exist or have been absorbed by others, 

and some have been put under conservatorship or 

temporary government control as a consequence of 

egregious failures of judgment and, in many cases, 

the failure of effective governance. What should 

their boards have done differently? To answer 

that question, it is helpful to consider what is the 	

mandate of boards.

Well-functioning boards scrupulously discharge 

the following 10 essential duties:

1.	 Fashion a leadership structure that allows the 

board to work effectively and collaboratively as 

a team, unified in support of the enterprise. 

2.	 Recruit members who collectively bring a balance 

of expertise, skills, experience, and perspectives 

and who exhibit irreproachable independence of 

thought and action.

3.	 Build, over time, a nuanced and broad under-

standing of all matters concerning the strategy, 

risk appetite, and conduct of the firm, and under-

standing of the risks it faces and its resiliency.
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1. Fashion a leadership 
structure that allows the 
board to work effectively and 
collaboratively as a team, unified 
in support of the enterprise.
When considering necessities for an effective board, 

the importance of a skillful chair’s mature, open 

leadership cannot be overemphasized. Effective chairs 

manage to get the very best out of the members, 

individually and collectively. They respect the 

members, preside, encourage debate, and do not 

manage toward a predetermined outcome. As for the 

board as a whole, successful boards work well as a 

team, in the fullest sense of that word, achieving far 

greater impact than could a well-meaning collection 

of talented individuals working on their own. The 

choices of leadership structure and board size are 

important. 

Leadership structure
The leadership structure of boards varies substan-

tially across countries and companies. Structure 

includes defining the roles of the chairman and 

CEO; establishing committees and their charters; 

and defining additional roles, such as vice-chair(s), 

deputy chair(s), senior independent director, and 

lead or presiding director.

Roles of the chairman and CEO

Splitting the role of chairman and CEO has become 

the most common practice globally. A combined 

chair/CEO is not permitted by law in some countries.

There is compelling logic for splitting the two 

roles:

�� If the job of the board is to control management, 

then an irresolvable conflict of interest arises 

when the most powerful board member (the 

chair) is also the most powerful member of man-

agement (the CEO).

�� In a complex, global FI, the responsibilities 

of chairing the board constitute a substantial 

workload, requiring a minimum of 35 percent 

time commitment, and typically much greater. 

Meanwhile, the pressures and breadth of respon-

sibility borne by the CEO have grown almost 

beyond the capacity of a single person. To ask 

one person to ably fulfill both the role of CEO 

and the role of chair seems unreasonable.

�� Combining roles concentrates too much power in 

a single person.

Splitting the roles is strongly encouraged. A com-

bined role may be acceptable if the board appoints a 

lead or senior independent director with the respon-

sibility and authority to act as though he or she were 

the non-executive chairman under circumstances 

that call for greater independence. It is worth noting 

that the majority of examples of the combined role 

are found in the United States.

Responsibilities, time commitments, 
and additional roles

Where the board chair and CEO roles have been 

split, one observes a broad spectrum of approaches 

to the chair’s core responsibilities and the time 

required to fulfill those duties. In general, the board 

chair, the lead director, and committee chairs are 

required to spend more time in their roles than is 

required of other board members. This is a generally 

accepted good practice and should be encouraged in 

all FI boards.

Some chairs serve in a full-time capacity and 

others in a part-time capacity. Those that serve 

part-time tend to view themselves as the leader of 

the governance process and as a mentor and adviser 

to the CEO. Those that serve full-time believe the 

chairman of the board needs to be powerful, needs 

access to all information, and must be in constant 

dialogue with management and with other board 

leaders. Whether a part-time or full-time chair is 
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better depends on the various dimensions of board 

structure and process and on how people work 

together in any given FI’s individual case.

Board committees

Various regulatory and stock exchange rules and 

regulations speak to the committees FIs should 

maintain. In addition, certain commonalities are 

evident:

�� Almost every FI now has a separate risk commit-

tee, and many did prior to 2008. Its role is crucial, 

as is the manner in which it engages with man-

agement, especially the CRO, the CEO, and the 

heads of lines of business. (For more detail, please 

see Chapter 3: Risk Governance: A Distinctive 

and Crucial Element of FI Governance.)

�� The audit committee plays a substantial role, 

even after divesting itself of some risk responsi-

bilities.

�� The compensation or human resources (HR) 

committee has an increasingly high profile.

�� The nominating and governance committee 

plays a critical role in the oversight and con-

tinuous improvement of board governance, and 

also in shaping, with the chair, a vibrant board 

composed of complementary, collaborative, and 

committed directors.

�� Some FIs have strategy committees and a variety 

of other committees, as well.

�� While much of the work of the board gets done 

in committees, all of the important decisions are 

taken by the board.

The exact complement of committees will vary 

by FI, but it is important not to have too many, 

because that can diffuse the responsibility of the 

board, particularly if the committees’ actions are 

not well coordinated.

Committee chairs play an important role: they 

must set the committee’s agenda, act as the primary 

interface with management, lead the committee to 

a deep understanding of the business issues and 

choices before it, communicate the committee’s 

messages and recommendations to the chairman 

and then to the full board, and follow up.

Board size
Among the FIs interviewed for this initiative, board 

size ranged from a minimum of eight members to 

a maximum of 23. The average board size was just 

over 14, and the most frequent number on the board 

was 16. Where executive directors are permitted by 

law, it is advisable to keep their numbers to a bare 

minimum relative to non-executive directors.

There may be legal or pragmatic reasons for larger 

boards, or larger boards may simply be preferred. 

A larger board may be necessary in the following 

cases:

�� When important multiple shareholder interests 

require representation

�� When there are executive board members who 

are essential to effective function

�� When geographic scope makes foreign nationals 

an important board asset

�� To imbue the board with gender and ethnic diver-

sity, which can be considered vital.

However, the bigger a board gets, the more diffi-

cult it is to manage. Meetings can get out of control 

or become so structured that it is difficult to have 

effective debate. Ultimately, the right size of the 

board depends on those seated around the table and 

how they interact, but on balance, smaller boards 

that require a greater time commitment from their 

members are better than larger boards that require 

a more modest commitment.
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 A board of 10 to 12 members can operate effi-

ciently, cohesively, and decisively. It is also easier to 

get input from everyone if the board is smaller, and 

smaller boards tend to be a more intimate and com-

fortable with candor. On larger boards, bad news 

tends to stay just below the surface. Making just 

this point, one chairman observed, “The bigger the 

crowd, the better the news.”

Some board chairs point to the need to populate 

as many as six or seven committees as a reason to 

expand the board, but perhaps most would agree, 

upon reflection, that letting committee structure dic-

tate the number of board members is not advisable. 

2. Recruit members who 
collectively bring a balance of 
expertise, skills, experience, and 
perspectives and who exhibit 
irreproachable independence 
of thought and action.
FIs need balanced boards that include individuals 

with diverse experience and perspective. FI expertise 

will be an asset, but other experience is also both 

valuable and necessary. CEOs tend to make excel-

lent board members, as do former senior regulators 

and supervisors. Independence of mind is essential, 

as are judgment and maturity.

Diversity and expertise
In the wake of the crisis, FIs have been pressured 

to increase the number of board members with sig-

nificant financial experience. While FI perspectives 

from the board can be helpful as a counterpoint to 

executive views, the board’s function is not to out-

debate the executive on technical issues. Although 

board and risk committee chairs can generally ben-

efit from prior FI experience, in some cases a board 

or risk chair with outstanding leadership skills, 

credibility, and independence will be a superior 

choice to a former FI executive.

Indeed, in some countries and in some FIs, the 

board may have become overweighted with FI exper-

tise. Too many FI veterans can lead to groupthink. 

In addition, too many FI veterans on the board or 

on specific committees, such as the risk committee, 

can overwhelm those without extensive FI experi-

ence. Furthermore, it has become very difficult to 

recruit outstanding individuals with FI experience, 

and in some jurisdictions this has become an over-

whelming constraint. 

But board members with other sorts of experi-

ence can also benefit the board. Members with 

vitally important geographic and customer segment 

expertise, for example, can lend critical advice and 

insight. They represent the perspectives of clients 

and customers and understand the dynamics of 

those markets. Others bring great functional experi-

ence—information technology provides an obvious 

example. Diversity extends as well to gender and 

ethnic considerations, not as a concession to polit-

ical correctness, but because an indispensible char-

acteristic of an effective board is its openness to 

different ideas, ways of thinking, and points of view.

Current or recently retired CEOs
Current or recently retired CEOs may bring an 

invaluable perspective and the ability to challenge 

with credibility.8 While more board members today 

are willing to stand up to a strong-willed CEO, 

former or current CEOs have executive experience 

that gives their criticisms more weight. Unfortu-

nately, a committee chairmanship may demand 

more time than a sitting CEO can make available. 

Nevertheless, if a willing candidate can be found, 

including current CEOs on the board makes sense.

8	 To be clear, we are advocating the general skills of an experienced CEO, not suggesting that the former CEO of the FI should become a member of 
its board upon retirement.
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Former senior supervisors and regulators
FI boards and regulators/supervisors play comple-

mentary roles in governance, combining to exercise 

prudent restraint and add wisdom to key decisions. 

With due recognition of the latent dangers of 

“revolving door” placements of former regulators 

and supervisors into firms they once oversaw, the 

perspectives of those who have held senior positions 

in government can be extraordinarily helpful to 

effective board governance.

Independence of mind
Independence is an indispensible trait in board 

members: independent board members can resist the 

pressure to be accommodating and thereby exercise 

uncompromising oversight. With only rare excep-

tions, directors must be economically independent 

and not reliant on the income they receive for their 

service on the board. Independence needs to be tem-

pered by a common, shared agenda and a shared per-

spective on what the organization is trying to achieve.

Judgment and maturity
Board members need the skill and experience to 

know how to intervene effectively in a given situa-

tion while not attempting to overstep bounds. They 

must know how to challenge without undermining 

respect, and they must be able to recognize when 

matters need further discussion and investigation.

Building the board
It has become increasingly difficult to assemble the 

skills and personalities necessary for an effective 

board, and it is likely to become even more difficult. 

Talented FI executives without competitive conflicts 

are scarce. Fewer and fewer CEOs are willing to 

allocate the time and accept the legal accountability 

board membership entails. The candidate pool often 

includes many people who have not been CEOs, 

who are no longer in the business, or who have not 

been involved in global businesses. Their ability to 

contribute, based on other experiences and exper-

tise, tends to be more targeted.

The intangible element of chemistry plays a huge 

role in a board’s effectiveness. The personalities 

involved are key, so that element, too, must be 

considered.

The suitability of each potential new member 

must be assessed against the board’s current com-

position, the plan for adding or strengthening key 

dimensions of the board, and with adequate atten-

tion to the pool of candidates available and the 

delicate but distinct trade-offs among them. This is 

an ongoing process of review and renewal. The role 

of the nominating and/or governance committee 

is crucial in this process. The decision requires 	

balanced judgment.

3. Build, over time, a nuanced 
and broad understanding of all 
matters concerning the strategy, 
risk appetite, and conduct of the 
firm, and an understanding of the 
risks it faces and its resiliency.
FI board members must gain the understanding they 

need to make good choices and decisions. They must 

understand the financial industry, the competitive 

and regulatory landscape, the firm’s own balance 

sheet and risk profile, and the leadership team. How 

does a board arrive at that understanding, and how 

much understanding is enough?

Not so many years ago, boards tended to be com-

posed of a mix of executive and non-executive direc-

tors, with executives occupying half or even more 

of the board seats. Executive members brought 

detailed knowledge, and non-executive members 

brought external experience. In recent years, the 

global trend has been away from executive members 

on the board, the thinking being that non-executive 
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members are better able and more likely to challenge 

management proposals, while executives can always 

be called upon to provide expertise as needed 

without being given a directorship.

With regard to non-executive directors, it bears 

remembering that FI experience alone is not enough 

to ensure that non-executive directors understand 

all that they need to know on the board. They may 

have come from firms that are quite different from 

the institution in question; furthermore, FI industry 

understanding becomes outdated rather quickly.

The board must understand not only the issues 

and choices FIs face, but also the quality and capa-

bilities of the leadership team. The board needs to 

meet the management team—at dinners, in meetings, 

informally—so it can be sure the members of the 

team are capable of executing their jobs. What are 

their weaknesses? Is there a sufficient pool of succes-

sors for key management roles—not only the CEO, 

but other key positions as well—to draw on when the 

need arises? Interacting regularly, but not intensively, 

with management can yield meaningful insight. 

Understanding comes from three primary sources: 

initial education and ongoing training, engagement 

with management, and engagement with external 

constituencies.

Initial education and ongoing training
New board members, even those with significant 

boardroom experience, need a thorough program 

of initial education in order to be effective. This 

critical period of learning should last at least a year 

and perhaps longer.

Board members should learn the history of the 

institution—not simply the last few years, but back 

25 or even 40 years. They should also be thoroughly 

familiar with the position of the FI today and its 

aspirations for the future. Familiarity with the find-

ings and conclusions of the most highly regarded 

equity analysts is essential and is an effective way to 

gain an external perspective on issues.

Getting up to speed is a challenge; staying abreast 

of developments in this fast-moving sector requires 

continual effort. Great boards invest substantial 

time and effort in ongoing training, outside of board 

and committee meeting time, focused on new and 

newly relevant issues. These might include regula-

tory developments and their implications, emerging 

risks, and regular deep tutorials on key issues in the 

environment or within the firm.

Board engagement with management
FI boards are more deeply engaged with the details of 

the business than they were five to 10 years ago, and 

they depend on management for the vast majority 

of the information they receive. Management must 

provide the right information, with the right level of 

detail, and with as little bias as possible.

The nature and level of board members’ engage-

ment with management and the amount of time they 

commit to their board duties varies greatly. In some 

cases, the board is so active that the only question is 

whether it is going too far. The board must respect 

that management runs the company on a day-to-day 

basis and management therefore bears responsibility 

for the firm’s outcomes.

