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ABSTRACT

The purpose of this paper is to analyse some of
the important issues concerning the corporate
governance of banks and financial institutions
and the related issues of financial regulation.
The paper argues that corporate governance of
banks is largely concerned with reducing the
social costs of bank risk-taking and that the reg-
ulator is uniquely positioned to balance the rele-
stakeholder  interests in  devising
governance standards for financial institutions
that achieve economic development objectives,
while minimising the externalities of systemic
risk. The paper also analyses recent interna-
tional initiatives in the area of corporate gov-
ernance and banking, including some of the
proposals_of the Basel Committee on Banking
Supervision. The paper then reviews the legal
and regulatory framework of corporate govern-
ance in the United Kingdom for banks to illus-
trate some of the strengths and weaknesses of
the UK approach, and to suggest possible regu-
latory techniques for other jurisdictions.

vant

tant area of financial regulation because of
the systemic risks that banking activity poses
for the economy and society at large. Follow-
ing the US savings and loan crisis in the 1980s
and the Asian financial crises in the 1990s,
most experts recognised that effective pru-
dential regulatory regimes for the banking
sector require strong corporate governance
frameworks for banks and financial institu-
tions. Most of the literature on corporate
governance has addressed the governance
issues confronting companies and firms in the
non-financial sector.! Most of these studies
take the principal-agent problem as the start-
ing point of analysis, in which the principal is
the owner/sharcholder of the firm and the
agent is the manager/employee of the firm.
This paper suggests that the traditional
model of the principal-agent problem fails to
take account of the important role that finan-
cial regulation can play in representing stake-
holder interests in the economy. Recent
international initiatives in the area of banking
regulation provide some general principles
for how regulators can balance the interests
of owners, managers and other stakeholder
interest in society. UK financial regulation
establishes a legal basis for corporate govern-
ance standards for banks and financial sector
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INTRODUCTION
The corporate governance of banks and
financial institutions has become an impor-

firms that seems to address some of the mani-
festations of the principal-agent problem in
the financial sector.
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The main rationale of bank regulation has
traditionally been the safety and soundness
of the financial sector and protection of
depositors.> A safe and sound banking
system requires the effective control of sys-
temic risk.> Systemic risk arises because
banks have an incentive to underprice finan-
cial risk because they do not incur the full
social costs of their risk-taking.* The social
costs of bank risk-taking can arise from the
solvency risks posed by banks because of
imprudent lending and trading activity, or
from the risks posed to depositors because of
inadequate deposit insurance that can induce
a bank run.> Systemic risk can also arise
from problems with payment and settle-
ment systems or from some type of financial
failure that induces a macroeconomic crisis.®
These sources of systemic risk demonstrate
the fragility of the banking sector and the
need to develop adequate corporate govern-
ance arrangements to incentivise bank man-
agement and owners to undertake a level of
risk that does not create substantial social
costs for the economy.

Bank regulation has traditionally sought
to mitigate these social costs by adopting
various prudential measures, including
deposit insurance, capital adequacy require-
ments, asset composition rules, and fit and
proper standards for bank officers, senior
management and board members.” The
main function of bank prudential regula-
tion is to address the social costs which
bank risk-taking creates by adopting con-
trols and incentives that induce banks to
price financial risk more efficiently. Corpo-
rate governance plays an important role in
achieving this in two ways: to align the
incentives of bank owners and managers so
that managers seck wealth maximisation
for owners, while not jeopardising the
bank’s franchise value through excessive
risk-taking; and to incentivise bank man-
agement to price financial risk in a way
that covers its social costs. The latter objec-
tive is what distinguishes bank corporate

governance from other areas of corporate
governance because of the potential social
costs that banking can have on the broader
economy. Moreover, it should be noted
that regulatory intervention is necessary to
address the social costs of bank risk-taking
because the regulator is uniquely situated
to assert the varied interests of other stake-
holders in society and to balance those
interests according to the public interest.

WHY BANKS ARE SPECIAL AND THE
PRINCIPAL-AGENT PROBLEM

The role of banks is integral to any econ-
omy. They provide financing for commer-
cial enterprises, access to payment systems,
and a variety of retail financial services for
the economy at large. Some banks have a
broader impact on the macro sector of the
economy, facilitating the transmission of
monetary policy by making credit and
liquidity available in difficult market condi-
tions.® The integral role that banks play in
the national economy is demonstrated by
the almost universal practice of states in
regulating the banking industry and pro-
viding, in many cases, a government safety
net to compensate depositors when banks
fail. Financial regulation is necessary
because of the multiplier effect that bank-
ing activities have on the rest of the econ-
omy. The large number of stakeholders
(such as employees, customers, suppliers
etc), whose economic well-being depends
on the health of the banking industry,
depend on a well-regulated and supervised
banking sector. Indeed, in a healthy bank-
ing system, the supervisors and regulators
themselves are agents acting on behalf of
broader stakeholder interests in the econ-
omy at large. Efficient banking regulation
involves the promulgation of substantive
standards (eg capital adequacy and fit and
proper standards) and risk management
procedures for financial institutions in
which regulatory risk measures correspond
to the overall ecconomic and operational



risk faced by a bank. Accordingly, 1t is
imperative that financial regulators ensure
that banking and other financial institutions
have strong governance structures, espe-
cially in light of the pervasive changes in
the nature and structure of both the bank-
ing industry and the regulation which gov-
erns its activities.

For most stakeholders, such as employ-
ees, customers, suppliers etc, their eco-
nomic welfare depends on the safety and
soundness of the banking system and, more
critically, the health of the economy. The
special role of banks is recognised by the
Basel Committee on Banking Supervision
statement on Corporate Governance for
Banking Organizations, which states:

‘Banks are a critical component of any
economy. They provide financing for
commercial enterprises, basic financial
services to a broad segment of the
population and access to payments
systems. In addition, some banks are
expected to make credit and liquidity
available in difficult market conditions.
The importance of banks to national
economies is underscored by the fact that
banking is virtually universally a
regulated industry and that banks have
access to government safety nets. It is of
crucial importance therefore that banks
have strong corporate governance.”

Moreover, as mentioned above, strong
bank corporate governance is necessary
because of the social costs of bank risk-
taking. For instance, a bank run can lead to
a general loss of confidence in the banking
system, which can quickly result in a spill-
over effect on other banks and even affect
healthy banks via the payment system. It is
important, therefore, that supervisors and
regulators monitor the governance prac-
tices of banks in order to protect the inter-
ests of those who have an economic and
social stake in the efficient performance of

the banking sector. An important function
of bank regulation should be to develop
substantive standards of governance and
process-oriented risk management guide-
lines that incentivise bank management and
directors to take into account the overall
economic and operational risk posed by
financial institutions. This requires the
adoption of robust governance structures
that balances the various interests within
and outside the banking organisation so
that the social costs of bank risk-taking are
minimised.

