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2 Management, governance and culture
569 Section 2 considers the role that RBS’s management, governance and culture 

may have played in contributing to the bank’s failure.  It also examines how 
the FSA supervised RBS’s management, governance and culture during the 
Review Period.  

570 Section 2 covers:

•	 in 2.1, the importance of management, governance and culture;

•	 in 2.2, management, governance and culture at RBS;

•	 in 2.3, the FSA’s supervision of RBS’s management, governance and  
culture; and

•	 in 2.4, key lessons and recommendations for further change.

2.1 The importance of management, governance 
and culture

571 As described in Part 1 and Part 2, Section 1, there were multiple factors behind 
RBS’s failure. Some of these were generic factors which made the entire global 
financial system vulnerable to a crisis. These included unconstrained credit booms 
in several countries, inadequate global capital and liquidity requirements for 
banks and an inadequate regulatory response to the rapid growth of complex 
and opaque credit securities markets. But there were also factors specific to RBS 
that explain why it was among the banks that failed as the crisis developed. 

572 While external factors were undoubtedly important in RBS’s failure, banks are 
run by people and those in board and senior management positions are 
responsible for the decisions they make. It is only with hindsight that it is clear 
that there were specific decisions taken by the RBS Board and senior 
management which placed RBS in a more vulnerable position than other banks 
when the financial crisis developed between 2007 and 2008. They included:

•	 keeping RBS lightly capitalised in order to maintain an ‘efficient’ balance sheet;

•	 adopting a business model that was highly dependent on wholesale funding 
and therefore choosing to run with a high level of liquidity risk;

•	 expanding commercial real estate lending with inadequate monitoring and 
mitigation of concentration risk;

•	 rapidly increasing lending in a number of other sectors which subsequently 
gave rise to substantial losses, eroding RBS’s capital resources;

•	 expanding the structured credit business in 2006 and early 2007 when signs 
of underlying deterioration in the market were already starting to emerge;

•	 proceeding with the ABN AMRO acquisition without a sufficient 
understanding of the risks involved;
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•	 funding that acquisition primarily by debt, which in turn made RBS’s capital 
position worse than it might otherwise have been; and

•	 adopting the role of lead partner in the ABN AMRO acquisition, thereby 
initially acquiring all the assets and risks on behalf of the consortium.

573 These decisions need to be considered in the context of what was, at the time, 
a widely held, but erroneous, view about the inherent stability of the global 
financial system. Some of the decisions appeared reasonable at the time and 
were not dissimilar to those taken by other banks. They turned out badly for 
RBS once the financial crisis hit and could therefore be considered ‘poor’ 
decisions only with the benefit of hindsight. Other decisions could, in the 
opinion of the Review Team, be considered ‘poor’ or at least questionable at 
the time, for example where they seem to have been based on an inadequate 
appreciation of the risks involved. 

574 Individual poor decisions can result from imperfect analysis in particular 
circumstances: even well-run companies and banks can make important 
mistakes. But a pattern of decisions or judgements that may reasonably be 
considered poor, whether at the time or with hindsight, suggests the probability 
of more generic, underlying causes. In particular, banks may have a tendency to 
make poor decisions if there are deficiencies in:

•	 their management capabilities and approach;

•	 the governance arrangements, which should provide checks and balances 
and ensure effective oversight and challenge; or

•	 the culture, in particular the attitude to the balance between risk-taking 
and growth.

Given the series of decisions that RBS made and which contributed, to a greater or 
lesser extent, to its vulnerability to the financial crisis in 2008 and to its subsequent 
failure, the Review Team considered whether a root cause lay in aspects of its 
management, governance and culture. This section considers RBS’s management 
quality, governance arrangements and culture during the Review Period. 