For some boards, an intimate relationship with 

management works best, while for others, main-

taining a certain distance, keeping the onus on man-

agement to surface issues and provide information, 

has proven to be the best approach. Irrespective of 

style, an effective board must engage as deeply as 

needed to understand how the business is running, 

how risk appetite is working in practice, and how 

management is performing.

Board engagement with 
external constituencies
Board members should be encouraged to engage 

with external constituencies—supervisors and 

shareholders.



toward Effective Governance of Financial Institutions

38

Supervisors are actively seeking a deeper and 

more nuanced understanding of how the board 

works, how key decisions are reached, and other 

factors relevant to effective governance, and direc-

tors can respond by engaging in more unscripted, 

interactive discussions with supervisors, held on a 

more routine basis. Over time, a director can impart 

substantial understanding of how the governance 

system is working and the key issues being addressed. 

In return, directors gain an understanding of the 

supervisor’s perspectives and concerns, unfiltered 

by management. Directors should closely coordinate 

with management regarding these interactions and 

interactions with other external constituents, how-

ever. (For more detail on board engagement with 

supervisors, please see Chapter 5: The Role and 

Responsibility of Supervisors.)

Engagement with shareholders must be, of neces-

sity, more selective, but the benefit of that engage-

ment is a deeper understanding of shareholders’ 

views and the opportunity to share the board’s 

thinking on matters of concern. (For more detail 

on board member engagement with shareholders, 

please see Chapter 6: Relationships between FI 

Boards and Long-term Shareholders.)

4. Appoint the CEO and gauge top 
talent in the firm, assuring that 
the CEO and top team possess 
the skills, values, attitudes, and 
energy essential to success.
A fundamental role of the board is the appointment 

of the CEO. Even the best strategy may prove useless 

absent a talented leadership team, headed by a CEO 

who is capable of executing it. Generally, the board 

plays the pivotal role of hiring and firing the CEO, 

although in some jurisdictions regulatory authori-

ties vet candidates and approve the final selection, 

attesting to the chosen candidate’s “fit and proper” 

credentials.

Choosing the CEO
Succession planning for the CEO is of critical impor-

tance. In many cases, an internal candidate offers 

powerful advantages over a candidate from outside 

the firm. Internal candidates are more familiar with 

the FI, its strategy, its strengths and weaknesses, 

and its people, and the board is more familiar 

with an internal candidate’s character, capabilities, 

weaknesses, internal reputation and respect, and fit 

with the challenges facing the institution. In other 

cases, particularly where a break from the past is 

required, an external candidate will be the superior 

choice. A candidate field that includes both internal 

and external candidates typically yields the greatest 

confidence in the ultimate choice. 

Given a choice between a very good CEO and a 

“star” CEO, the former is preferable to the latter. 

Very good CEOs tend to get the job done reliably, 

without undue fanfare. They share credit and build 

support internally and externally. They listen well 

and balance decisions carefully. They care much 

more about doing the right thing than about being 

right. Star CEOs, by contrast, may conflate the FI’s 

success with their personal goals. They may advance 

their own ideas in preference to listening to the good 

ideas of others, and they may start to believe their 

own press. They can come into tension with board 

members, including the chair. A CEO should avoid 

star-like behaviors in the interest of the FI.

An essential determining factor of effective gover

nance is the CEO’s attitude toward the board. The 

CEO must respect the board’s role and prerogatives 

and must accommodate and even encourage the 

board’s challenges and questions.

For its part, the board must monitor the CEO to 

assure his or her continued suitability. CEOs change 

over time—many for the better, but some for the 

worse. Their views on the business may become 

rigid, and they are susceptible to hubris. Their 

implicit priorities can subtly shift from the FI to their 

own legacy. Boards must not blindly assume that the 
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CEO remains fit and proper; they must not permit 

a sense of loyalty to interfere with a dispassionate 

assessment of performance. Boards must always be 

cultivating successors. CEOs without a viable set of 

successor candidates and a strong executive team 

are particularly vulnerable to “imperial” attitudes 

and behavior.

Gauging senior leadership
In addition to hiring and firing the CEO, the board 

of directors should be consulted on senior-level 

appointments. Building the top team is certainly 

a core CEO responsibility, and an effective board 

should be wary of meddling, but a wise CEO will 

seek counsel. At a minimum, the board must confirm 

the appointments of corporate officers for whom 

independence from line of business management is 

critical. These typically include the internal auditor, 

the chief financial officer, the chief risk officer, the 

chief compliance officer, and the chief legal officer.

While some senior appointments are planned and 

others are unplanned, the CEO and the board must 

be prepared for all of them, which means that FIs 

must have robust talent tracking and development 

programs in place. The best of these systems not 

only assess individual performance and capability 

compared with peers inside the firm, they include 

external benchmarking. These systems let the board 

know where the FI has outstanding talent relative to 

competitors and where gaps may exist.

In addition, board members must be afforded 

many and diverse opportunities, over time, to gain 

direct, personal familiarity with key senior man-

agers. Board members’ insights into the character 

and capability of the leadership team are vital to 

effective governance.

Many compensation or HR committees are by 

charter responsible for leadership development. One 

unfortunate consequence of the important, and 

public, issues related to pay structures, levels, and 

policies, however, is that some of the compensation 

committee’s attention has been diverted away from 

matters of talent development. To the extent that this 

is true, committee chairs and full boards must pick 

up the slack, since talent is a critical prerequisite for 

the firm’s success and safety.

Making compensation arrangements 
for the CEO and executive leaders
Alongside the board’s role in gauging top talent in 

the firm is its crucial responsibility to set the struc-

ture and levels of pay for the CEO and the top team, 

and to approve the design of pay arrangements 

deeper in the organization.

Careful structuring of incentives and compensa-

tion are essential to properly align the goals of the 

executive talent leading a firm with the strategy iden-

tified and championed by the board. Compensation 

practices appropriate for each firm are a significant 

factor in governance and must receive close atten-

tion by the board and the compensation committee. 

Failure to focus squarely on this matter can other-

wise result in a misalignment that on occasion can 

imperil the health and reputation of the firm.

The subject of compensation has been amply 

studied elsewhere. The G30 commends the FSB 

Principles for Sound Compensation Practices and 

supports the full implementation of the 19 principles 

and the steps being taken by the Board to assure 

consistent application across different jurisdictions, 

while cognizant of differing cultural approaches. 

5. Take a long-term view on 
strategy and performance, 
focusing on sustainable success.
Whose interests does the board represent? Phi-

losophies, laws, and practices vary around the 

world. U.S. law and mindset puts shareholders 

first. Employees are expressly included in two-tier 

boards with codetermination features, while other 

jurisdictions legally require employee interests to be 



toward Effective Governance of Financial Institutions

40

considered alongside others’. In some jurisdictions, 

boards have responsibilities to depositors and credi-

tors, as well. Given the unique externalities of FIs, 

society’s interests and well-being must always be a 

high priority for the board.

Regardless of whom the primary stakeholder is, 

FI boards in every country ought to take a long-

term view on strategy, similar to that of an owner 

for whom it would be impossible or inconvenient to 

sell. The board must have an inviolable commitment 

to the long-term success of the firm. The proper 

time frame is five to 10 years or more, because 

business models and technology take time to change 

or replace. Looking at the next two years is not 

strategic; it is tactical. Boards must oversee the 

present and ensure the future.

This long-term view encourages enduring value 

creation in the shareholders’ interests. It elevates 

the value of prudence without diminishing the 

importance of innovation, and it reduces short-

term self-interest as a motivator. It brings into the 

foreground the firm’s dependence on its pool of 

talent and demands the firm play a positive role in 

society. Taking a long-term view, all interests—with 

the exception of those of a few short-term share-	

owners—tend to converge.

6. Respect the distinction between 
the board’s responsibilities 
for direction setting, 
oversight, and control, and 
management’s responsibilities 
to run the business.
Boards need to both increase their governance role 

and also strike the appropriate balance that permits 

management to execute agreed FI strategies and run 

the firm. The board must limit itself to providing 

guidance; it cannot run the FI. Management runs 

the FI, but boards provide an important check and 

balance.

The responsibilities of the board and manage-

ment are distinct but should be complimentary. 

The board’s primary responsibilities vis-à-vis the 

management of the firm are: (1) reaching agreement 

with management on a strategy, including the firm’s 

risk appetite and its contours; (2) choosing a CEO 

capable of executing the strategy; (3) ensuring a 

high-quality leadership team is in place; (4) assuring 

appropriate processes, people, and resources are 

dedicated to compliance with all applicable regu-

latory, legal, and ethical rules and guidelines and 

ensuring that appropriate and necessary risk control 

processes are in place; (5) ensuring all stakeholder 

interests are appropriately represented and con

sidered (including issues of remuneration); and (6) 

providing advice and support to management based 

on experience, expertise, and relationships.

The pressures of an adverse environment drive 

increasing levels of engagement and draw boards 

closer and closer to the operations of the firm. In 

such an environment, it is hard to keep governance 

separate from management. It can be especially 

hard for board members to resist the temptation 

to cross the line into management because so often 

they themselves have been or still are managers. 

However, it is essential that the board remain inde-

pendent and allow management to execute the day-

to-day activities of the organization.

Regulators and supervisors are demanding the 

board sign off on more and more management pro-

cesses. By signing off, the board attests to an implied 

understanding of subjects when in fact board mem-

bers’ understanding may be no more than cursory. 

A sign-off should be understood as meaning that the 

board has questioned management intensively and 

is now comfortable that the processes in question 

have integrity and that management has performed 

the necessary work properly. The board itself makes 

few decisions compared to management. It has a 

limited view into the details of operations. It cannot 

vouch for detailed compliance; it can only assure 

supervisors and shareholders that it has done its best 
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to obtain reasonable assurance and satisfy itself on 

the integrity of control processes.

In some cultures, the fundamental division of 

responsibilities between the board and manage-

ment can be summarized in easy-to-understand 

terms: management runs the FI, and the board 	

controls management. It is a simple formulation that 

makes the important distinction that boards do not 

manage, they govern. However, there is much more 

subtlety to the board-management relationship, 

which will be explored in a subsequent chapter.

7. Reach agreement with 
management on a strategy and 
champion management once 
decisions have been made.
Contrary to popular conception, the board rarely 

takes the lead in devising the strategy of the FI. 

In most cases, management proposes strategy, the 

board challenges and discusses the proposal, revi-

sions are made, details are discussed, and—finally—

the board and the management team arrive at a 

strategy to which all are fully committed. The board 

may challenge management if it feels management 

has been overenthusiastic or if the board thinks 

management is shooting too low or too high. It is 

ultimately the board’s prerogative and responsibility 

to make the decision on strategy, as it is with capital, 

leverage, risk, and selecting the CEO.

The strategy must include a well-articulated, 

actionable statement of risk appetite. If the risk 

appetite is framed clearly, management has the 

parameters it needs to make day-to-day risk deci-

sions, and apart from the board’s role in shaping the 

risk appetite and approving certain risk policies and 

strategies, management makes virtually all decisions 

on risk. (Risk appetite frameworks are discussed 

in more detail in Chapter 3: Risk Governance: A 	

Distinctive and Crucial Element of FI Governance.)

There must be respect on both sides of the board-

management equation. Management must respect 

the board’s role and its challenges. It must do its 

utmost to inform the board of issues so that the 

board can exercise good business judgment. It must 

supply whatever information and analysis the board 

feels is needed. It must devise alternatives for con-

sideration. And, it must accept the ultimate decision 

of the board on matters of strategic importance. 

For its part, the board should champion manage-

ment as management executes the agreed plan. The 

CEO must be fully empowered to execute the plan. 

The board must support management in strategy 

execution, even when the inevitable problems and 	

unanticipated challenges emerge.

8. Challenge management, 
vigorously and thoughtfully 
discussing all strategic 
proposals, key risk policies, 
and major operational issues.

“A functioning board is one where people feel they 

are free to speak and never get the sense that they 

are being pushed to the side … Directors should 

feel able to ask any questions they want, to upset 

the agenda, to get direct answers ... Directors are 

entitled to an answer.” —FI chairman

The exercise of its role as a check on management 

requires that the board challenge management’s 

proposals and perspectives. Strategic choices and 

risk policies always command a high priority for 

board discussion and debate and claim a regular 

place on the board’s agenda.

Challenging management is more than mere 

naysaying. Challenge involves mutual learning and 

progress toward agreement—on an idea, an issue, 

a proposal, or a decision. Board members seek 

information so that they can understand options, 

alternatives, implications, and consequences. They 

ask probing questions. These surface new consider-

ations. They may seek third-party expertise, hold 

discussions in executive session, and schedule meet-

ings with executives “offline.” On any important 
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decision, the board and management typically have 

several opportunities for discussion and debate. At 

the end, a proposal emerges that everyone accepts, 

and the board then supports the decision and the 

management teams are tasked with execution. 

Although this process may never have garnered a no 

vote, it nonetheless involved challenge.

Effective challenge demands integrity from 

both the board and management. One chairman 

described the “perfect question” game: If a director 

could ask the perfect question of a manger, the 

director would get the perfect answer—that is, one 

that contained the real insight sought. Otherwise, 

the director would simply get a direct answer to the 

question asked, with little insight. In a functional 

relationship, the management leader might reply, “I 

think what you are driving at with your question 

is … That is a troubling issue that we have debated 

a great deal and not yet resolved. Here is how we 

have thought about it …”

Boards must be careful not to undermine their 

own processes. There are occasions when challenges 

have been disingenuous or even driven by ulterior 

motives. Board members who challenge just to have 

their challenge recorded in the minutes are not 

acting in the interest of the institution, but merely in 

their own defense.