The principal-agent problem

The principal agent model has generally
been concerned with how one individual
(the principal) can design a contract which
motives another person (the agent) to act in
the principal’s interest. The design ‘princi-
pal-agent problem’ was first used by Ross
(Stephen Ross (1973) “The economic theory
of agency: The principal’s problem’ Ameri-
can Economic Review, Vol. 53, No. 2, pp.
134-39) to refer to the general problem of
devising a contract to ensure that the agent
pursues the principal’s goals as efficiently as
possible. The principal-agent problem
usually arises from two sources: imperfect
information, and misaligned incentives
between the principal and agent. Imperfect
information occurs when the principal
cannot sufficiently monitor the agents’
actions. For example, it is very difficult for a
bank to monitor the actions of its borrowers,
or for a bank owner to know the level of
effort exerted by its officers and employees
because of what Arrow (Kenncth Arrow
(1965) Aspects of the Theory of Risk-Bearing,
Chicago: Aldine-Atherton) classified as
hidden action and hidden information problems.
If the agents’ actions arc not observable,
it is impossible to design a contract based
on these actions. Moreover, the principal
may delegate responsibility to the agent to
make certain decisions based on informa-
tion that is only available to the agent.
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The other source of the principal-agent
problem concerns the divergence of inter-
ests between the principal and agent. If the
goals of these two parties were perfectly
aligned, the agent would have an incentive
to act in the way that the principal would
wish it to act. Perfect alignment of inter-
ests, however, is difficult to achieve because
the unobservable actions of the agent
cannot be perfectly inferred based on
observable data. For example, the agent’s
level of output cannot be used as a perfect
measure of effort because other random
factors may influence the agent’s output
independent of the agent’s effort.

The principal-agent problem can mani-
fest itself in two ways: moral hazard (hidden
action), and adverse selection (hidden infor-
mation). These problems arise from the
informational advantages possessed by the
agent at the principal’s expense. Moral
hazard can be defined as actions of eco-
nomic agents to maximise their own utility
to the detriment of others in situations
where they do not bear the full costs or
consequences of their actions. This may be
due to the uncertainty and incomplete or
restricted contracts which prevent the
assignment of full costs/benefis to the
agents responsible. Moral hazard is a form
of  post-contractual  opportunism  that
involves the agent choosing to pursue his
or her self-interest at the expense of the
principal by deviating from the course of
action that the principal would prefer the
agent to take. Moral hazard is therefore
associated with hidden actions in a contrac-
tual relationship. Hidden action involves
actions that cannot be accurately observed
or inferred by others, thus making it
impossible to condition contracts on these
actions.'”

Adverse selection is another form of the
principal-agent problem that applies to a
market in which products or services of
varying qualities are exchanged, and only
sellers know the quality of the goods.

Adverse selecton refers to a form of pre-
contractual opportunism which arises when
the agent has private information about
something which affects the net benefit
that the principal derives from the bargain.
Adverse selection is therefore associated
with hidden information. This means that the
agent has some (possibly incomplete) infor-
mation which determines the appropriate-
ness of the agent’s actions, but which are
imperfectly observable by others. For
instance, a borrower is likely to know a lot
more about its ability to repay a loan than
the lending bank. This means that high-
risk borrowers can exploit this information
asymmetry by portraying themselves as
low-risk borrowers in order to obtain
improved conditions on a bank loan.

The traditional principal-agent frame-
work has been used to analyse bank risk-
taking and how the incentives of share-
holders, creditors and managers can
diverge and thus undermine banking sector
stability."' The main characteristic of the
principal-agent problem is that some man-
agers have the opportunity to engage in
unobserved, socially costly behaviour.'?
The principal-agent problem can manifest
itself in different risk preferences for bank
managers as compared to shareholders and
creditors, including depositors, and other
stakeholders, such as employees, customers,
and borrowers. Overcoming the principal-
agent problem involves reducing the infor-
mation asymmetries between these parties
and aligning their incentives for risk-
taking."” This can be difficult, however,
because of high transaction costs and insti-
tutional barriers. Bank regulation is there-
fore necessary to ensure that the incentives
of these groups are properly aligned and
that the social costs of bank risk-taking are
mitigated and that the transaction costs for
banks in obtaining liquidity and access to
the payment system are low.

Moreover, the principal-agent problem
may also manifest itself within the context



of the bank playing the role of external
monitor over the activities of third parties
to whom it grants loans. In fact, when
making loans, banks are concerned about
two issues: the interest rate they receive on
the loan, and the risk level of the loan. The
interest rate charged, however, has two
effects. First it sorts between potential bor-
rowers (adverse selection)'* and it affects
the actions of borrowers (moral hazard)."
These effects derive from the informational
asymmetries present in the loan markets
and hence the interest rate may not be the
market-clearing price.'®

In addition, a major challenge for corpo-
rate governance as it relates to banks and
financial institutions involves a redefinition
of the principal-agent problem to include
the various types of market failure that
cause financial instability in the banking
sector. This means that banking regulation
should be concerned not only with creating
an incentive framework to induce manage-
ment to achieve the objectives of the bank
owners (eg shareholder wealth maximisa-
tion), but also to allow the regulator to
balance the interests of the various stake-
holder groups in the economy that are
affected by bank risk-taking and reduce the
social costs that are inevitably associated
with poorly regulated banking activity.

Moral hazard and deposit insurance

The banking literature suggests that banks
possess superior information regarding the
viability of assets and that their primary
function is to serve as delegated monitors
on behalf of depositors with surplus capi-
tal.'” Since depositors lack sufficient infor-
mation to assess the riskiness of assets in the
bank’s portfolio, they are not able to suc-
cessfully monitor banks. This information
advantage (asymmetric information) of
banks leads to moral hazard between the
bank and the depositors. This means that
bank owners (managers) have strong in-
centives to increase risk because they can

transfer their risk to third parties while
receiving any gains that might result from
the risky behaviour. To address the poten-
tial risk to depositors, most developed
countries provide some form of deposit
insurance protection. For example, the US
Government has provided gencrous deposit
insurance on multiple accounts for deposi-
tors since the 1930s.'® This has been criti-
cised, however, as reducing the incentive
of depositors to monitor the risky activities
of bank management.19 For instance,
Merton showed that before 1991 the FDIC
insurance premia rates were calculated on a
fixed price basis for all insured deposits;
and that this created a put-option-like sub-
sidy for bank sharcholders, which created
an incentive for riskier lending and trading
activities.*”

In 1991, as a response to the savings and
loan crisis of the 1980s, Congress sought to
mitigate the moral hazard problem by
enacting the Federal Deposit Insurance
Corporation and Institutions Act 1991
(FDICIA). Under FDICIA, the Federal
Deposit Insurance Corporation (FDIC) has
been vested with discretionary authority to
make determinations of unsafe and
unsound banking practices in violation of
the FDICIA that would place the insurance
fund at risk.