575 Some aspects of management, governance and culture can be assessed fairly 
precisely. For example, it is possible to identify whether a bank has appropriate 
formal processes of governance by reviewing matters such as whether board 
agendas cover appropriate issues and management information flows to the 
appropriate level. However, many of the important questions about 
management, governance and culture cover issues such as boardroom 
dynamics, management style and shared values. These, by their nature, are 
matters of judgement and are difficult to assess precisely, even on the basis of 
contemporaneous documentation. For example, assessing whether key board 
decisions were subject to adequate monitoring and challenge is inherently 
difficult, as the minutes of board meetings typically record the decisions taken 
rather than the detail of how or why a particular decision was arrived at, or 
whether alternative views were expressed in the course of the debate. And 
assessing a firm’s culture effectively is difficult even when done 
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contemporaneously, let alone when attempting to assess the past. Despite these 
difficulties, the Review Team has concluded that it is highly probable that 
aspects of RBS’s management, governance and culture played a role in the 
story of RBS’s failure and should be addressed in this Report. 

576 The purpose of highlighting possible deficiencies in RBS’s management, governance 
and culture here is:

•	 to attempt to satisfy a legitimate public interest in understanding the causes 
of RBS’s failure; and

•	 so that lessons can be learned to help firms avoid similar difficulties in 
the future.

The information which the Review Team used to identify these possible 
deficiencies could quite reasonably be subject to differences in interpretation by 
different readers of the Report, and be subject to public debate. However, the 
fact that some decisions are described as poor or mistaken, either in retrospect 
or at the time, carries no implication that RBS or any individual was guilty of 
any regulatory breach.

577 In describing possible deficiencies in RBS’s management, governance and culture 
during the Review Period, the information on which the Review Team has 
drawn includes: 

•	 the FSA’s supervisory records created during the Review Period, which 
identified some concerns about RBS’s management, governance and culture;

•	 the reports produced for Enforcement Division in 2010, which throw some 
light on important management, governance and risk control issues (see 
Part 3);

•	 interviews with past and present RBS Board members and senior executives;

•	 material provided by RBS in connection with this Report or in response to 
the FSA’s Enforcement investigation; 

•	 an RBS Group Internal Audit report of 2008 on the events that led to the 
significant write-downs in RBS’s credit market activities; and

•	 interviews with investors who were, at the time, attempting to assess the 
risks associated with their investments in RBS. 

578 The Review Team used these sources to identify questions and, where possible, 
to reach conclusions about RBS’s management, governance and culture. Where 
appropriate, the Review Team has also identified lessons for the future.

579 The Review Team’s analysis of RBS’s management, governance and culture is set 
out in Section 2.2. Analysis and conclusions of how effectively the FSA supervised 
management, governance and culture at RBS during the Review Period are in 
Section 2.3. Section 2.4 describes some key lessons and recommendations for 
further change. Details of how the FSA’s approach to the supervision of 
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management, governance and culture has changed since the Review Period can be 
found in Section 3.5.

2.2 Management, governance and culture at RBS
580 The material described above raises questions about five aspects of RBS’s 

management, governance and culture:

•	 the overall effectiveness of Board oversight and challenge;

•	 the Board’s role in relation to the ABN AMRO acquisition;

•	 the Board’s oversight of strategy;

•	 the Group Chief Executive (CEO)’s leadership capability and management 
style; and

•	 the quality of risk controls and management information.

581 This section does not include a separate sub-section on culture, in part because 
it is extremely difficult, several years after the event, accurately to assess the 
culture of RBS during the pre-crisis period. Culture may be defined as a set of 
attitudes, values, goals and practices which together determine how a firm 
behaves, both towards its stakeholders and internally. A particular culture can 
have a significant influence on the decision-making of a firm, pre-disposing it to 
either insufficient or excessive risk tolerance.

582 It will be seen that this section of the Report does raise a number of questions 
about RBS’s culture, which may have had a significant influence on its decision-
making. These questions relate to whether RBS became over-confident about its 
abilities, had too optimistic an outlook, or was too focused on revenue and 
profit rather than balance sheet risk.

2.2.1 The overall effectiveness of Board oversight and challenge
583 The FSA announced in December 2010 that, in the context of its  

enforcement work, 

‘We did not identify …… a failure of governance on the part of the Board.’

However, it is important to note that this conclusion was reached in the context 
of whether there was a basis for the FSA successfully to bring an enforcement 
case in relation to the issues that were investigated. It should not be regarded as 
providing a positive assessment by the FSA of the general quality of corporate 
governance at RBS during the Review Period.