9. Ensure that rigorous and 
robust processes are in place 
to monitor organizational 
compliance with the agreed 
strategy and risk appetite 
and with all applicable laws 
and regulations. Proactively 
follow up on potential 
weaknesses or issues.
Oversight and compliance involve not only the audit 

function, but also risk governance and control. The 

board must ensure that management decisions and 

actions remain consistent with the chosen strategy. 

It can be expected to ensure that policies and pro-

cedures are in place to monitor compliance, but it 

cannot vouch for compliance. Nor should boards 

be required to set risk limits or approve all risk 	

policies, which might number in the thousands. 

These are tasks for management.

Compliance and audit responsibilities represent a 

major role of the board in governance. Many direc-

tors are rightly concerned that compliance and over-

sight functions, many required by law, have begun 

to seriously crowd out other critical board agenda 

items. A board agenda may include as many as 50 

legally mandated compliance items, administrative 

in nature. But boards may make a critical mistake if 

they permit their time and attention to be diverted 

disproportionately into compliance and advisory 

activities at the expense of strategy, risk governance, 

and talent issues.

Corporate secretaries, with support of the board 

chair, need to continue to find ways of accom-

modating these legal requirements with optimal 

efficiency. Regulators and supervisors need to care-

fully consider whether further burdening the board 

agenda is wise, especially as they are apt to get 

limited value in return. Governance cannot be per-

mitted to become a compliance exercise.

10. Assess the board’s own 
effectiveness regularly, 
occasionally with the assistance 
of external advisers, and 
share this assessment with 
the lead supervisor.
In most jurisdictions, boards are required or strongly 

encouraged by regulators and stock exchanges to 

conduct their own performance assessments. The 

following approaches to assessment are common:

�� Board chairs ask for direct feedback regarding 

their performance as chair, signed or anonymous, 
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and for suggestions for improvement in process, 

practice, and leadership.

�� Board members provide assessment and feedback 

to one another anonymously. This constructive 

feedback is shared and discussed.

�� Committees of the board assess their perfor-

mance, often under the purview of the governance 

committee.

�� An outside board evaluator is employed. 

Evaluators’ approaches differ: Some are quite 

psychologically inclined and get deeply into 

behaviors, while others are more process oriented. 

All make use of extensive interviews.

Typically, the insights are reviewed and worked 

through with the board chair and other key board 

leaders, such as the governance committee chair, 

the lead director, the vice-chair, and so forth, and 

then they are reviewed thoroughly with board mem-

bers. The board then develops a plan for driving 

improvements.

Most changes happen gradually, over two or three 

years. Maintaining the same approach and the same 

external adviser permits longitudinal tracking. On 

the other hand, using the same approach year after 

year can rapidly become stale: after several years, it 

may be hard to garner fresh insight. For this reason, 

many boards change approaches from time to time.

The board should pay great heed to these assess-

ments and be willing to discuss them with the lead 

supervisor. Supervisors have a legitimate interest 

in governance effectiveness and try to make their 

own judgments. Those judgments will be better if 

they have access to the board’s assessment. Admit-

tedly, this recommendation is not without potential 

downsides. If the board assessment is sugar-coated or 

even just biased by the fear that the supervisor might 

unduly criticize, much of its value can be lost. How-

ever, in an environment of mutual respect and trust, 

the benefit of success will exceed the risk of failure.

To nurture trust, supervisors need to accept that 

it is a sign of effective governance (and not some-

thing to be highlighted in a supervisory letter as a 

problem) for there to be issues that have been identi-

fied and are being addressed by management and/

or the board.

* * *

The essential tasks outlined above are articulated 

from the perspective of a unitary board. A two-tier 

board addresses essentially the same governance 

tasks, though how this is accomplished depends 

on the extent to which the supervisory board is 

constitutionally or in practice capable of engaging in 

core issues such as the determination of risk appetite 

and strategy.

The more the supervisory board is confined to a 

role of monitoring and audit, the greater the reli-

ance on the executive board for governance. This 

places huge responsibility at the feet of the execu-

tive board, which must discharge its duties without 

the benefit of the challenge, guidance, and support 

that is extended to the executive by the chairman 

and non-executive directors in a well-functioning 	

unitary board. In practice, however, and notwith-

standing the continuing formal separation of the 

supervisory board from the executive board in Ger-

many, Switzerland, and the Netherlands, a process 

of evolution, in particular since the financial crisis 

of 2008–2009, has led to much closer engagement 

of many FI supervisory boards in matters of risk 

appetite and strategy.





Chapter 3

Risk Governance:  
A Distinctive and Crucial 
Element of FI Governance
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Those accountable for key risk policies in FIs, on the board and within 

management, must be sufficiently empowered to put the brakes on the 

firm’s risk taking, but they also must enable the firm to conduct well-

managed, profitable risk-taking activities that support the firm’s long-

term sustainable success.

separate risk committees and appointing higher-

quality, empowered chief risk officers (CROs). 

These new risk leaders have improved their firms’ 

risk infrastructure.

However, few large FIs would claim to have com-

pleted their risk journey; indeed, those that under-

stand the scale of the challenge know the journey 

never ends. Improvements are always the order of 

day, given the ever changing economic, political, and 

market environment. Risk managers must remain 

vigilant to the particular challenges posed by the 

risks associated with new products, processes, and 

markets. Risk governance must adapt ahead of, or 

at least abreast of, change.

Effective risk governance within FIs requires 	

several actions on the part of boards and manage-

ment teams.

Provide independent, 
competent risk leadership

1.	 Establish a board-level risk committee that sup-

ports the board’s role in approving the firm’s risk 

appetite and that oversees the risk professionals 

and infrastructure.

2.	 Ensure the presence of a CRO who is independent, 

has stature within the management structure and 

unfettered access to the board risk committee, and 

has the authority to find the appropriate balance 

between constraint and support of risk taking.

Financial risk of some form, or a means of hedging 

it, is a key ingredient of every service or product 

offered by an FI, a characteristic that distinguishes 

FIs from other types of business. While other 	

companies bear financial risk alongside and in 

complement to their core business activity in, for 

example, health care, energy exploration, or manu-

facturing, the assumption and management of finan-

cial risk is unavoidably integral to the core business 

of an FI. One chairman simply stated, “The essence 

of FI governance is understanding risk.”

The history of financial crises, including the 

2008–2009 crisis, is littered with banks and other 

FIs that collapsed or were taken to the brink by 

a failure of financial risk governance. The most 

recent financial crisis demonstrated the inability 

of many FIs to accurately understand, gauge, and 

manage their risks. Firms greatly understated their 

inherent risks, particularly correlations across their 

businesses, and were woefully unprepared for the 

exogenous risks that unfolded during the crisis and 

afterward.

Since the crisis, many welcome improvements in 

risk measurement, risk management, and oversight 

have been made. These improvements have been 

driven by a combination of regulatory pressure 

and self-evaluation. Initially, many firms increased 

board engagement in risk and improved the link 

to strategy. In addition, most firms improved the 

quality of their risk leadership by establishing 
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Maintain robust risk 
frameworks, infrastructure, 
and information systems

3.	 Determine a risk appetite that is clearly articu-

lated, properly linked to the firm’s strategy, 

embedded across the firm, and which enables 

risk taking.

4.	 Actively assess and manage the risk culture so 

that it supports the firm’s risk appetite. 

5.	 Ensure directors have access to the right level of 

risk information so as to see and fully compre-

hend the major risks.

6.	 Maintain robust risk information technology (IT) 

systems that can generate timely, comprehensive, 

cross-geography, cross-product information on 

exposures.

Focus continually on risk 
awareness and firm agility

7.	 Maintain an ongoing focus on emerging risks by 

having a holistic, vigilant view of all major risks, 

strategic and product creep, excess complexity, 

and areas of overperformance.

8.	 Strengthen the firm’s ability to withstand exog-

enous shocks, recognizing that it is impossible to 

avoid financial stresses when they come.

These actions are discussed in detail in the pages 

that follow.

1. Establish a board-level risk 
committee that supports the 
board’s role in approving the 
firm’s risk appetite and that 
oversees the risk professionals 
and infrastructure
Major FI boards should establish a separate risk 

committee of the board, if they have not already 

done so.9 Risk committees play a very important 

part in the FI control network by improving the 

focus and dialogue on risk. The risk committee’s 

core mission should be to shape, and then present to 

the full board for approval, the firm’s risk appetite 

within the context of the firm’s chosen strategy. It 

should ensure the risk culture supports the desired 

risk profile and that risk leaders and professionals 

are capable, empowered, and independent. It should 

also ensure that the firm has the necessary risk infra-

structure in place. Risk committees should provide 

advice, oversight, and challenge, digging deeper and 

cross-examining management as necessary. They 

should play an active role in driving the firm’s risk 

agenda.

Risk committees need a mix of skills. Some 

committee members should have relevant financial-	

service-sector experience or technical risk expertise, 

so that they have sufficient understanding of the 

underlying concepts when approving risk appetite 

frameworks and risk limits. However, as on the full 

board, there is great value in having generalists from 

outside the industry on the risk committee. They 

often ask basic questions that unearth real issues or, 

9	 Only a few large FIs have chosen not to establish a separate risk committee, and many are now required to do so. In our survey of large FIs, the 
average size of the risk committee was five members, with a range of three to 11. The 11-member risk committee comprises all of the non-executive 
directors.
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at a minimum, force executives to be more articu-

late in explaining the firm’s risks and risk approach. 

They prevent the type of groupthink that can occur 

if the committee is staffed entirely by directors from 

within the industry or with technical risk experts. 

Regardless of their underlying skills and experi-

ences, all committee members should dedicate 	

sufficient time to their risk responsibilities.10

2. Ensure the presence of a CRO 
who is independent, has stature 
within the management structure 
and unfettered access to the 
board risk committee, and has the 
authority to find the appropriate 
balance between constraint 
and support of risk taking.
As stated in Chapter 2, boards should approve the 

appointment and dismissal of the CRO. The CRO’s 

compensation should be recommended by the CEO 

and reviewed and approved by the risk committee, 

in consultation with the board’s compensation 

committee. In some of the major FIs that failed 

or suffered badly in the crisis, the CRO and risk 

professionals struggled to properly influence their 

firm’s risk-taking activities. They lacked sufficient 

independence from and credibility with the firm’s 

top management and business units. That situation 

can be avoided by ensuring the CRO has the inde-

pendence, skills, and stature to influence the firm’s 

risk-taking activities, directly and through the risk 

professionals who the CRO oversees.

The delicate balancing act between independence 

and collaboration in the board’s relationship with 

management is especially evident in the operation 

of the risk function. FIs differ on whether the CRO 

should have absolute veto power. Some firms give 

the risk professionals the last word on risk. Under 

that approach, the CEO must accept the risk func-

tion’s view. Others take a more nuanced position 

and permit the CEO to support the business, not-

withstanding the CRO’s concerns. In all cases, 

open dialogue with senior management ensures that 

everyone understands how risk decisions are being 

made and that consideration is given to any CRO 

concerns. The CRO should play a key role in major 

risk decisions. The CRO and the risk team at large 

should also maintain a good working relationship 

with the business units, so that the overall feeling 

is one of collaboration rather than antagonism. The 

risk function should be seen as facilitating decision 

making and not strictly as a compliance function.

CROs need the following characteristics and con-

ditions to be successful:

�� They need business acumen so they can balance 

risk mitigation and business exigencies and com-

mand the respect of the board, management, and 

employees at large.

�� They must be good communicators, because they 

need to be able to tell a compelling narrative to 

people who are often less qualified in technical 

risk matters.

�� They need courage and conviction, and they 

should be willing to walk away from their job if 

their judgment on major issues is ignored.

�� They should have the right stature in the organiza-

tion. 

�� They should be a member of the senior manage-

ment team and should report to the CEO.

�� They should have high visibility in the board-

room and should have unfettered access to the 

chairman of the risk committee and the full 

board when necessary.

10	 Risk committees have generally increased the hours they devote to their oversight responsibilities, holding as many as 10, 12, or even 14 meetings 
per year, with meetings lasting as long as six hours. According to our survey data, most risk committee chairs are spending between 20 percent and 
50 percent of their time on their duties as directors.
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3. Determine a risk appetite that 
is clearly articulated, properly 
linked to the firm’s strategy, 
embedded across the firm, and 
which enables risk taking.
The board needs a full understanding of the firm’s 

strategy and risk appetite. The chosen risk appetite 

framework should frame the choices regarding risks 

in terms of the type of institution the board and 

management are trying to build and sustain, and 

it should clearly link risks and returns. This frame-

work needs to be matched by a capacity to measure, 

understand, and manage that risk.

To be fully effective, the risk appetite framework 

must be embedded deep within the firm and linked to 

key management processes, such as capital allocation 

decisions, new product and businesses approvals, 

and compensation arrangements. Business plans 

and goals need to be written within the risk appetite 

framework. The framework’s key parameters should 

be reflected in the firm’s early-warning system, so 

that corrective action can be taken to avoid stepping 

outside of the firm’s chosen risk tolerances. Risk 

statements should be converted into measurable 

actions that can be easily communicated to the front 

line and used as a means to reinforce the institution’s 

strategy throughout the firm.

Resilience to unforeseen events must be con

sidered alongside risk appetite. Resilience is linked 

to capital and liquidity buffers, stress testing, living 

wills, and related matters.

There is a danger that complying with the risk 

appetite framework can become too much of a tech-

nical exercise. While a framework provides some 

ground rules for what can and cannot be done, its real 

power comes from enabling a candid risk dialogue 	

between management and the board. A risk appe-

tite framework establishes clear parameters within 

which strategic decisions can be made. A risk appe-

tite statement, properly used, should enable decision 

making, not stall risk taking. In avoiding excessive 

risks, firms must not go too far in the other direc-

tion: if they become too risk-averse, they may forgo 

profitable business opportunities that would not 

create undue risk.