FDICIA established a risk-based assess-
ment system under which the premiums
paid by federally insured financial institu-
tions are based on risks the institutions pose
to the insurance fund. Specifically, s. 302(a)
of the FDICIA requires the FDIC to estab-
lish final risk-based assessment regulations,
and s. 302(f) authorises the FDIC to pro-
mulgate transitional regulations governing
the time period between the flat-rate assess-
ment system and the risk-based assessment
system required under s. 302(a). The FDIC
adopted the transitional regulations on 15th
September, 1992>' and  subsequently
adopted the final regulations on 17th June,
1993.2 Both regulations were codified
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under Title 12 of the Code of Federal Reg-
ulations § 327.%

In s. 302(a) of the FDICIA, Congress
defined a ‘risk-based assessment system’ as:

‘a system for calculating a depository
institution’s semiannual assessment based
on —

(i) the probability that the deposit
mmsurance fund will incur a loss
with respect to the institution,
taking into consideration the risks
attributable to —

(I) different categories and con-
centrations of assets;

(II) different categories and con-
centrations of liabilities, both
insured and uninsured, contin-
gent and non-contingent; and

(Ill) any other factors the [FDIC]

determines are relevant to
assessing such probability;
the likely amount of any such loss;

(1)

and
(iif) the revenue needs of the deposit
fund.”*

The FDIC has responded by using a risk-
based classification system based on detailed
reports and expert evaluations of the finan-
cial condition of an institution. The FDIC’s
regulations require the agency to analyse
objective ‘capital’ factors as well as subjec-
tive ‘supervisory’ factors.”®> The capital fac-
tors the institution’s ‘capital
group’, signified as a 1, 2 or 3 in the risk
classification. The supervisory risk factors
the institution’s ‘supervisory
sub-group’, signified as an A, B, or C in
the risk classification.?® Further, the regula-
tions provide that the FDIC will assign an
institution a supervisory subgroup based on
the FDIC’s ‘consideration of supervisory
evaluations provided by the institution’s
primary federal regulator’.?’”

The US FDICIA 1991 approach demon-
strates that the regulator can influence the

determine

determine

risk preferences of the bank manager by
adjusting the insurance premia rates for
insured deposits. Despite the FDIC’s new
powers to devise premium charges that
more truly reflect the underlying risk of a
bank’s assets, some experts argue that
deposit insurance premia in the USA
remain underpriced.”® Nevertheless, regula-
tors are in agreement that the reduction of
moral hazard in bank risk-taking requires
the efficient pricing of deposit insurance
premia along with a level of coverage
that creates an incentive for depositors to
engage in an optimal level of monitoring
and bearing some of the risks of bank man-
agers.

Moral hazard — the lender of last
resort, bank manager and fixed
claimants

Moral hazard can also exist between the
regulator and bank manager. The issue that
arises is whether the regulator can design
governance structures to reduce the social
costs of bank risk-taking. According to
Arrow,” it is impossible to allocate risk
efficiently between the regulator and bank
because of asymmetric information. For
instance, the lender of last resort (LOLR)
mechanism provides a safety net that
allows the bank to shift risk to the regula-
tor (insurer) or to depositors. This is espe-
cially the case when the bank is perceived
as too big to fail. The LOLR mechanism
provides a safety net for banks that allows
them to discount the cost of their risk-
taking. On the other hand, in regard to
deposit insurance, it has been argued that
the insurer-regulator is assumed to manage
the trade off between the social costs of
bank default and the economic benefits of
bank risk-taking when the bank avoids
default.*

Moreover, various devices are used to
protect fixed claimants against excessive
risk-taking in the firm. However, accord-
ing to Macey et al.,”' what makes banks



primarily different from other types of
firms is the lack of discipline exerted by
fixed claimants (eg depositors and other
banks). According to Hellmann et al.,*

good, which will give rise to a free rider
problem. For example, deposit insurance
reduces the incentive for insured depositors
to monitor the bank’s risk-taking because
their deposits are protected regardless of
the success of the banks’ investments.
Furthermore, in a world without deposit
insurance, depositors would be incentivised
to demand a higher interest rate to com-
pensate for the extra risk due to the bank’s
risk-taking. This would increase the cost of
capital in the banking sector and thus inhi-
bit economic development objectives.
Therefore, it is necessary that the regulator
play an appropriate role in designing an
incentive compatible deposit insurance
system and to address other sources of
market failure.

REGULATORY INTERVENTION

The foregoing illustrates the wide range of
potential agency problems in financial
institutions involving several major stake-

monitoring financial institutions is a public

holder groups including, but not limited
to, shareholders, creditors/owners, deposi-
tors, management, and supervisory bodies.
Agency problems arise because responsibil-
ity for decision making is directly or indir-
ectly delegated from one stakeholder
group to another in situations where objec-
tives between stakeholder groups differ and
where complete information which would
allow further control to be exerted over
the decision maker is not readily available.
One of the most studied agency problems
in the case of financial institutions involves
depositors and sharcholders, or supervisors
and shareholders. While that perspective
underpins the major features of the design
of regulatory structures — capital adequacy

requirements, deposit insurance, etc -—
incentive problems that arise because of the

conflicts between management and owners
have become a focus of recent attention.”

The resulting view, that financial mar-
kets can be subject to inherent instability,
induces governments to intervene to pro-
vide depositor protection in some form or
other. Explicit deposit insurance is one
approach, while an explicit or implicit
deposit guarantee is another. In either case,
general prudential supervision also occurs
to limit the risk incurred by insurers or
guarantors. To control the incentives of
bank owners who rely too heavily on gov-
ernment-funded deposit insurance, govern-
ments typically enforce some control over
bank owners. These can involve limits on
the range of activities; linking deposit
insurance premiums to risk; and aligning
capital adequacy requirements to business
risk.>*

While such controls may overcome the
agency problem between government and
bank owners, it must be asked how signifi-
cant this problem is in reality. A cursory
review of recent banking crises would sug-
gest that many causes for concern relate to
management decisions which reflect agency
problems involving management. Manage-
ment may have different risk preferences
from those of other stakeholders including
the government, owners, creditors, etc, or
limited competence in assessing the risks
involved in its decisions, and yet have sig-
nificant freedom of action because of the
absence of adequate control systems able to
resolve agency problems.