4. Actively assess and manage the 
risk culture so that it supports 
the firm’s risk appetite.
Ultimately, no risk appetite statement, limit struc-

ture, or risk management system can accommodate 

every situation: the institution must depend on its 

risk culture. The risk committee and full board 

play a critical role, with management, in ensuring 

that the risk culture is consistent with the firm’s 

risk profile aspirations. Often, however, boards and 

management teams struggle to measure culture—its 

current status and direction—and feel handicapped 

on how to best influence it.

In practice, firms that actively manage their risk 

culture focus attention on individuals’ behaviors. 

Culture can be viewed as a high-level aggregation 

of those behaviors. Directors and executives should 

draw on intelligence gathered across the firm in 

employee surveys, internal audit reports, risk-limit 	

breaches, and so on to evaluate these behaviors. 

Each piece of information contributes to a portrait 

of the firm’s culture and the direction in which the 

culture is moving. Directors and executives can then 

address those traits and trends that do not reflect the 

culture they want to encourage, while supporting 

those they do.

The tone set at the top of an FI is also important. 

Non-executive directors are well placed to monitor 

and evaluate tone at the top, given their significant 

exposure to senior management. However, they also 

need to be attuned to the culture deep in the organiza

tion and how the messages at the top are com

municated and interpreted by employees. As such, 

non-executive directors should seek out the views of 

supervisors and the external auditor, who spend more 

time within the organization on a day-to-day basis.
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5. Ensure directors have access 
to the right level of risk 
information so as to see and fully 
comprehend the major risks. 
Boards need sufficient information to effectively 

oversee the firm’s risks and controls and to make 

judgments, including the judgment that they do not 

understand enough about a major risk to approve it. 

Such information should include appropriate sum-

maries of macroprudential assessments published 

by central banks and other regulatory bodies and, 

where available, high-quality sell-side or debt-rating 

agency research, all of which provide a valuable 

external perspective for the risk committee.

Risk committees and boards need information—

especially on key risks—in a digestible format. The 

aim is simple but comprehensive communications. 

Risk reporting should highlight key long-term 

trends, provide transparent assumptions, and have a 

decision orientation. The resulting reports should be 

broadly distributed among board members—ideally 

to all board members—so that risk knowledge is not 

confined to the risk committee.

6. Maintain robust risk 
information technology (IT) 
systems that can generate 
timely, comprehensive, cross-
geography, cross-product 
information on exposures.
Ultimately, the quality of risk information that FI 

boards and management teams receive depends 

largely on the quality of the organization’s IT systems. 

Ideally, FIs need risk IT systems that can gather risk 

information quickly and comprehensively, producing 

global, cross-product, cross-legal entity estimates of 

their exposures promptly. Unfortunately, few global 

FIs are capable of this. They are hampered by legacy 

systems that are inefficient, costly, and burdensome. 

Boards are well advised to press management to 

maintain—and where necessary increase—invest-

ment in risk IT systems, both as a short-term priority 

and as part of a long-term strategic initiative.

Risk IT investments must not be sidelined by 

necessary upgrades to finance and customer data 

systems. Instead, they must be integrated and priori

tized. Given that for many large firms, necessary 

investments will run to several billion dollars over 

the coming years, boards may need to rethink their 

approach to evaluating management’s investment 

in core IT spending. While some firms still have 

the audit or risk committee review IT investments, 

others have established committees dedicated to IT 

oversight. That is an interesting trend, and worth 

further consideration.

7. Maintain an ongoing focus 
on emerging risks by having a 
holistic, vigilant view of all 
major risks, strategic and 
product creep, excess complexity, 
and areas of overperformance.
FI boards and management teams must not lose sight 

of the core rationale for enhanced risk oversight and 

management: to spot and adapt to emerging risks, 

as early as possible. To that end, boards should take 

a broad perspective when overseeing risk. Too often, 

the focus is on financial risks, because they are 

measureable and easier to mitigate. However, oper-

ational and reputational risks are also very impor-

tant. Operational problems can irreparably damage 

the franchise. Major reputational mistakes can take 

years to repair, and boards should be vigilant in 

protecting a hard-won reputation. Boards and man-

agement teams need to understand these various 

categories of risks and their interrelationship. They 

should be able to identify the major risks that can 

destroy the institution and ensure the firm is not 

exposed to them.
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Boards must also guard against strategic and 

product creep, because sometimes it is the slow 

changes that create problems for FIs, not fast-paced 

shifts. Slow change in the FI’s risk profile can, in the 

aggregate, be significant. Similarly, a new business 

entity might be set up for one purpose (for example, 

for tax) and then get used for other reasons, or a 

new product might be developed without its inherent 

risks being properly understood, or, once approved, 

it might be modified without a proper assessment 

of the consequent change in risk profile. And so on. 

Monitoring strategic and product creep requires 

diligence. Directors should ask questions about 	

complex organizational structures—why they exist, 

what the operations do, what risks they present—

and consider simplification. This also applies to busi-

nesses and products. And, in terms of remuneration, 

directors should also evaluate whether the FI’s incen-

tives unduly encourage strategic and product creep.

Overperformance should spark board-level 

inquiry. Management and boards often do not inves-

tigate overperformance—rather, the tendency is to 

applaud it—but it should be examined as critically 

as underperformance. In several cases in the finan-

cial crisis, it was the overperforming businesses that 	

created risks well beyond what was expected, causing 

problems for the overall entity’s financial stability.

8. Strengthen the firm’s ability 
to withstand exogenous 
shocks, recognizing that it is 
impossible to avoid financial 
stresses when they come.
An institution’s ability to manage crises and with-

stand exogenous shocks is of paramount importance. 

No FI can position its balance sheet in advance to be 

resistant to all possible crises, but judicious advance 

planning and testing does increase institutional 

robustness, and for this reason, stress and scenario 

testing are valuable tools.

All large financial institutions use a variety of 

approaches, including forward-looking stress tests, 

scenario analysis, and the review of actual perfor-

mance relative to risk estimates, that is, backtesting. 

Stress testing improves understanding and reveals 

areas that directors and executives should inves-

tigate more deeply. Stress tests also enable a real 	

dialogue about meaningful economic scenarios, 

with a focus on what capital and liquidity cushions 

exist in those scenarios. Reverse stress testing, which 

tests the combination of factors that could cause the 

failure of the firm, can also be helpful.

However, stress testing can be overdone and 

become too hypothetical. Boards and management 

teams should also examine how their firms reacted 

to actual unanticipated events in the past, since 

those reactions can be very informative about the 

firm’s resiliency. How did the firm deal with the 

event, how well was it prepared to withstand the 

consequent stresses, and what course corrections 

did it make? Backtesting the firm’s risk profile and 

risk appetite can help to determine if the firm stayed 

within its risk limits by accident or by design, and if 

limits were breached, why that happened.

* * *

Risk governance is essential to effective FI gover

nance. Without an ability to properly measure, 

manage, price, and mitigate risk, FIs are destined 

to underperform or fail. Effective risk governance 

requires a dedicated set of risk leaders in the board-

room and executive suite, as well as robust and 

appropriate risk frameworks, systems, and processes.

Risk leaders must perform their roles with two 

competing objectives in mind. They have to be suf-

ficiently empowered that they can put the brakes 

on the firm’s risk taking and constrain its risk-

taking capacity when necessary, but they also play 

a critical role in enabling the firm to conduct well-	

measured, profitable risk-taking activities that 	

support the firm’s long-term sustainable growth.
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All of these considerations plainly apply equally in 

a two-tier board situation. While the long-standing 	

formal structure in Germany, Switzerland, and the 

Netherlands separates the supervisory from the 

executive board, the substantive separation has 

narrowed appreciably in a process of evolution over 

the past decade. There has been particular focus on 

the increasing engagement of the supervisory board 

on matters of risk strategy since the crisis period of 

2008–2009 which involved, in some importance 

instances, the introduction of the public sector as 

major shareholder. 

While there are differences in practice, supervisory 

boards of FIs have increasingly formed board-level 

risk committees, and the clear trend has been toward 

enlargement of the role and responsibility of the CRO 

who, typically, attends supervisory board meetings 

and has direct access to the chairman. Put in other 

terms, major risk issues that are fundamental to the 

sustainability of a financial institution are, through a 

process of transition, increasingly addressed in two-

tier board situations in substantially the same way 

as in unitary boards, notwithstanding the formal, 	

constitutional differences between the two gover-

nance models.



Chapter 4

Deep Commitment  
to Governance:  
A Requirement  

from Management
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Management needs to play a continuous proactive role in the overall 

governance process, upward to the board and downward through 

the organization.

5.	 Expose directors to a broad set of executives 

and employees, both informally and formally, so 

they get an unfiltered view of the company.

Actively shape firm culture.

6.	 Work continually on modeling and supporting a 

culture that promotes long-term thinking, disci-

pline, and accountability.

7.	 Encourage a culture of no surprises, the quick 

elevation of issues, toleration of mistakes, 

organizational learning, and punishment of mal-

feasance.

8.	 Build a trust-based environment that supports 

critical challenge and is open to change.

These actions are discussed in detail in the pages 

that follow.

1. Be accountable for the 
daily effectiveness of the 
control architecture.
Internal governance encompasses not only top 

management, but also a complex set of control 

structures below management that contribute to the 

firm’s decision-making processes. These structures 

include risk, compliance, legal, and internal audit.

Management has responsibility for the effective-

ness of these control functions on a day-to-day basis, 

and the board must hold management to account 

for control failures. Management must establish a 

control framework that, where possible, prevents 

problems, actively monitors the firm on an ongoing 

basis, and aggressively addresses issues that arise.

Although in the final analysis, boards are ultimately 

responsible for the effective corporate governance 

of their institutions, good governance also includes 

a strong, functioning management team. Beneath 

management sits an array of control functions 

and business behaviors that directly influence how 

risks, both internal and external, are understood, 

measured, monitored, and controlled. Failure in 

any of these systems can be costly. In the extreme, 

it can put the firm in jeopardy. While the board and 

its committees oversee these controls, executives 

manage them on a day-to-day basis.

For management to play its governance role effec-

tively, it must take the following actions.

Vigorously manage the 
control architecture.

1.	 Be accountable for the daily effectiveness of the 

control architecture.

2.	 Ensure control professionals maintain a com-

prehensive view of the firm’s risks, balancing 

prudence with encouragement of sustainable 

risk taking.

Assiduously cultivate 
director understanding.

3.	 Educate and inform directors on an ongoing 

basis.

4.	 Focus the governance dialogue on the key issues 

and bring the board early into management’s 

thinking on key decisions.
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and missing key risks or problems for lack of 

coordination. FIs must think holistically about their 

control architecture and ensure cooperation among 

the control professionals. This will aid in avoiding 

gaps in controls and oversight.

3. Educate and inform directors 
on an ongoing basis.
The most important thing management can do to 

foster good governance is to give the board the best 

means of understanding company strategy, risk appe-

tite, and the major challenges the company faces. 

Intelligent, on-target questions from board members 

are the best sign that management has given the 

board the right kinds of insights and information.

However, keeping the board informed is easier 

said than done. Boards are typically inundated with 

too much information, so the emphasis in com-

munications to the board should be on clarity and 	

synthesis. Communications should be understand-

able, decision oriented, and should promote open 

discussion between directors and management. 

Brevity is a challenge. Management must synthesize 

issues in a digestible fashion, but must avoid filtering 

out needed information. Metrics are important. 

They must be consistent and comprehensive and 

should enable holistic decision making.

Management should also expose the board to 

outside thinking, to give it direct access to other 

perspectives. In addition to gaining external per-

spectives from existing advisers such as the external 

auditor, or risk or other experts, board members 

should periodically hear from sources such as super-

visors, large clients, sell-side or credit rating analysts, 

other expert industry observers, and prominent 	

out-of-the-box thinkers.

Management must effectively orient new direc-

tors and educate existing directors on an ongoing 

basis. A robust training program will include 

ongoing deep dives into key businesses, risks, and 

Further, management must ensure employees and 

executives adhere to company policy on routine deci-

sions. Well-written policies that are ignored give a 

dangerous illusion of control. By the same token, 

even the most comprehensive policies cannot describe 

every situation, so judgment has to be applied to 

nonroutine matters. As such, the control framework 

should be able to elevate issues that fall outside the 

policy so that individuals do not navigate around 

policies without proper guidance and supervision.

2. Ensure control professionals 
maintain a comprehensive view 
of the firm’s risks, balancing 
prudence with encouragement 
of sustainable risk taking.
Strong controls require independent control pro-

fessionals. Management has to ensure that those 

working in risk, compliance, audit, and so on are 

sufficiently independent to make observations on the 

control approach and, where necessary, influence 

the decision-making process. In some instances, they 

need veto rights.

However, the challenge control professionals face 

is similar to the challenge directors face, working 

with line of business management: they need to 

assert their independence and provide critical chal-

lenge, but they also need to be supportive, and not 

indifferent to the performance of the institution. 

They must be seen as supporting—even encour-

aging—sustainable, profitable risk taking, not as a 

police force. Encouraging controlled risk taking is 

as important as constraining dangerous risk taking.

Control professionals also need to be able to 

work together effectively. Large financial institu-

tions often have tens of thousands of employees 

focused on control activities, and often they work 

too independently of one another. The worst case 

is a set of siloed groups working independently, not 

sharing insight, unnecessarily duplicating efforts, 
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policy changes within the firm, external changes, or 

new regulations. These programs should be updated 

routinely. As mentioned in Chapter 1, directors 

should know the FI’s history and its key economic, 

risk, capital, and product concepts so as to be better 

informed for present-day decision making. While 

all directors should be granted unfettered access 

to management, new directors especially should be 

encouraged to engage with management.

The board should have full access to any and all 

information it needs. The corporate secretary plays 

a central role in managing information flows and 

access to the board and therefore should have suffi-

cient resources to fully serve the board’s needs. Given 

their critical governance role, corporate secretaries 

must have an independent mindset and a firm com-

mitment to honor their duties to the board and the 

company, and the board should be consulted on the 

corporate secretary’s evaluation and compensation.

4. Focus the governance dialogue 
on the key issues and bring the 
board early into management’s 
thinking on key decisions.
Governance only works if management has a 	

process for identifying the major issues and pre-

senting them to the board for discussion. This 

requires executives to be proactive and organized in 

undertaking their governance roles. Board and com-

mittee topics have to be prioritized, and meetings 

must be well structured. Management must be atten-

tive to potential new agenda items and keep an eye 

out for new educational opportunities (for the full 

board or personalized for a specific director), and it 

must consider other ways to facilitate effective com-

munication between the board and management. 	

Management must prepare well for meetings and 

ensure timely follow-up.

Management must discuss the major decisions 

with the board, sharing alternative perspectives. 

Executives must be comfortable with airing differ-

ences of opinion among the team in front of the 

board so that divergent views can be heard and dis-

cussed. As management hones its thinking on and 

analysis of issues, it must bring the board along, 

enabling healthy boardroom debate, as necessary. 

As noted earlier, board-management interaction on 

strategy setting is essential.

5. Expose directors to a 
broad set of executives and 
employees, both informally 
and formally, so they get an 
unfiltered view of the company.
The financial crisis revealed that in some cases, 

the CEO had created a firewall between directors 

and key executives. Executives knew something 

was wrong, but they could not speak to the non-	

executive directors. If those firewalls had not been 

in place, alternative courses of action might have 

been taken or at least considered.

Nothing should hinder communication between 

directors and executives. Directors should be free to 

talk to the executives, and they should feel confident 

and comfortable in doing so. Without open com

munication, directors may have little idea of the true 

circumstances within the organization.

Management needs to be in front of the board 

regularly, and leading board members should be in 

continuous discussions with key managers. Some of 

the free-flowing interaction between board members 	

and executives happens in the normal course of the 

governance process: the board chairman interacts 

with the CEO or his or her direct reports, the audit 

chair interacts with the finance team, the risk chair 

interacts with the CRO and risk team, and so on. 
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These interactions are part of the natural flow of 

board and committee meetings.

But management must create additional oppor-

tunities for interaction. The corporate secretary 

can arrange more targeted, nonroutine interaction 

in the form of meetings with the right employees 

or, alternatively, the director and executive may 

determine that the whole board or committee may 	

benefit from knowing more about the specific topic, 

in which case the topic can be put on the appropriate 

agenda. By fostering informal interactions between 

directors and executives, the CEO plays a key role 

in enabling access, since informal interactions may 

be even more important than formal ones. These 

should include business and social components, 

which give directors an opportunity to get to know 

the executives better.

While interaction with management is impor-

tant and necessary, directors should exercise it with 

care. Non-executive directors cannot just insert 

themselves into the organization at will. They must 

not waste management’s time, and they need to be 

careful about inadvertently or intentionally giving 

direction, because seemingly innocent statements 

may affect executive or employee behavior. If direc-

tors learn something that causes them concern, they 

should raise it with the board or committee chair, 

or the CEO, rather than cause confusion by asking 

employees to stop or alter their activities.

6. Work continually on modeling 
and supporting a culture that 
promotes long-term thinking, 
discipline, and accountability.
Management shapes the institution’s culture. The 

board and management should articulate the foun-

dational principles or values of the culture and foster 

their acceptance. The messages need to be consistent 

at all levels of the institution, for a decade or more, 

to have full effect. In addition to explaining what 

is expected of employees, members of management 

should model the desired behaviors.

Beyond the core ethical values, management 

must promote a sustainable, client-driven business, 

focused on the long term. Too often, boards and 

management teams—and shareholders—are overly 

preoccupied with the short term, not just because of 

analyst pressure for short-term performance, but also 

because the short-term objectives make it possible	

 to reach the longer-term goals. Often, management 

considers three to five years to be long term.

The CEO and his or her team feel the short-term 

pressures the most. The CEO and management team 

need to deal with the inevitable and important short-

term objectives that make it possible to reach the 

longer-term goals, but they must also focus on the 

next five to 20 years. They must be clear on what 

type of institution they want to build and what core 

behaviors need to be embedded in the organization to 

achieve the long-term strategic aim. In devising their 

long-term strategy, management has to be attentive 

to a broad set of stakeholders beyond shareholders, 

including employees, customers, and supervisors. 

Once the long-term strategy is determined and 	

communicated to the firm’s key stakeholders, the 

board and management must have the strength 

to say no to pressure exerted by short-term share-

holders and sell-side analysts, among others.

Management must also instill discipline across 

the organization regarding objectives, focusing on 

businesses and jurisdictions that the firm knows 

well and in which it has or can develop competi-

tive advantage. This discipline is backed up by clear 

accountability, which requires individuals to take 

responsibility for their actions and for achievement 

of set goals. Accountability starts at the top: CEOs 

are accountable to their board for their performance 

and that of their firms.
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7. Encourage a culture of no 
surprises, quick elevation of 
issues, toleration of mistakes, 
organizational learning, and 
punishment of malfeasance.
Management must be open and transparent with the 

board and should promote that approach throughout 

the organization. Only when management teams 

share their concerns openly, and in a timely fashion, 

can the board understand the issues and provide 

input or direction. Executives and employees should 

bring bad news forward, not hide it.

For openness to work, boards and executives need 

to be tolerant of mistakes and of honest attempts to 

do the right thing. Everyone needs to be encouraged 

to escalate issues to their managers, so decisions can 

be taken with more input. A no-surprises approach 

is paramount. Elevating problems quickly and early 

on will give the board confidence in management, 

and the same goes for others further down the 

organization. The emphasis should be on making 

more informed decisions. After problems are dealt 

with, the focus should be on determining whether 

corrective action is necessary to avoid future 

problems and whether systemic issues have been 

unearthed that go beyond the issue at hand.

However, there should be no tolerance for those 

who hide or suppress problems. When someone 

has been dishonest or has willfully done something 

wrong, management must see that disciplinary 

measures are taken, even (or especially) if the 

guilty parties are rainmakers. Sanctions have to be 	

used, and used consistently, if they are to have a 

deterrent effect.

8. Build a trust-based environment 
that supports critical challenge 
and is open to change.
Executives must be prepared for tough questioning 

and must understand that it is the board’s duty to 

challenge them. Management must respond to the 

challenge, not cower from or avoid it. Executives 	

must be prepared for the board to reject a 	

proposal. Being open to challenge is a sign of quality 

management.

Constructive challenge is everyone’s responsibility 

and should be fostered across the organization, 

upward and downward. Everyone should refrain 

from defensiveness and should be amenable to 

changing their behavior when required. Executives 

must be self-critical, challenging their own views 

over time. This is particularly important for long-

tenured CEOs, who can find it difficult to critique 

their own legacy.

Management’s willingness to embrace challenges, 

tough questioning, requests for more analysis, and 

even rejections helps build the mutual trust between 

the board and executives that is essential for effec-

tive governance.

* * *

Management must play a continuous proactive 

role in the overall governance process, upward to the 

board and downward throughout the organization 

and, despite the continuing formal constitutional 

deficiencies, the position of management in a two-tier 

board structure is in substance increasingly similar to 

that in a unitary board. Engagement on governance 

matters requires management’s commitment and 

time, but the results are worth the effort: the board 

can be confident that it has a strong management 

team in place, one that needs overseeing, but not 

directing.



Chapter 5

The Role and 
Responsibility  
of Supervisors
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Supervisors that more fully comprehend FI strategies, risk appetite 

and profile, culture, and governance effectiveness will be better able 

to make the key judgments their mandate requires.

With trust, in contrast, a mutually beneficial 

relationship that involves the sharing of informa-

tion, experience, and views can develop and flourish. 

On the side of the FI, such a relationship requires 

a build-up of confidence in and respect for the 

capability, professionalism, and style of the super-

visor, while on the side of the supervisor, it requires 

the development of a sense of assurance that the 

chairman, board, CEO, and senior executive of the 

FI are committed to open, frank, and appropriately 

consultative regular dialogue. A trust-based relation-

ship is not achieved through box-ticking conformity 

but through sustained effort over time on the part of 

both supervisors and FI boards.

All of this is fundamentally attitudinal and 	

cultural. The development of a trust-based relation-

ship is necessary to counterbalance the widespread 

current tendency to see repair of the financial system 

purely in terms of much more demanding ratios for 

capital, liquidity, and leverage. Although critically 

important, those elements alone will not enhance the 

health of major FIs or the whole financial system. 

Higher-quality supervision, based on a solid founda-

tion of mutual respect and trust between supervisor 

and supervised, is also needed. Trust-based relation-

ships will also be very valuable in addressing the 

next potential crisis, whatever it may be.

Many supervisors realize this and have begun to 

enhance their effectiveness in this area. Members of 

the Financial Stability Board’s Supervisory Intensity 

and Effectiveness group stated in October 2011, 

“More intense supervisory oversight is needed to 

evaluate the effectiveness of improved corporate 

governance, particularly risk governance, in affecting 

behavior and improvements in this area will be 

11	 For details of the Basel III accord, its implementation, and economic impact, please see http://www.bis.org/bcbs/basel3.htm.

FI regulation is undergoing a fundamental trans-

formation globally. Rule-based regimes, regulatory 

approaches, and enforcement are changing, but so 

too is supervision, which focuses on oversight of the 

board and management. In the years prior to the 

2008–2009 global financial crisis, what proved in 

the event to be greatly inadequate regulatory stan-

dards, above all in respect of capital and liquidity, 

were flanked by seriously inadequate supervision. 

The eventual outcome of this regulatory inadequacy 

and supervisory laxity was a series of banking 	

failures on an unprecedented scale. After the crisis, 

central banks and supervisors have refocused their 

collective and individual efforts on FI regulation and 

supervision of systemically important institutions.

Global initiatives undertaken within the frame-

works created by the Financial Stability Board, Basel 

III11, and national regulators have made substantial 

progress strengthening requirements for minimum 

capital and liquidity. These are essential and signifi-

cant steps in shoring up the soundness of the financial 

system, and they understandably attract political, 

market, regulatory, and media attention. However, 

they need to be complemented by enhanced quali-

tative oversight of the performance and decision-

making processes of major FIs. Qualitative oversight 

of this kind requires strong mutual trust among the 

supervisors, the boards, and the senior executives of 

major financial entities. 

If an FI lacks trust in its supervisor, the tendency 

will be to communicate with the supervisor only 

as much as is required and to hold back from any 

further degrees of openness. The parallel tendency 

on the part of the supervisor will be to be suspicious 

and correspondingly more intrusive.
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ongoing and monitored.”12 If supervisors take the 

following steps, they will be able to discharge their 

governance oversight duties more effectively:

1.	 Understand the overall business, the strategy, 

and the risk appetite of each FI, and focus on FI 

reactions to real-world events.

2.	 Develop a sophisticated appreciation of how cor-

porate governance works, including governance 

structures and processes, board composition and 

new director selection, and the internal dynamics 

of effective FI boards.

3.	 Develop trust-based relationships with senior 

executives and directors by regularly engaging 

them in informal dialogue on industry bench-

marks, emerging systemic risks, and supervisory 

concerns.

4.	 Ensure boards and management govern effectively 

by setting realistic expectations of FI boards and 

adjusting regulatory guidance accordingly.

5.	 Avoid overstepping their supervisory role and 

allow the board and management to shoulder 

their respective responsibilities.

Taking the steps enumerated above will not be 

easy and will have costs associated with them. Super-

visors will need to hire talent capable of carrying out 

the enhanced and more complex tasks being required 

of them, which will likely mean increased expendi-

tures, and government authorities must be prepared 

for this. You cannot have good supervision on the 

cheap. Governments must address resource and skill 

gaps so that effective and balanced supervision of FIs 

can be achieved on a relatively rapid timetable, in 

keeping with the financial reform plans and supervi-

sion agendas that have been established by the G20 

and the Financial Stability Board.

1. Understand the overall 
business, the strategy, and 
the risk appetite of each FI, 
and focus on FI reactions 
to real-world events.
Supervisors are part of the risk governance frame-

work, representing the public interest. To effectively 

oversee risk in FIs, supervisors need to understand 

not only the effectiveness of FIs’ controls, risk 

limit structures, and compliance, but also their 

strategy, business plan, products, and risk appetite. 

Attaining this level of understanding will take time 

and requires that supervisors regularly ask ques-

tions about and examine FIs’ strategy and business 

models, risk appetite, risk exposures, potential 

killer risks, and the FIs’ risk culture. In particular, 

supervisors should do three things:

�� Understand performance expectations and 
look for areas of unexpected outperformance. 
In the build-up to the financial crisis, relative 

outperformance of particular businesses should 

have been a warning sign. Supervisors should 

understand target returns on equity for different 

lines of business, where those businesses 

make money, which businesses are perform-

ing particularly well, and especially which 

businesses are performing unexpectedly well. 

Supervisors should ask senior management and 

the board whether the returns are sustainable 

and compare the returns with those of peers in 

similar businesses.

�� Improve stress testing and increase use of hori-
zontal reviews. Cross-industry, cross-border 

stress testing is a useful supervisory tool that 

could be further improved through better coor-

dination across borders and more agreement on 

12	 Financial Stability Board, Intensity and Effectiveness of SIFI Supervision: Progress Report on Implementing the Recommendations on Enhanced 
Supervision (Basel: Financial Stability Board, 2011), 17.
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key elements of the stress scenarios. By conduct-

ing more industrywide horizontal reviews 13 or 

deep dives into specific areas, supervisors can 

gain a better sense of relative risk and differences 

in approach across institutions. They should be 

willing to share with FIs more information about 

where the FIs stand in relative terms.

�� Focus on FI reactions to real-world events. As 

important as stress testing and scenario analysis is 

how FIs react to actual stress events. FI reactions 

to emerging risks are an important indicator of 

their ability to withstand exogenous stress.