Another important area that has not
attracted sufficient academic or regulatory
attention concerns the issues of whether to
regulate the financial compensation pro-
vided by banks to their employees and
shareholders. Indeed, the risk-taking strate-
gies of senior management and directors
are significantly influenced by their com-
pensation arrangements and by their expo-
sure to civil and criminal liability for their
risk-taking practices. The goal should be
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aligning the incentives of shareholders,
depositors and creditors. In other words,
they must be required to incur the costs of
their risk-taking activities. The regulator
can only hope to approximate this in the
real world. What has become generally
recognised, however, is that regulators
should be given broad statutory authority
to exercise discretion in assessing the risk
profile of a particular institution and to
respond rapidly to developments in finan-
cial markets that affect risk-taking. For
instance, this might involve controlling
incentive arrangements for certain key per-
sonnel in the bank who exercise control
over the bank’s leverage positions.

In addition, a significant tool for the reg-
ulator in ensuring that its regulatory stan-
dards are met is the use of administrative
penalties and civil sanctions on banks or
their directors and employees for taking
actions in breach of regulation. Effective
regulatory intervention requires that regu-
lators have the resources and discretion to
bring for alleged
breach. Such discretion could include fact
finding in administrative hearings which
can only be reviewed on judicial review on
the basis of abuse of discretion or based on
substantial facts. This type of discretion,
however, can be criticised on the grounds
that it places too much power in the hands
of the regulator to act in a way that some
might view to be arbitrary and capricious.
Indeed, the discretionary power of the reg-
ulator may result in discriminatory treat-
ment between banks or individuals that
might violate human rights legislation.
Moreover, it might violate a person’s right
to have penalties or sanctions
reviewed by a fair and impartial tribunal.*®

enforcement actions

civil

INTERNATIONAL INITIATIVES

International standards of banking regula-
tion traditionally relied on compliance
with external standards or criteria of assess-
ment (eg 8 per cent capital adequacy) to

determine the safety and soundness of
banks, but with the adoption of Basel II
there has been a change in emphasis that
focuses on whether a bank’s internal pro-
cesses and decision-making structure com-
plies with  procedural standards of
assessment. Banks are expected to follow
process-oriented rules in assessing the risk
of assets and calculating capital and not
merely relying on external standards
This involves the
regulator working closely with banks and
adjusting standards to suit the particular
risk profile of individual banks. Indeed,
Basel II emphasises that banks and financial
firms should adopt, under the general
supervision of the regulator, internal self-
monitoring systems and processes that
comply with statutory and regulatory stan-
dards. Pillar II of Basel II provides for
supervisory review that allows regulators

and
criteria of assessment.

to use their discretion in applying regula-
tory standards. This means that regulators
have discretion to modify capital require-
ments depending on the risk profile of the
bank in question. Also, the regulator may
require  different  internal  governance
frameworks for banks and to sct controls
on ownership and asset classifications.

OECD and Basel Committee

In its most recent corporate governance
report, the OECD emphasised the impor-
tant role that banking and financial supervi-
sion plays in developing corporate-
governance standards for financial institu-
tions.”® Consequently, banking supervisors
have a strong interest in ensuring effective
corporate governance at every banking
organisation. Supervisory experience under-
scores the necessity of having appropriate
levels of accountability and managerial
competence within each bank. Essentially,
the effective supervision of the international
banking system requires sound governance
structures within each bank, especially with
respect to multi-functional banks that oper-




ate on a transnational basis. A sound govern-
ance system can contribute to a collabora-
tive working relationship between bank
supervisors and bank management.

The Basel Committee on Banking
Supervision (Basel Committee) has also
addressed the issue of corporate governance
of banks and multinational financial con-
glomerates, and has issued several reports
addressing specific topics on corporate gov-
ernance and banking activities.”’ These
reports set forth the essential strategies and
techniques for the sound corporate govern-
ance of financial institutions, which can be
summarised as follows:

— ‘[e]stablishing strategic objectives and a
set of corporate values that are commu-
nicated throughout the banking organi-

538
sation’;

— ‘[sletting and enforcing clear lines of
responsibility and accountability

throughout the organisation’;””

— ‘[e]nsuring that board members are
qualified for their positions, have a
clear understanding of their role in
corporate governance and are not
subject to undue influence from
management or outside concerns’;40

— ‘[e]nsuring that there is appropriate
oversight by senior management’;""

— ‘[e]ftectively  udilising  the  work
conducted by internal and external
auditors, in recognition of the impor-
tant control function they provide’;*

— ‘[e]nsuring that
approaches are consistent with the
bank’s  ethical values, objectives,
strategy and control environment’;43
and

— ‘[c]onducting corporate governance in a

44
transparent manner’.

compensation

These standards recognise that senior man-
agement is an integral component of the
corporate-governance process, while the
board of directors provides checks and bal-

ances to scnior managers, and that senior
managers should assume the oversight role
with respect to line managers in specific
business areas and activities. The effective-
ness of the audit process can be enhanced by
recognising the importance and indepen-
dence of the auditors and requiring manage-
ment’s timely correction of problems
identified by auditors. The organisational
structure of the board and management
should be transparent, with clearly identifi-
able lines of communication and responsi-
bility for decision-making and business
areas. Morcover, there should be itemisation
of the nature and the extent of transactions
with affiliates and rclated parties.*

Basel I

The New Basel Capital Accord (Basel 1%
contains the first detailed framework of
rules and standards that supervisors can
apply to the practices of senior manage-
ment and the board for banking groups.
Bank supervisors will now have the discre-
tion to approve a variety of corporate gov-
ernance and risk management activities for
internal processes and decision making, as
well as substantive requirements for esti-
mating capital adequacy and a disclosure
framework for investors. For example,
under Pillar One, the board and senior
management have responsibility for over-
seeing and approving the capital rating and
estimation processes.47 Senior management
is expected to have a thorough understand-
ing of the design and operation of the
bank’s capital rating system and its evalua-
tion of credit, market, and operational
risks.* Members of senior management
will be ecxpected to oversee any testing
processes that evaluate the bank’s compli-
ance with capital adequacy requirements
and its overall control environment. Senior
management and executive members of
the board should be in a position to justify
any material differences between estab-
lished procedures set by regulation and
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actual practice.” Moreover, the reporting
process to senior management should pro-
vide a detailed account of the bank’s inter-
nal ratings-based approach for determining
capital adequacy.*

Pillar One has been criticised as allowing
large, sophisticated banks to use their own
internal ratings methodologies for assessing
credit and market risk to calculate their
capital requirements.>’ This approach relies
primarily on historical data that may be
subject to sophisticated applications that
might not accurately reflect the bank’s true
risk exposure, and it may also fail to take
account of events that could not be fore-
seen by past data. Morcover, by allowing
banks to use their own calculations to
obtain regulatory capital levels, the capital
can be criticised as being potentially incen-
tive-incompatible.

Pillar Two secks to address this problem
by providing for both internal and external
monitoring of the bank’s corporate gov-
ernance and risk-management practices.>*
Banks are required to monitor their assess-
ments of financial risks and to apply capital
charges in a way that most closely approxi-
mates the bank’s business risk exposure.>
Significantly, the supervisor is now
expected to play a proactive role in this
process by reviewing and assessing the
bank’s ability to monitor and comply with
regulatory capital requirements. Supervi-
sors and bank management are expected to
engage in an ongoing dialogue regarding
the most appropriate internal control pro-
cesses and risk-assessment systems, which
may vary between banks depending on
their organisational structure, business prac-
tices, and domestic regulatory framework.

Pillar Three also addresses corporate
governance concerns by focusing on trans-
parency and market-discipline mechanisms
the information

to 1improve flow of

between bank management and investors.>
The goal is to align regulatory objectives
with the bank’s incentives to make profits

for its shareholders. Pillar Three seeks to
do this by improving reporting require-
ments for bank capital adequacy. This
covers both quantitative and qualitative
disclosure requirements for both overall
capital adequacy and capital allocation
based on credit risk, market risk, opera-
tional risk, and interest rate risks.>>

Pillar Three sets forth important propo-
sals to improve transparency by linking
regulatory capital levels with the quality of
disclosure.>® This means that banks will
have incentives to improve their internal
controls, systems operations, and overall
risk-management practices if they improve
the quality of the information regarding
the bank’s risk exposure and management
practices. Under this approach, share-
holders would possess more and better
information with which to make decisions
about well-managed and poorly managed
banks. The downside of this approach is
that, in countries with undeveloped
accounting and  corporate-governance
frameworks, the disclosure of such infor-
mation might lead to volatilities that might
undermine financial stability by causing a
bank run or failure that might not have
otherwise occurred had the
been disclosed in a more sensitive manner.
Pillar Three has not yet provided a useful
framework for regulators and bank man-
agement to coordinate their efforts in the
release of information that might create a
volatile response in the market,

Although the Basel Committee has
recognised that ‘primary responsibility for
good corporate governance rests with
boards of directors and senior management
of banks’,”” its 1999 report on corporate
governance suggested other ways to pro-
mote corporate governance, including laws
and listing
requirements by securities regulators and
stock exchanges; sound accounting and
auditing standards as a basis for communi-
cating to the board and senior manage-

information

regulations; disclosure and



ment; and voluntary adoption of industry
principles by banking associations that
agree on the publication of sound prac-
tices.”

In this respect, the role of legal issues is
crucial for determining ways to improve
corporate governance for financial institu-
tions. There are several ways to help pro-
mote  strong  businesses and  legal
environments that support corporate gov-
ernance and related supervisory activities.
These include enforcing contracts, includ-
ing those with service providers; clarifying
supervisors’ and senior management’s gov-
ernance roles; ensuring that corporations
operate in an environment free from cor-
ruption and bribery; and aligning laws,
regulations, and other measures with the
interests of managers, employees, and
shareholders.

These principles of corporate governance
for financial institutions, as set forth by the
OECD and the Basel Committee, have
been influential in determining the shape
and evolution of corporate-governance
standards in many advanced economies and
developing countries and, in particular,
have been influential in establishing internal
control systems and risk-management
frameworks for banks and financial institu-
tions. These standards of corporate govern-
ance are likely to become international in
scope and to be implemented into the reg-
ulatory practices of the leading industrial
states.

It should be noted, however, that inter-
national standards of corporate governance
may result in different types and levels of
systemic risk for different jurisdictions due
to differences in business customs and prac-
tices and the differences in institutional and
legal structures of national markets. There-
fore, the adoption of international stan-
dards and  principles of  corporate
governance should be accompanied by
domestic regulations that prescribe specific
rules and procedures for the governance of

financial institutions, which address the
national differences in political, economic,
and legal systems.

Although international standards of cor-
porate governance should respect diverse
economic and legal systems, the overriding
objective for all financial regulators is to
encourage banks to devise regulatory con-
trols and compliance programmes that
require senior bank management and direc-
tors to adopt good regulatory practices
approximating the economic risk exposure
of the financial institution. Because differ-
ent national markets must protect against
different types of economic risk, there are
no universally correct answers accounting
for differences in financial markets, and
laws need not be uniform from country to
country. Recognising this, sound govern-
ance practices for banking organisations
can take place according to different forms
that suit the economic and legal structure
of a particular jurisdiction.

Nevertheless, the organisational structure
of any bank or securities firm should
include four forms of oversight: oversight
by the board of directors or supervisory
board; oversight by non-executive indivi-
duals who are not involved in the day-to-
day management of the business; oversight
by direct line supervision of different busi-
ness areas; and oversight by independent
risk management and audit functions. Reg-
ulators should also utilise approximate cri-
teria to ensure that key personnel meet fit
and proper standards. These principles
should also apply to government-owned
banks, but with the recognition that gov-
ernment ownership may often mean differ-
ent strategies and objectives for the bank.

UK CORPORATE GOVERNANCE AND
BANKING REGULATION

Duties of directors
Although the traditional model of UK cor-
porate governance focuses on shareholder
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wealth maximisation, it should be noted
that English company law has traditionally
stated that directors owe a duty to the
company, not to individual shareholders.”®
This position has been interpreted as mean-
ing that directors owe duties of care and
fiduciary duties directly to the shareholders
collectively in the form of the company, and
not to the sharcholders individually.”® In
essence, a director owes duties to the com-
pany and not to individual sharcholders.®!