Through these endeavors, supervisors will 

develop a sense for which institutions have higher-

risk business models and will then be able to increase 

monitoring and questioning of those institutions 

and where necessary to communicate their concerns 

to board and management. (For more detail, see 

Chapter 3: Risk Governance: A Distinctive and 

Crucial Element of FI Governance. See also Chapter 

7: The Impact of Values and Culture on Behaviors 

and Decisions.)

2. Develop a sophisticated 
appreciation of how corporate 
governance works, including 
governance structures and 
processes, board composition 
and new director selection, 
and the internal dynamics 
of effective FI boards.
Supervisors must develop an understanding of how 

governance really works in each FI—not just the 	

systems and processes, but also who the key people 

are and how they interact. Gaining a more nuanced 

and sophisticated understanding of how governance 

in FIs works in practice can be broken down into four 

components: understanding governance structures 

and processes, understanding board composition 

and new director selection, recognizing how effec-

tive board challenge occurs, and attending board 

and committee meetings, but only occasionally.

Understanding governance 
structures and processes
Supervisors should review the size and composition 

of the board and its committees, noting what skills 

and experience individual directors bring. Supervi-

sors should also know the committees’ mandates as 

laid out in their charters and how responsibilities are 

divided among them. Supervisors can glean informa-

tion by reviewing board books, and by prereading 

presentation materials, board and committee meeting 

agendas, and board and committee meeting minutes. 

They should also discuss the results of internal and 

third-party board evaluations with the chairman 

to understand how identified weaknesses are being 

addressed. (For more on board evaluations, see 

Chapter 2: The Vital Role of Boards of Directors.)

Understanding board composition 
and new director selection 
The quality of the people involved in governance is 

the key determining factor of its effectiveness. Super-

visors should understand the qualifications of the 

people who serve in key executive and board roles. 

Beyond that, they should be aware of how those 

people interact and the behaviors they display. The 

main issue for supervisors is not quantitative, but 

13	 The Financial Stability Board defines a horizontal review as a review “that is performed across many institutions around a common subject 
with the goal of revealing the range of practice among the firms.” Financial Stability Board, Intensity and Effectiveness of SIFI Supervision: 
Recommendations for Enhanced Supervision (Basel: Financial Stability Board, 2010), 7.
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qualitative: Ultimately, are the people positioned to 

make sound judgments? (For more on board compo-

sition and expertise, see Chapter 2: The Vital Role of 

Boards of Directors.)

In some countries, regulatory approval of any new 

directors and some senior executives is required. In 

others, supervisors are getting more deeply involved 

in the vetting and approval of new directors and 

some executive functions. It is beneficial to have 

supervisors informed in a timely fashion of poten-

tial new director candidates, prior to the candidates’ 

formal nomination. If the supervisor has views on 

specific candidates, those views should be shared 

with the FI. It is for the board’s nominating com-

mittee to determine how they will incorporate the 

supervisor’s feedback. Involving the supervisor in 

this way helps enhance the discipline, rigor, and 

quality of the process of director selection—without 

appropriating responsibility for the ultimate deci-

sion. That responsibility belongs to the board, and in 

particular to the chairman and the nominating com-

mittee. There is a case to be made for a supervisory 

veto if the supervisor believes that a proposed new 

board member would be unsuitable, but any greater 

supervisory intervention would not be beneficial. 

At a minimum, supervisors should be familiar 

with the internal processes by which FIs select direc-

tors and the qualities they look for. Then, supervi-

sors can look at the outcome and determine if the 

board’s decisions reflect what the FI is trying to 

accomplish. Supervisors should also be aware of 

the different roles directors play and how the direc-

tors stay informed. They should consider how long 

various directors have served, new director training 

and ongoing educational programs, and how easily 

directors with questions or concerns are able to gain 

access to information and to management.

Recognizing how effective 
board challenge occurs 
Reviews of governance since the financial crisis 

have highlighted the failure of boards to challenge 

management sufficiently. Supervisors must under-

stand the key issues that confront the FI board, 

gauge whether the board is capable of challenging 

management, and look for evidence of this challenge.

However, identifying clear evidence of chal-

lenge is generally not straightforward. It is all too 

tempting to rely on indicators such as the number 

of times the board said no to or argued vehemently 

against management proposals. In fact, too many 

no’s from the board is more likely a sign of dys

function. Antagonistic behavior between the board 

and management is not a sign of challenge; it is a sign 

of dysfunctional governance. Healthy challenge may 

come in the form of a question or series of questions, 

requests for additional information, a suggestion 

that management revise a proposal for further dis-

cussion, or further feedback in an in-camera session 	

with the CEO or management team members.

To understand the distinction between con-

structive challenge and dysfunction, supervisors 

must become familiar with how the board and 

management interact and the full range of discus-

sion, debate, and information sharing whereby the 

board directly and indirectly impacts management’s 

decisions. Supervisors should look for signs of 

healthy tension influencing outcomes and be aware 

of management and board perceptions of how the 

board has impacted past decisions. Supervisors 

often focus on informational inputs to the board, 

but they should also focus on outcomes, which in 

the governance process are judgments. In other 

words, they should understand the full process by 

which boards reach judgments. Supervisors should 
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review documents and processes and should talk to 

management and the board to determine whether 

boards are providing challenge and affecting 	

outcomes. Supervisors might ask, for example, for 

specific, recent examples of how the board impacted 

a significant decision.

Attending board and committee 
meetings, but only occasionally 
Most supervisors lack firsthand boardroom 

experience. One obvious way to gain a better sense 

of the inner workings of the boardroom would be 

to sit in on more board and committee meetings.14 

However, having supervisors sit in on meetings 

has a drawback: it is likely to alter the boardroom 

dynamic. Directors may hesitate to ask critical 

questions in front of supervisors, and discussion and 

debate may be inhibited. It may even move to other 

venues altogether. Sitting in on board meetings also 

raises questions of accountability: if supervisors 

are present when decisions are made and do not 

intervene, they take on some responsibility for those 

decisions. Therefore, although supervisors should 

reserve the right to attend board meetings, it is 

probably best if they do not do so as regularly.

Assessing governance effectiveness is not easy. 

One non-executive director summed it up by saying, 

“It is near impossible to tell if governance is effec-

tive. Regulators [and supervisors] should understand 

what is truly vital to the [FI’s] success and what 

limits need to be applied. They should look at the 

corporate body and understand the primary risks 

that could kill it. They should check that the board 

understands the primary risks that could kill it. They 

should check that the board understands that.”

3. Develop trust-based 
relationships with senior 
executives and directors by 
regularly engaging them in an 
informal dialogue on industry 
benchmarks, emerging systemic 
risks, and supervisory concerns.
Supervisors would benefit in their quest to gain 

insight into strategic risks and governance in FIs by 

broadening the types of interactions they have with 

management and directors. Informal conversations 

and sharing of supervisory perspectives are two 

examples of possible supplemental interactions.

Regularly engage senior executives 
and directors in informal dialogue
Supervisory institutions should assign a lead senior 

supervisor to oversee the supervisory staff in each 

large FI. This senior supervisor should decide the 

priorities of examination and try to establish a 

mutually respectful relationship with the board 

and senior executives.15 All parties (management, 

board members, and the supervisor) must be open 

to building this relationship and commit the time 

required to do so.

Senior supervisors should meet informally with 

the chairman or lead or senior independent director 

and key committee chairs two or three times a 

year, and with other non-executive directors less 

frequently. The lead supervisor should meet with 

the full board at least annually. These interac-

tions between non-executive directors—individual 

or group meetings—should be conducted with 

management present. Supervisors should discuss 

any concerns they have with the directors.

14	 Some supervisors, including those in China and Germany, regularly attend every board meeting.

15	 Domestic supervisors will need to determine the criteria for establishing more intensive supervision. The criteria may align with global and national 
efforts to identify systemically important financial institutions, or they may extend beyond those FIs.
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Supervisors should meet with CEOs, CROs, and 

other key senior executives from the business lines 

and control functions several times a year to raise 

any questions or concerns directly and to allow the 

executives and directors to respond. This dialogue 

should be in addition to formal board presentations. 

This engagement will open channels of communi-

cation and establish regular dialogue in advance 

of any issues that may arise; however, they should 

avoid overburdening management.

The benefits of this dialogue include a better aware-

ness of how governance works in practice, better 

relationships with and perspectives on key executives 

and directors, improved insight into potential systemic 	

risks, and an unvarnished exchange of perspectives 

between supervisors and directors.

Offer the supervisory perspective 
and industry benchmarks
Supervisors have the competence and authority to 

provide benchmarking, which will prompt boards to 

push for improvements from management. Supervi-

sors have a broad, cross-industry perspective and can 

provide useful insight to FIs that can lead to overall 

improvements in the industry. They should leverage 

their global network to improve sharing of informa-

tion and fruitful comparisons across jurisdictions 

and global institutions.

To facilitate this process, lead senior regulators 

and supervisors in each jurisdiction and across 

jurisdictions should meet periodically to share 

perspectives, highlight potential risks, and dis-	

cuss good practice. On an international basis, 

coordination is becoming increasingly important to 

oversee complex, global FIs.

The Bank for International Settlements and the 

Financial Stability Board and various standards-	

setting bodies and agencies that meet under their 

aegis are working toward a greatly enhanced degree 

of international coordination and cooperation, and 

the G30 commends and fully supports this ongoing 

process.

Share perspectives on emerging risks 
Supervisors are uniquely positioned to perceive 

emerging trends across institutions and potential 

systemic risks and should share concerns with the 

institutions they oversee. 

Leveraging supervisory 
and auditor insight
In the course of their independent work supervising 

and auditing financial institutions, the supervisor and 

external auditor each gather important insights on a 

broad set of matters, including—broadly defined—

risks, controls, governance, culture, and tone at the 

top and across the organization. By sharing these 

views with the board and management, supervisors 

can help the board and management carry out their 

duties more effectively.

4. Ensure boards and management 
govern effectively by setting 
realistic expectations of FI 
boards and adjusting regulatory 
guidance accordingly.
Some supervisors simply review an FI’s structures 

and processes to ensure compliance with regulatory 

guidance, but simple “tick-the-box” evaluations of 

structures and processes do not sufficiently evaluate 

governance at large FIs. Other supervisors are 

electing to go a step further, observing and asking 

questions, and thereby pushing boards and manage-

ment teams to make improvements and improve 

discipline. A realistic and nuanced approach to 

supervision has several components:
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�� Clarity in the messages given. Supervisors need 

to deliver a clear, consistent, and reasonable 

message regarding their expectations of boards. 

Regulators should clarify the distinct roles of 

board and management in regulatory guidance 

and ensure that supervisors do not interpret the 

guidance so conservatively that those distinctions 

are lost.

�� Reasonable expectations. Pressure from regula-

tors and supervisors can drive boards to a level 

of detail that is beyond their competency. It is 

one thing to support and encourage an active and 

engaged board that is properly familiar with the 

risks being taken by the organization; it is another 

to drive boards to an excessive focus on detailed 

operational matters that are more properly the 

purview of management.

�� Comprehension of the cultures and values that 
drive behavior in each FI. Through their regular 

interactions with management and the board, 

supervisors can get a sense of the culture of an 

organization. They should consider how open 

and transparent management is with the board, 

how quickly issues are elevated, and how they are 

addressed when they come to light. Supervisors 

may have better insight into culture deeper into 

the organization than the board because they 

have staff working daily in these institutions. 

They can gauge how tone at the top is translated 

down through the organization.

Supervisors should avoid becoming so focused 

on an audit approach to assessing behaviors that 

they take isolated missteps as evidence of systemic 

issues, but they can offer insight into why isolated 

incidents might represent red flags for further 

investigation.

�� Thoughtful recommendations regarding gover-
nance improvements. Although supervisors will 

better comprehend how FIs work through deeper 

engagement, they will never have an insider’s per-

spective, and therefore they should set a relatively 

high bar for making specific recommendations for 

changes to governance structures and processes. 

If supervisors reach the conclusion that change is 

necessary, the formal process of informing institu-

tions about recommended improvements should 

not be the end of the engagement process. A 

healthy relationship between the FI and the super-

visor should allow for better communication of 

supervisors’ questions and concerns and should 

make possible improved coordination regarding 

addressing those concerns and questions in the 

context of each FI’s unique circumstances.

5. Avoid overstepping their 
supervisory role and allow 
the board and management 
to shoulder their respective 
responsibilities.
Supervisors are becoming more proactive, and 

in some cases, more “intensive and intrusive,”16 

applying judgment and intervening earlier in deci-

sions historically left to management and the board. 

In doing so, they must be careful not to compromise 

the clear fiduciary responsibility of the board to 

take its own commercial decisions on the direction 

and strategy of the FI within established regulatory 

parameters. Clarity around roles and expectations 

of the various actors in governance—management, 

the board, and supervisors—is essential.

Because they have a duty to prevent systemic 

problems, supervisors must sometimes stop an 

16	 See, for example, Hector Sants, “Reforming Supervisory Practices: Progress to Date,” speech at the Reuters Newsmakers Event, December 13, 2010; 
and Financial Stability Board, Intensity and Effectiveness of SIFI Supervision: Recommendations for Enhanced Supervision (Basel: Financial 
Stability Board, 2011). 
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institution from doing something. In this context, 

and despite the need to remain independent, in 

exceptional circumstances supervisors may (and some 

jurisdictions already do) consider the utility of direct 

intervention in strategic initiatives, if they believe 

the strategic shift presents undue systemic risk. At 

a minimum, supervisors should retain the right to 

review any major strategic initiative and to take such 

action if needed. Improving engagement with boards 

and senior executives should provide opportunities 

to air any concerns early in the decision process. This 

should reduce the need for intervention in decisions 

already made by management and the board.

As mentioned earlier, involvement of the supervisor 

in FI decisions raises issues of accountability. While 

supervisors must sometimes intervene, they must be 

mindful not to have that intervention adjust corpo-

rate strategy unintentionally. There have recently been 

examples of FIs selling subsidiaries just to avoid inap-

propriately intrusive supervision that had overstepped 

the boundary between supervision and board prerog-

atives. If supervisors are too closely engaged in key 

decisions, they take on some liability for those deci-

sions. Similarly, there are dangers in overpromising. 

If supervisors claim they will successfully stop risky 

activities, then any activities not explicitly prohibited 

or stopped by supervisors may be perceived as accept-

able. Supervisors must also avoid becoming “cap-

tured,” that is, overly influenced by the institution’s 

perspectives. Periodic rotation of senior supervisors 

among FIs can help prevent this phenomenon, though 

rotation should not be so frequent as to impede the 

development of knowledge, relationships, and insight.

Governments must address the talent and resource 

challenge created by enhanced supervisory goals 

and burdens. Staffing is a potential limitation that 

will need to be addressed, and so is compensation.

Regulatory agencies may wish to consider ways 

to attract more senior employees from FIs, including 

recent retirees, to augment the knowledge and 

expertise of supervisory employees. While hires from 

FIs may create potential conflicts, the benefits of 

greater industry insight and expertise outweigh the 

potential drawbacks. Safeguards should be put in 

place to minimize even perceived conflicts of interest.

Regulatory and supervisory agencies may also 

wish to augment their independent analyses with 

internal work performed by the FIs themselves, 

including internal evaluation and audit work. 

Obviously, leveraging work performed by FI staff 

would require appropriate verification.

* * *

Supervisory changes of the type proposed above 

are necessary and must be part of the financial 

reform and redesign process already under way. 

Taken together, the outlined supervisory good prac-

tices could significantly improve oversight of FIs.

Supervisors that more fully comprehend FI corpo

rate governance structures, strategies and risks, 

culture, and operations will be better able to make 

judgments that support the stability of FIs in the 

face of unexpected crises or shocks. This enhanced 

supervisory discernment may also pay dividends by 

prompting increased vigilance and discipline within 

FI boards and management. The outcome should be 

increased stability of the financial system as a whole 

and effective microprudential oversight that comple-

ments the macroprudential goals of central banks 

and supervisors nationally and internationally.

Finally, it must be underscored once more that as 

supervisors take on this expanded role, they must 

be careful to respect the distinct roles that each 

stakeholder in effective governance has to play. 

The objective is to develop an optimal model of 

engagement, one that strengthens the governance 

framework overall without unduly burdening the 

board or management with supervisory intrusion or 

encroachment on management or board prerogative.
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Relationships between  
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Long-term shareholders can and should contribute meaningfully to 

effective FI governance.

Responsive boards and management teams 

engage seriously with shareholders, listen closely, 

and factor shareholder perspectives into decisions. 

Shareholders should insist on full transparency and 

disclosure on financial, compensation, and gover-

nance issues.

FIs with constructive relationships with share

holders:

1.	 Actively listen to shareholder perspectives and 

concerns before issues arise and communicate 

clearly the board’s philosophy on governance 

matters of shareholder interest, including com-

pensation, succession, and board composition.

2.	 Recognize that shareholders are a heterogeneous 

group and make every effort to honor share

holders’ desire to be heard.

3.	 Thoughtfully manage their interactions with 

shareholders in the interest of clarity of message.

4.	 Decide when to resist shareholder demands, 

including those raised by proxy advisers, and 

when to accede to them.

The following points are also worth noting:

5.	 The UK’s Financial Reporting Council has put 

forward a useful shareholder code, and the 

International Corporate Governance Network is 

supporting similar work.

6.	 Shareholders have an important role to play in 

shaping governance arrangements at FIs.

Details of how FIs engage in constructive 

relationships with shareholders, and of the other 

issues related to shareholders, are presented below.

This chapter offers perspectives on relationships 

between an FI board and its shareholders within a 

framework of effective governance. The focus is on 

suggested principles of general application (as far 

as possible) rather than on the specifics of ongoing 

debates in the United States and elsewhere on share-

holder rights (for example, proxy access, staggered 

boards, board member terms, say on pay) and the 

laws and regulations that enable and constrain them 

in particular jurisdictions. Similarly, this chapter 

does not address change of control situations.

Significant long-term shareholders generally 

have the right to be represented on the board. 

These board members exercise their rights as they 

see fit, in accordance with the law, and they are to 

be applauded for the part they can and do play in 

assuring effective governance. The presence of long-

term shareholders on the board leads to vigorous 

and salutary discussion, and significant shareholders 

almost always consider the long-term success of the 

institution to be paramount.

Those shareholders who are not represented on 

the board express their power and prerogatives 

largely (though not exclusively) through the exercise 

of their right to elect non-executive directors of the 

board. All shareholders have a right to be heard by 

management and the board and, at any rate in the 

case of long-only investors or their fund managers, 

an interest in promoting the long-term success of the 

firm. This interest and attendant responsibility may 

be seen as a counterpart to the core accountability 

of the board to them as shareholders.
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1. Actively listen to shareholder 
perspectives and concerns before 
issues arise and communicate 
clearly the board’s philosophy 
on governance matters of 
shareholder interest, including 
compensation, succession, 
and board composition. 
Shareholders can play a very important role in 

keeping the board and management honest about 

performance. Investors will forgive a lot, but they 

seldom forgive firms for failing to meet the expecta-

tions the firms themselves have set and conveyed. 

For this reason, dialogue with long-term investors 

is critical. Every major FI has a well-developed 

investor relations program, designed to accom-

modate its particular profile of investors. Investors 

usually want to talk about strategy and operations, 

so these programs are primarily the purview of 

management.

However, the board chair, deputy chair, and/or 

senior independent (lead) director also have key roles 

to play in communication with shareholders. Once 

or twice a year, the chairman and one or two other 

non-executive directors (for example, the lead or 

senior independent director, the chair of the gover

nance committee, or the chair of the compensation 

committee) should consider meeting with the largest 

shareholders to cover any remaining questions or 

concerns. They should lay out the board’s philosophy 

on governance issues, with a particular emphasis on 

identifying the chair’s successor, plans to refresh the 

board, management succession planning, compensa-

tion, and any issues known to be on the minds of 

shareholders.

Some institutions invest considerable effort in 

framing and communicating their perspectives; 

others have a more difficult time justifying the 

expense necessary to do so. Many institutions rely on 

proxy advisers for guidance. Some advisers are quite 

diligent; others are less so. Similarly, the reliance 

placed on them may be blind or well considered.

By engaging in active communication, boards 

will stay abreast of shareholder concerns. They will 

have a sense of the mood of the investor community. 

In those instances when shareholders’ interests are 

not congruent with the long-term interests of the 

company, the board will be in a position to preempt 

unwelcome proxy resolutions through dialogue and 

early action.

2. Recognize that shareholders 
are a heterogeneous group and 
make every effort to honor 
shareholders’ desire to be heard.
The shares of many of the world’s largest FIs are 

widely held and traded on the major stock exchanges. 

Institutional investors (for example, investment and 

pension funds) hold many of the shares, but typically 

no one institution holds more than a small percentage 

of the total. These shareholders are a very hetero-

geneous group, and each acts in its own interests. 

Some hold shares for decades; others for seconds—

as is the case for high-frequency traders for whom 

board engagement is of little or no interest. Some 

shareholders seek dividends, others long-term share 

appreciation. Some have special agendas. Many 

shareholders, for perfectly rational reasons, find it 

difficult to act like owners: they are simply investors, 

and as investors, some take an active interest in gov-

ernance, while others do not.

As investors, shareholders’ influence leading up 

to the crisis was not always positive. The Walker 

report summarized the situation clearly:

“Before the recent crisis phase there seems to have 

been a widespread acquiescence by institutional 

investors and the market in the gearing up of the 

balance sheets of banks (and also of many other 
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companies) as a means of boosting returns on equity. 

This was not necessarily irrational from the stand-

point of the immediate interest of shareholders who, 

in the leveraged limited liability business of a bank, 

receive all of the potential upside whereas their 

downside is limited to their equity stake, however 

much the bank loses overall in a catastrophe.” 17

Boards often have a legal or ethical responsibility 

to stakeholders other than shareholders. Employees 

have specific rights under codetermination. Cus-

tomers have rights that are protected by laws and 

regulations, and by ethical considerations. The finan-

cial crisis surfaced the conflicting goals and rights of 

these different sets of stakeholders.

More broadly, given the externalities of FIs, 

boards have a duty to look after the broader 

interests of society, which tend to support the long-

term interests of the FI and are broadly aligned 

with the interests of the long-term shareholder. All 

shareholders must be seen as just one of several 

categories of stakeholder, all of whose voices are 

important. Furthermore, shareholders themselves 

will be divided in their views. The wise board must 

understand all these motivations and strike the right 

balance among them.

3. Thoughtfully manage their 
interactions with shareholders in 
the interest of clarity of message.
Conversations with shareholders need to be con-

sistent, which is one reason why involving only a 

small number of non-executive directors in those 

conversations makes good sense: the possibility of 

confusion or ambiguity increases as the number of 

voices involved goes up. The independent chairman 

is the key liaison board member, with the senior 

independent director or lead director often playing 

an important role as well. In addition, over the 

past few years, with so many shareholder ques-

tions arising on compensation, direct engagement 

between the remuneration committee chair and 

shareholders and proxy advisers has increased.

4. Decide when to resist 
shareholder demands, including 
those raised by proxy advisors, 
and when to accede to them.
Not all shareholders will be happy with the firm’s 

governance philosophy and plans. Unhappy share-

holders may file or threaten to file proxy resolutions. 

This may call for more communication and more 

information sharing.

The fact that in most cases shareholders can sell 

their holdings gives pause to board members and 

senior managers whom shareholders most want 

to influence. Rarely would anyone charged with 

building the long-term value of the firm want to 

encourage investors to sell their holdings. But board 

members and senior management cannot be swayed 

by near-term stock price pressures at the expense of 

the long term. In addition, paying special heed to a 

shareholder today who may sell his shares tomorrow 

seems unjustified. Shareholders’ relationship to the 

FI is more voluntary than that of any other group of 

stakeholders.

The board must choose and defend a position in 

the long-term interests of the institution, which is its 

primary responsibility. In discharging this responsi-

bility, the board may from time to time act contrary 

to the wishes of short-term shareholders in order to 

create value for long-term shareholders.

17	 David Walker, A Review of Corporate Governance in UK Banks and Other Financial Industry Entities (London: HM Treasury, 2009), 71.
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5. The UK’s Financial Reporting 
Council has put forward a 
useful shareholder code, and 
the International Corporate 
Governance Network is 
supporting similar work.
In July 2010, the UK’s Financial Reporting Council 

published the UK Stewardship Code, which

“aims to enhance the quality of engagement 

between institutional investors and companies to 

help improve long-term returns to shareholders 

and the efficient exercise of governance responsi-

bilities. Engagement includes pursuing purposeful 

dialogue on strategy, performance and the man-

agement of risk, as well as on issues that are the 

immediate subject of votes at general meetings.” 18

The Code has been implemented in the UK on 

a “comply or explain” basis, which recognizes that 

certain shareholders may have good and substantive 

reasons for opting out.

In a similar vein, the International Corporate 

Governance Network has taken up the challenge of 

establishing best practice for shareholder responsi-

bility and is lending its support to the development 

of stewardship codes and their equivalents around 

the world. This is a praiseworthy endeavor. 

Institutional investors globally would do well to 

carefully consider the work of both organizations. 

They should comply with the Financial Reporting 

Council’s Stewardship Code whenever compliance 

is consistent with the investor’s aims and the con-

straints under which it operates.

Under the rubric of shareholder responsibility, 

two areas call for special attention and focus: 

�� The first relates to board composition, new 

board member appointments, and the evaluation 

of board performance, which many SIFI boards 

now undertake on a regular basis, increasingly 

with the benefit of external facilitation. Major 

shareholders can benefit by factoring appraisal 

outcomes and follow-up initiatives into their 

dialogue with board chairmen. The chairman 

or lead director/senior independent director 

of a major SIFI board should give serious con-

sideration to at least informal soundings with 

major shareholders before significant new board 

appointments are made.

�� The second relates to the structure and incen-	

tives associated with remuneration. Say-on-pay 

measures in place in many jurisdictions invite 

shareholder engagement in the vital matters of 

how reward is structured and how it is allocated 

to employees (as opposed to shareholders). Even 

when express provisions for shareholder say-

on-pay are not embedded in law or practice, 

shareholders can be encouraged to weigh in with 

a considered perspective.

6. shareholders have an 
important role to play in shaping 
governance arrangements at FIs.
Shareholders can ask probing questions about 

governance that stimulate thinking, offer helpful 

observations, and otherwise support the FI. They 

not only have a right to be heard, they have an 

important voice in the governance process. 

Institutional shareholders are seldom in a position 

to fully understand the issues facing the FI, be they 

strategic or governance related. They are simply too 

far removed from the action. When one considers 

that even board members, who may spend 30 to 100 

days per year in the role, immersed in information 

and engaged with management, sometimes have 

difficulty understanding the real issues, one can 

better understand the limitations on shareholders. 

18	 Financial Reporting Council, The UK Stewardship Code (London: Financial Reporting Council, 2010), 1.
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Shareholders tend to act after there is a problem, but 

they rarely are able to contribute in advance. They 

are therefore not likely to make a real difference to 

the safety and soundness of the institution directly.

* * *

Shareholders can and do contribute meaning-

fully to the effective governance of FIs. Significant, 

long-term shareholders with seats on the board have 

both the position and the incentive to contribute 

positively to governance. Boards and management 

must diligently listen to them. But the role of insti-

tutional shareholders in securing financial stability 

through intervention on governance issues is none-

theless limited. The primary focus must remain on 

the board. 
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Values and culture may be the keystone of FI governance because they 

drive behaviors of people throughout the organization and the ultimate 

effectiveness of its governance arrangements.