In the case of bank directors, English
addressed the duties and
responsibilities of senior management and
directors over the affairs of a bank. The
classic statement of directors’ duties regard-
ing a bank was in the Marquis of Bute’s
Case.”® The Marquis had inherited the
office of president of the Cardiff Savings
Bank when he was six months old.®> Over
the next 38 years, he attended only one
board meeting of the bank before he was
sued for negligence in failing to keep him-
about the bank’s reckless
lending activities. The judge rejected the
liability claim on the grounds that, as a
director, the Marquis knew nothing about
the affairs of the bank and furthermore had
no duty to keep himself informed of the
bank’s affairs.* In reaching its decision, the
court did not apply a reasonable person
standard to determine whether the Marquis
should have kept himself informed about
the bank’s activities.

The case stands for the proposition that a
‘reasonable person’ test would not be
applied to acts or omissions of a director or
senior manager who had failed to keep
himself informed of the bank or company’s
activities. In subsequent cases, the courts
were reluctant to apply such a lenient liabi-
lity standard. In Dovey v Cory® a third
party brought an action in negligence
against a company director for malpractice
and the court applied a reasonable person
standard in finding the

courts have

self informed

director not

liable.®® The court found that the director

had not acted negligently in receiving sus-
picious information from other company
officers and in failing to investigate any
further irregularities in company practice.®’
The significance of the case, however, was
that the court recognised that a reasonable
person test should be applied to determine
whether a director had breached its duty of
care and skill. But the reasonable person
test would not be that of a ‘reasonable pro-
fessional director’ — rather, it would be
that of a reasonable man who had possessed
the particular ability and skills of the actual
defendant in the case.®® If we were to
apply this reasonable person standard to the
Marquis of Bute case, it would have been
difficult to impose liability on the Marquis
for breach of duty because he would not
have possessed the requisite skills to make
an informed judgment, and therefore could
have avoided liability on the grounds that
he had no training or knowledge regarding
how to manage a bank.”” In contrast, based
on the ruling in Dovey v Cory, it would
have been easier to impose liability on an
experienced and skilled senior manager
who had failed to act on information that
was of direct relevance to the company’s
operations. In the limited circumstances
that liability could be demonstrated, the
remedy would be damages.”

Based on the above, the legal framework
for holding directors and senior managers
liable for breach of duty under English law
provided limited redress for shareholders
sceking to recover damages for negligent
management of a
Sharcholders were required to establish
that the defendant board member/senior
manager possessed particular skills and that
those skills were not exercised appropri-

financial institution.

ately in discharging the management func-
tion. The difficulties in bringing an action
for breach of duty led UK policy makers
to devise a regulatory regime that allowed
both sharcholders and regulators to hold
managers and board members directly



accountable for breach of a regulatory stan-
dard regardless of the skills, knowledge or
training of the defendant. This liability
regime is set forth in the UK Financial Ser-
vices and Markets Act 2000 and the Finan-
cial Services Authority’s regulatory regime.

The Financial Services and Markets Act:
The statutory framework

The Financial Services and Markets Act
2000 (FSMA)”" and its accompanying reg-
ulations create a regime founded on a risk-
based approach to the regulation of all
financial business. FSMA’s stated statutory
objectives are to maintain confidence in the
financial system, to promote public aware-
ness, to provide ‘appropriate’ consumer
protection, and to reduce financial crime.”?
FSMA created the Financial Services
Authority (FSA) as a single regulator of
the financial services industry with respon-
sibility, inter alia, for banking supervision
and regulation of the investment services
and insurance industrics.”

To achieve these objectives, the FSA has
been delegated legislative authority to
adopt rules and standards to ensure that the
statutory objectives are implemented and
enforced.” The FSA has established a regu-
latory regime that emphasises ex ante pre-
ventative strategies, including front-end
mtervention when market participants are
suspected of not complying with their obli-
gations. Under the FSMA framework, reg-
ulatory resources are redirected away from
reactive, post-event intervention towards a
more proactive stance emphasising the use
of regulatory investigations and enforce-
ment actions, which have the overall objec-
tive of achieving market confidence and
investor and consumer protection.

The FSA’s main functions will be form-
ing policy and setting regulation standards
and rules (including the authorisation of
firms); approval and registration of senior
management and key personnel; investiga-
tion, enforcement and discipline; consumer

relations; and banking and financial super-
vision. The FSMA requires the FSA to
adopt a flexible and differentiated risk-
based approach to setting standards and
supervising banks and financial firms. The
FSA has authority to enter into negotia-
tions with forcign regulators and govern-
ments regarding a host of issues, including
agreements for the exchange of informa-
tion, coordinating implementation of EU
and international standards, and cross-
border enforcement and surveillance of
transnational financial institutions.

The FSA’s corporate governance regime
A major consequence of FSMA is its direct
impact on corporate governance standards
for UK financial firms through its require-
ment of high standards of conduct for
senior managers and key personnel of regu-
lated financial institutions. The main idea is
based on the belief that transparency of
information is  integrally related to
accountability in that it can provide gov-
ernment supervisors, bank owners, cred-
itors, and other market participants
sufficient information and incentive to
assess a bank’s management. To this end,
the FSA has adopted comprehensive regu-
lations that create civil lability for senior
managers and directors for breaches by
their firms, even if they had no direct
knowledge or involvement in the breach
or violation itself. For example, if the regu-
lator finds that a firm has breached rules
because of the actions of a rogue employee
who has conducted unauthorised trades or
stolen client money, the regulator may
take action against senior management for
failing to have adequate procedures in
place to prevent this from happening.

High-level principles

The FSA has incorporated the eleven high-
level principles of business that were part
of previous UK financial services legisla-
tion.”” They applied to all persons and
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firms in the UK financial services industry.
These principles also apply to senior man-
agement and directors of UK financial
firms. The most widely invoked of these
principles are integrity; skill, care, and dili-
gence; management and control; financial
prudence; conflicts of
interests; and relations with regulators.
FSA regulations often cite these principles
as a policy basis justifying new regulatory
rules and standards for the financial sector.
These principles are also used as a basis to
evaluate the suitability of applicants to
become approved persons to carry on
financial business in the UK.

Principle Two states that ‘[a] firm must
conduct its business with due skill, care and
diligence’.”® The FSA interprets this princi-
ple as setting forth an objective, reasonable
person standard for all persons involved in
the and  direction of
authorised financial firms.”” The reasonable
person standard also applies to Principle
Nine, which provides a basic framework
for internal standards of corporate govern-
ance by requiring that a financial firm
‘organise and control its internal affairs in a
responsible manner’.”® Regarding employ-
ees or agents, the firm ‘should have ade-
quate arrangements to ensure that they are
suitable, adequately trained and properly
supervised and that it has well-defined
compliance procedures’.”’