1.	 Honesty, integrity, proper motivations, indepen-

dence of thought, respect for the ideas of others, 

openness/transparency, the courage to speak 

out and act, and trust are the bedrock values of 

effective governance.

2.	 It is for the board of directors to articulate and 

senior executives to promote a culture that 

embeds these values from the top to the bottom 

of the entity. Culture is values brought to life.

3.	 Well-functioning boards set, promulgate, and 

embed these values, commonly in the form of a 

code, so that directors, senior executives, and all 

other employees in an entity are fully aware of 

the standards of behavior that are expected of 

them. 

4.	 Because of their power to influence behavior 

and the execution of the FI’s strategy, values and 

culture are essential dimensions of inquiry and 

engagement for supervisors. Major shareholders 

or their fund managers should be attentive to the 

culture of an entity when making their investment 

decisions and engaging with an investee board.

These ideas are discussed in the pages that follow.

Structures and processes are important, but how 

they are made to function is the key. Suitable 

structures and processes are a necessary but not 

a sufficient condition for good governance, which 

critically depends also on patterns of behavior. 

Behavioral patterns depend in turn on the extent 

to which values such as integrity, independence of 

thought, and respect for the views of others are 

embedded in the institutional culture.

FI leaders stress the paramount importance of 

values and culture in driving behavior. Establishing 

proper institutional arrangements is relatively easy, 

but embedding the right culture tends to be much 

harder. In the best-run FIs, positive values and culture 

are palpable from the board to the executive suite to 

the front line. Values and culture drive people to do 

the right thing even when no one is looking. They 

are a fundamental aspect of the governance system.

Although values and culture cannot always be 

measured quantitatively, they impact governance 

effectiveness in powerful ways and therefore should 

be a major focus for the supervisor. What follows 

are specific views and recommendations designed 

to encourage FI board members, executive leaders, 

supervisors, and shareholders to pay heed to the 

importance of values and culture and the hard work 

involved in getting them right:
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1. Honesty, integrity, proper 
motivations, independence of 
thought, respect for the ideas of 
others, openness/transparency, 
the courage to speak out and 
act, and trust are the bedrock 
values of effective governance.
All around the globe, across countries and cultures, 

FI leaders cited a remarkably consistent set of values 

that they considered to be essential to a culture in 

which effective governance could thrive. These 

include personal values, values concerning respect 

for ideas, values that shape personal interaction, 

and trust and mutual respect.

Personal values
Absent impeccable personal values—honesty, per-

sonal integrity, and motivation—nothing is possible. 

Honesty and personal integrity are self-explanatory 

and important in any business, but especially in 

FIs, where public trust and a reputation for honesty 

and integrity are essential to the value proposition. 

Motivation deserves a short explanation.

Behavior can be motivated by factors both noble 

and ignoble. Self-interest is not intrinsically bad; it 

can be harnessed for good. But unless it is aligned 

with an orientation toward the firm, it will under-

mine objectivity and corrupt action. Motivation 

matters at the front line and in the executive suite. 

For example:

�� The CEO may promote a major acquisition as a 

way to advance the long-term interests of the FI 

and its customers—or as a way to cap his or her 

legacy. The board needs to understand what moti-

vates the CEO’s recommendations and decisions.

�� Frontline employees may recommend a loan for 

approval because they believe in the credit or just 

to fill a quota. Traders may make a risky transac-

tion because their compensation is tied to volume 

or because they are exploring innovative ways to 

make a profit for the FI.

Motivation, therefore, needs to be discerned.

Values concerning respect for ideas
Independence of thought and respect for the views 

of others are values that relate to ideas, curiosity, 

and continuous learning. Good governance requires 

a certain democracy within the company. More 

voices need to be heard, both within management 

and at the board level. Consensus is often better 

than mandated CEO or board decisions.

Succumbing uncritically to groupthink or being 

too ready to accept the views of others, however, can 

be just as harmful as having a closed mind to others’ 

ideas. Good board members, branch managers, risk 

managers, and CEOs must all be open to good ideas, 

but no ideas must be above challenge and dissection.

The CEO and chair carry a special obligation to 

be open to ideas from all quarters and to be oriented 

to the institution and its success. One CEO expressed 

this idea simply: “I don’t want to be right. I want us 

to do the right thing.”

Values that shape personal interaction
Transparency/openness and the courage to speak out 

and act are values that shape personal interaction. 

Effective governance requires transparency, starting 

with information flows and discussion between the 

board and management. The relationship between 

the non-executive chairman, the non-executive 

directors, and management needs to be open, trans-

parent, and honest.

Transparency is important in all relationships: 

between the chair and the CEO, between the risk 



toward Effective Governance of Financial Institutions

78

managers and the revenue generators, between each 

level of management, and between management and 

the supervisors. All employees should be responsible 

for risks in the FI; they should all try to act like 

auditors. This vigilance demands a commitment to 

transparency and openness.

Courage to speak up and act is the value that 

animates insight. A board member, risk officer, or 

branch manager might have a tremendously valu-

able insight or perspective, but without the courage 

to share it or act upon it, the insight is worthless. The 

board should be deeply aware of what is taking place 

and should be challenging strategy and risk policies.

It takes courage to mount a challenge in the board-

room, and it often comes down to the personalities 

of key players. Do the chairman and CEO encourage 

challenge? If not, that authoritarian attitude swiftly 

corrupts board behaviors.

Trust and mutual respect
Trust must be earned. It is built on the application 

of the other values and develops over time. Trust 

and mutual respect go hand in hand and are always 

two-way. They are a feature of any strong organiza-

tion. The board must trust and respect management, 

and vice versa. There must be mutual trust among 

management levels and among board members; there 

must be trust between the FI and its supervisors.

An example illustrates the point. There are always 

shades of grey regarding what information manage-

ment shares with the non-executive directors and 

when. Early dialogue is most effective, but that is 

exactly when management does not necessarily bring 

a fully backed recommendation. If the board criti-

cizes management for gaps or flaws in its analysis, 

these early discussions become increasingly rare. By 

contrast, if the board uses the opportunity to pro-

vide useful input and guidance, management will see 

the board as a genuine value enhancer.

Trust has a critical dimension not only at the 

board and senior management levels but also closer 

to the front line. Employees should have a means of 

raising questions and concerns and be given support 

without fear of retribution. Trust does not obviate 

the need for rigorous risk governance and personnel 

processes, but without trust, any system of gover-

nance is bound to fail.

2. It is for the board of directors 
to articulate and senior 
executives to promote a culture 
that embeds these values from the 
top to the bottom of the entity. 
Culture is values brought to life.
Cultures are developed from a combination of values 

and priorities, both explicit and implicit, that together 

define how the organization acts. Culture influences 

attitude and behavior. If culture is developed well, 

decisions can be delegated much more deeply into 

the organization because people will know what is 

acceptable and what is out of bounds, even in the 

absence of close supervision or rules. Four aspects 

of FI culture have special relevance to governance 

effectiveness: risk culture, performance culture, 	

customer-centricity, and societal responsibility.

Risk Culture
As observed in Chapter 3, nurturing an appropriate 

risk culture is very important to every successful FI. 

Is the culture risk seeking or risk avoiding? Does 

it encourage pushing the envelope or remaining 

safely inside defined risk boundaries? Are known 

risks mitigated through unique skills or capabili-

ties? Are risks taken outside permitted boundaries 

rewarded if they produce profits, or punished? Are 

risks widely syndicated, or is the risk culture more 

entrepreneurial?
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Every FI will have a unique risk culture. 

Homogeneity is not a virtue. The risk culture must 

be consistent with and supportive of the FI’s strategy 

and its long-term growth and stability.

Performance Culture
Strong performance cultures can promote the suc-

cess of an FI. Setting goals, measuring performance 

relative to them, and rewarding those who achieve 

goals is a core process in any organization. Every 

FI’s performance culture has both organizational 

and individual performance dimensions.

Strong performance cultures tend to have quan-

tifiable goals and “up or out” systems of advance-

ment, among other characteristics. Steep incentive 

compensation arrangements are frequently a feature 

of strong performance cultures, but pay is by no 

means the only reward for performance. Advance-

ment, recognition, and respect can also be very 

strong incentives and rewards.

The danger comes when the drive to achieve 	

economic performance trumps or distorts core 

values and other cultural norms. A good perfor-

mance culture will reward those whose successes 

uphold the organization’s institutional values and 

penalize those who subvert those values. Economic 

performance at any price is failure.

Customer-centricity
A customer-centered focus (customer-centricity) 

drives behaviors not only at the customer interface, 

but also in the marketing and product manage-

ment of organizations. FIs that wish to distinguish 

themselves through superior customer service 

should make customer service the highest priority 

of a person’s time. This is a strategic choice, not 

a governance issue, which is then translated into 	

operational discipline.

The governance issues demanding board and exec-

utive attention concern the related issues of product 

suitability and business conduct, which manifest 

themselves in both the consumer and corporate 

segments.

�� FIs must require that all products serve the legiti-

mate needs of the target customer segment and 

be marketed accordingly. Information asymmetry 

will always exist—the FI will always know more 

than the client—but FIs must not exploit that 

asymmetry through aggressive marketing, because 

that may at a minimum create the appearance of 

deception.

�� More broadly, ethical business conduct is essen-

tial everywhere, but especially in an FI licensed to 

operate by the state. Good business practice pays, 

and a firm following it will develop mutually 

beneficial relationships with all its stakeholders.

No FI can afford the reputational risk of marketing 

unsuitable product or engaging in slippery business 

conduct. Values and culture speak to both of these 

perils.

Societal Responsibility
FIs, unlike most other corporations, are licensed 

by society to serve the needs of society. The 

2008–2009 financial crisis demonstrated that an 

FI’s mismanagement and collapse can have serious 

repercussions for the economy as a whole, which 

is why society requires FIs to take their societal 

responsibilities seriously and factor them into their 

culture. FIs must serve not only their shareholders, 

but society as a whole. This is a bedrock principle.

Accordingly, FIs must create a culture that 

respects those societal responsibilities and encour-

ages the behaviors necessary to discharge them. This 

essential cultural bias toward society complements 
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the responsibility of the board to deliver value to 

shareholders, and it must shape top management’s 

approach to FI strategy and risk, guide the board’s 

oversight function, and define the supervisor’s 

mission.

3. Well-functioning boards 
set, promulgate, and embed 
these values, commonly in 
the form of a code, so that 
directors, senior executives, 
and all other employees in 
an entity are fully aware of 
the standards of behavior 
that are expected of them.
Setting values and shaping a culture takes a long 

time and a great deal of work. In discussing the 

keys to effective risk governance, one chairman 

noted, “The remaining 30 percent to 40 percent is 

culture, getting people in the right mindset. How 

do you build up the right culture, where people 

self-regulate?”

A written code helps preserve and strengthen 

the culture: it is the FI’s tangible symbol of its 

value system and can be prominently and widely 

displayed such that it draws attention and comment 

from employees. The code should emphasize the 

positive commercial benefits of high standards of 

ethical business conduct and not simply the negative 

consequences of getting things wrong.

Constant reminders and repetition are the keys to 

embedding a culture. A powerful and essential way 

of doing so is to visibly integrate values and culture 

into the key HR processes of the FI. These pro-

cesses are among the most influential and tangible 

reinforcing mechanisms because through HR actions 

aspirational statements become reality. For example:

�� Recruiting material and interview guides need to 

refer to the code so that candidates understand 

what kind of company it is they are seeking to join.

�� The employee induction process needs to include 

substantial attention to the code and how it 

affects expected behaviors.

�� The performance review process needs to 

meaningfully incorporate consideration of an 

individual’s conformance to the FI’s values. 

Metrics must be put in place. Often, 360-degree 

reviews on softer issues can bring to light both 

strengths and weaknesses.

�� Advancement decisions invariably send loud 

messages to the organization about who can 

expect to do well in the organization. It takes 

courage to penalize someone for subverting values 

when that person has also been responsible for 

great economic performance. On the other hand, 

advancing a “culture carrier”—an individual who 

not only achieves strong economic performance, 

but does it the right way—sends a strong positive 

message.

While values and culture may be the “soft” side 

of governance effectiveness, they can and must be 

managed with hard and dedicated commitment.

4. Because of their power to 
influence behavior and the 
execution of the FI’s strategy, 
values and culture are essential 
dimensions of inquiry and 
engagement for supervisors. 
Major shareholders or their 
fund managers should be 
attentive to the culture when 
making investment decisions and 
engaging with an investee board.
Values and culture are legitimate and important 

dimensions of inquiry for supervisors. While these 

soft features defy quantitative measurement, they 

cannot be ignored. Anyone spending time in an 

organization quickly develops a clear sense for 
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what drives it: most new employees understand the 

values and culture of the institution within a year, 

and many figure it out within a few months. They 

instinctively observe how values and culture influ-

ence day-to-day business decisions and personnel 

choices. Supervisors can do likewise.

Supervisors need to understand each FI’s values 

and culture. It should be one of the things they articu-

late about the FI, and they should compare and con-

trast their perceptions with those of their colleagues 

who work with other FIs. Supervisors should discuss 

their observations with senior managers and board 

members from time to time. If the supervisors have 

concerns, they should express them through appro-

priate channels and customary forums, but they 

should resist making recommendations regarding 

what values and culture an FI should cultivate. Those 

are decisions for the board and for management.

Finally, long-term shareholders need to be atten-

tive to culture and treat it as an investment criterion. 

Believing in the long-term prospects of an institution 

involves buying into its values and culture.

* * *

Values and culture should be seen as the ultimate 

software that determines the behaviors of people 

throughout the FI and the effectiveness of its 

governance arrangements. The fact that the quality 

of embedded values and culture cannot readily 

be measured does not detract in any way from 

their critical significance. Boards, management, 

supervisors, and shareholders must be continuously 

and proactively attentive to the maintenance and 

reinforcement of values and cultures that lead to safe, 

sound, innovative, ethical, and high-performing FIs.
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