In addition, the FSA has adopted its own
statement of principles for all approved
persons, which includes integrity in carry-
ing out functions,”® acting with due skill
and care in carrying out a controlled func-
tion,”" observing proper standards of
market conduct,®? and dealing with the
regulator in an open and honest way.®
The FSA has also adopted additional prin-
ciples that apply directly to senior man-
agers and require them to take reasonable
steps to ensure that the regulated business
of their firm is organised so that it can be
controlled effectively.** The objective, rea-

market conduct;

management

sonable person test is reinforced in Princi-
ple Six with the requirement that senior
managers ‘exercise due skill, care and dili-
gence in managing the [regulated] business’
of their firm.* Additionally, senior man-
agers must take reasonable steps to ensure
that the regulated business of their firm
complies with all applicable require-
ments.*®  These  high-level principles
demonstrate that an objective regulatory
standard of care exists to govern the actions
of senior managers and directors in their
supervision and oversight of the banking
firm.

Authorisation

FSMA 5. 56 provides the legal basis for
authorising financial firms and indivi-
duals.*” Based on this authority, the FSA
provides a single authorisation regime for
all firms and approved individuals who
exercise controlled functions in the finan-
cial services industry. The FSA can impose
a single prohibition on anyone who is not
an authorised or exempt person from car-
rying on regulated activities.*® Any person
who does so can be- subject to civil fines
and may be adjudicated guilty of a crim-
inal offence.®” The FSA takes the view that
its authorisation process is a fundamental
part of its risk-based approach to regula-
tion.

The FSA discharges its function by scru-
tinising, at entry level, firms and indivi-
duals who satisfy the necessary criteria
(including honesty, competence, and finan-
cial soundness) to engage in regulated
activity. The authorisation process of the
ESA regulations seeks to prevent most reg-
ulatory problems by maintaining a thor-
ough vetting system for those seecking
licences to operate or work in the financial
sector.” The FSA has
authority to exercise its powers in any
way that it ‘considers most appropriate for
the purpose of meeting [its regulatory]

o9l
objectives’.

discretionary




The FSA will take three factors into
account when determining fitness and pro-
priety in the authorisation process. First, it
must make a determination that the appli-
cant is honest in its dealings with consu-
mers, professional market participants, and
regulators.”® This is known as the ‘hon-
esty, integrity, and reputation’ require-
ment. Secondly, the FSA requires the
applicant to have competence and capabil-
ity — that is, the necessary skills to fulfil
the functions that are assigned or
expected.” Thirdly, an applicant must be
able to demonstrate financial soundness.”*
These are objective standards that must be
fulfilled to engage in the banking or finan-
cial business.

In addition, a firm or an individual
applying for authorisation must submit a
business plan detailing its intended activ-
ities, with a level of detail appropriate for
the level of risks.”” The FSA will determine
whether employees, the company board,
and the firm itself meet the minimum
requirements set out in the Act. It is a core
function of the FSA authorisation process
that the regulator satisfy itself that the
applicants and their employees are capable
of identifying, managing, and controlling
various financial risks and can perform
effectively the risk-management functions.

Senior management arrangements,
systems and controls

The FSMA aims to regulate the activities
of individuals who exert significant influ-
ence on the conduct of a firm’s affairs in
relation to its regulated activities. Pursuant
to this authority, the FSA has divided these
individuals into two groups: members of
governing bodies of firms, such as direc-
tors, members of managing groups of part-
ners, and management committees, who
have responsibility for setting the firm’s
business strategy, regulatory climate, and
ethical standards; and members of senior
management to whom the firm’s govern-

ing body has made significant delegation of
controlled functions.”® Controlled func-
tions include, inter alia, internal audits, risk
management, leadership of significant busi-
ness units, and compliance responsibil-
ities.”” The delegation of controlled
functions likely would occur in a number
of contexts, but would occur particularly
in companies that are part of complex
financial groups.

The FSA is required to regulate in a way
that recognises senior managements’
responsibility to manage firms and to
ensure the firms’ compliance with regula-
tory requirements. FSA regulations are
designed to reinforce effective senior man-
agement and internal systems of control.
At a fundamental level, firms are required
to ‘take reasonable care to establish and
maintain such systems and controls as are
appropriate to [their] business’.”® The FSA
requires senior management to play the
main role in ensuring that effective govern-
ance structures are in place, overseeing the
operation of systems and controls, and
maintaining strong standards of account-
ability.”

More specifically, the FSA requires firms
to take reasonable care to establish and
maintain an appropriate apportionment of
responsibilities among directors and senior
managers in a way that makes their respon-
sibilities clear.'® They also are required to
take reasonable care to ensure that internal
governance systems are appropriate to the
scale, nature, and complexity of the firm’s
' This reasonable care standard
also applies to the board of directors and
corporate officers who must exercise the
necessary skill and care to ensure that effec-
tive systems and controls for compliance
are in place. Unlike the reasonable care
standard at common law, the reasonable
care standard in the FSA regulations is an
objective standard that expects corporate
officers and board members to comply

business.

with a certain skill level when exercising
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their functions. It will not be a defence for
them merely to claim ignorance or lack of
expertise if they fail to live up to the objec-
tive standard of care that requires them to
establish and to maintain systems and con-
trols appropriate to the scale, nature, and
complexity of the business.'”?

Furthermore, a company’s most senior
executives, alone or with other
executives from different companies in the
same corporate group, are required to
apportion senior management responsibil-
ittes according to function and capability,
and to oversee the establishment and
maintenance of the firm’s systems and
controls.'” Corporate officers’ and direc-
tors” failure to act reasonably in apportion-
ing responsibilities may result in substantial
civil sanctions and, in some cases, restitu-
tion orders to sharcholders for any losses
arising from these breaches of duty.'” In
addition to sharcholders’ private remedics
for restitution, the FSA may impose addi-
tional and unlimited civil sanctions and
penalties on individuals who are officers or
directors in an amount that the FSA
deems appropriate, even though the indi-
viduals in question may not have been
involved directly in the offence in ques-
tion.'” The decision to impose personal
liability can arise from the senior man-
ager’s failure to comply with the objective

senior

standard of care.

The FSA regulations for internal systems
and controls address the problem, which
existed at common law and in the Compa-
nies Act, of requiring only a subjective,
reasonable person  test  to
whether a board member met his or her
duty of care and skill. Firms and their
senior

determine

managers and officers are now

required to comply with a heightened
objective standard set by the FSA through
its authorisation process or enforcement
rules. For example, if a senior manager has
exercised a controlled function in violation
of the regulatory rules, and the FSA finds

the manager to be in contravention of his
or her legal obligations, the FSA may
impose ‘a penalty, in respect of the contra-
vention, of such amount as it considers
appropriate’.'%

The regulations seck to ensure that the
firm’s system and control requirements
will be proportionate to the size and nature
of the firm’s business. Moreover, corporate
officers and directors of a bank or financial
firm also have the responsibility to ensure
that compliance with these systems and
controls is linked in a meaningful way to
the authorisation process.

The FSA has undertaken a number of
enforcement actions to enforce these stan-
dards and to imposc sanctions on senior
managers for failing to act reasonably in
maintaining internal controls and reporting
wrongdoing by lower level employees. In
the Credit Suisse Financial Products case,'”’
the FSA disciplined three senior managers
of Credit Suisse Financial Products (CSFP,
now Credit Suisse First Boston). Two were
disciplined for inappropriate conduct and
the other one (the former chief executive)
was disciplined for failing to implement
the appropriate system of internal con-
trols.'”® The FSA imposed a fine of
£150,000 on the former CEO for failing
to detect or prevent attempts to mislead
the Japanese tax authorities in an audit of
the firm’s Japanese operations.

Although the FSA found that the CEO
had properly delegated responsibility for
complying with the firm’s audit to other
managers who had failed to execute their
delegated function, it held nonectheless that
the CEO was liable and thus subject to sanc-
tions. Specifically, the FSA held that the
CEO had failed to monitor and supervise
staff, and to discern and investigate and to
take preventative measures after it became
apparent that the firm’s employees were
engaged in illegal conduct under Japanese
law.'"” The FSA’s case rested on the fact
that the CEO had received documents that



would have provided him with the neces-
sary information to discover the employces’
misconduct had he read the documents. By
failing to read the documents the CEO had
violated the reasonable person standard for
a person in his position, which prevented
him from becoming awarc of the miscon-
duct which he agreed was inappropriate
and illegal. The enforcement action shows
how the FSA might act under the FSMA
regime were a senior manager to breach the
reasonable expectations of the FSA regula-
tory standards. Moreover, the case reveals
the extraterritorial extent of the FSA’s regu-
latory regime and how it can impose civil
sanctions on financial market professionals
for misconduct that takes place in other jur-
isdictions.

The UK FSA regulates UK banks and
credit institutions and has devised pruden-
tial supervisory and regulatory standards to
enhance the corporate governance frame-
works of UK banks and financial institu-
tions. These standards seek to address the
principal-agent problem through: enhanced
monitoring; improved disclosure and
accounting practices; better enforcement of
corporate governance rules and the corpo-
rate governance framework; and strength-
ening of institutions through market
discipline. They also require banks to estab-
lish internal compliance programmes to
monitor other types of risk arising from
the growing problem of financial crime.

UK financial policy recognises the
importance of authorising the financial
regulator to balance these interests to pro-
tect the safety and soundness of the finan-
cial system and to promote economic
growth and development. In contrast, US
banking regulation adopts a more prescrip-
tive approach in which the regulator
applies more precise and uniform criteria
for assessing the safety and soundness of a
banking institution. The regulator is con-
cerned not only with financial stability but
with vindicating the rights of creditors

and depositors to the extent that it protects
the deposit insurance fund. US banking
law and regulation, however, has made
significant strides in adopting standards
and rules that seek to reduce the principal-
agent problem within the corporate group
of banks.

It is submitted that this model of corpo-
rate governance that relies on the regula-
tor playing a key role in devising
governance standards and ensuring that
senior management and directors comply
with their duties is an important develop-
ment in the regulation of financial mar-
kets. In the past, however, many
regulators have played a passive role and
not engaged with financial institutions in
devising corporate governance structures
that fit the risk profile of a banking insti-
tution. The globalisation of financial mar-
kets and increasing financial fragility in
many financial systems necessitates a more
proactive role by regulators in monitoring
and evaluating the risk profile of financial
institutions. The Basel II framework sug-
gests that regulators engage more with
banks in devising corporate governance
standards. UK financial law and regulation
has moved in this direction.

CONCLUSION

This paper suggests that bank regulation
should seck to balance the interests of
sharcholders with management creditors,
depositors, and other stakeholder interests
in order to achieve the overall objective of
financial stability. Specifically, the regula-
tor has the primary role to play in devising
standards of corporate governance for
banks and financial institutions because of
the externality risk that banks pose to the
broader economy and the unique role of
the regulator in assessing and managing
bank risk-taking. An efficient corporate
governance framework should rely less on
a strict application of statutory codes and
regulatory standards, and more on the
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design of flexible, internal compliance pro-
grammes that fit the particular risk level
and nature of the bank’s business. To
accomplish this, the regulator should play
an active role with bank management in
designing internal control systems and risk
management practices that seek to achieve
an optimal level of protection for share-
holders, creditors, customers, and the
broader economy. The regulator essentially
steps into the shoes of these various stake-
holder groups to assert stakeholder interests
while ensuring that the bank’s governance
practices do not undermine the broader
goals of macroeconomic growth and finan-
cial stability. The proactive role of the reg-
ulator is considered necessary because of
the special risk that banks and financial
firms pose to the broader economy.

[t would be too extreme to describe
financial regulation as a substitute for cor-
porate governance practices — it would be
more accurate to describe its role as redu-
cing the collective-action problem in repre-
senting broader stakeholder interests in the
economy to ensure that adequate govern-
ance standards are adopted to mitigate the
social costs of bank risk-taking. Basel II
represents a major change in the practice of
regulation that involves regulators working
with financial institutions to apply stan-
dards to bank risk-taking activity that
reflects the particular risk profile of the
bank. The UK FSA regulatory regime pro-
vides a comprehensive framework of cor-
porate governance that recognises the
important role played by the regulator in
balancing the main stakeholder interests.
The regulator enforces corporate govern-
ance standards by applying a reasonable
person standard to determine whether the
actions of managers and key persons
comply with FSA regulatory requirements.
Moreover, an important aspect of UK
bank regulation involves its recognition of
the relationship between the internal gov-
ernance framework of banks and the incen-

tive structure for risk-taking. This mecans
the regulator must be diligent in overseeing
compliance and possess the resources to
enforce standards by imposing sanctions
and allowing various stakeholders to seek
legal redress.

© Kern Alexander
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