584 The effective functioning of a board requires both the discipline of appropriate 
formal process and the facilitation of critical interactive exchange among board 
members ahead of taking decisions, especially in relation to the strategy to be 
followed. These two ingredients of formal process and exchange among board 
members are complementary but both are required. Process alone may involve 
little more than a box-ticking affirmation that the formal structures required for 
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discussion and decision-taking exist. Equally, the animation of critical interactive 
exchange, while vital, is unlikely to be constructive unless harnessed into an 
appropriate decision-taking structure. 

585 By and large, the existence and adequacy of a board’s formal processes can be 
identified and assessed after the event by reviewing the minutes of board and 
committee meetings. By contrast, assessing the quality of critical interactive 
discussion among board members is more difficult. This is because the extent 
and nature of any differences of view are not typically or dependably captured 
in minutes. Furthermore, the take-away impressions of board members, both at 
the time and later, about a particular discussion may differ and may be 
subconsciously coloured by their knowledge of subsequent events.

586 In addition to these two critical ingredients of appropriate formal processes, as 
set out in company policy and in corporate governance best practice codes, and 
critical interactive exchange among board members, a board’s effectiveness is 
also a function of: 

•	 the relevant experience of the members and how well they work together 
under the leadership of the chairman;

•	 the nature and depth of challenge by non-executives to the executive; and

•	 the quality of the board’s understanding and oversight of firm-wide risks.

587 The evidence base suggests that the RBS Board’s composition and formal 
processes met acceptable standards. In particular:

•	 The Board included members with relevant experience and skills and 
successful track records in other fields. On paper, it looked adequately strong. 

•	 The Chairman took steps to familiarise himself with RBS’s business and 
conducted the business of the Board and its committees in accordance with 
relevant corporate governance guidelines. He took care to allow all Board 
members to put forward their views and participate in discussions, and 
provided opportunities for Board members to challenge the executive.639 

•	 Board discussions covered an appropriate range of issues and the Board 
made formal decisions on issues for which it was legally responsible. 

•	 The Chairman’s Committee640 – a body created to facilitate rapid convening 
and which de facto included all Board members – was appropriately 
constituted and followed formal processes. On becoming Chairman in 
April 2006, Sir Tom McKillop took steps to improve the transparency and 
operation of the Chairman’s Committee.

639 Board members said in interview that a lot of the discussion of proposals took place at the Board dinners which 
regularly preceded the formal Board meetings.

640 Under Sir Tom McKillop, the Chairman’s Committee was an officially constituted Committee of the Board. All 
Board members were also members of the Chairman’s Committee and invited to attend. The Committee held 
a minimum of three scheduled meetings per year and ad hoc meetings as required. The main purpose of the 
scheduled meetings was to discuss the Group’s financial results and risk issues in months when no Board meeting 
was scheduled. Ad hoc meetings were used to deal with emergencies or material matters that required immediate 
decisions, for example the acquisition of ABN AMRO. Decisions taken by the Chairman’s Committee were formally 
communicated later to the Board. 
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•	 Although, in the pre-crisis period, RBS did not have a formal Board Risk 
Committee (as subsequently recommended by Sir David Walker’s report641), 
risk issues were the responsibility of the Group Audit Committee (GAC). 
This was not out of line with standard practice at the time. 

588 As described in paragraphs 632 and 644, the Supervision Team formed a 
positive view of RBS’s high level corporate governance arrangements, and the 
relationship between RBS and the FSA, in the 2006 Interim ARROW and the 
2007 ARROW assessments.

589 In formal terms, therefore, there is no evidence of a procedural failure of 
governance at RBS Board level during the Review Period. For example, as Part 3 
will discuss, there was no evidence of any failing of formal governance processes 
in relation to the decisions on the acquisition of ABN AMRO. The Board and 
Chairman’s Committee met frequently to discuss this acquisition throughout the 
process and Board members were fully aware of the limited extent of due 
diligence which had been conducted. 

590 The RBS Chairman responded to the losses that led to the announcement of the 
rights issue in April 2008 by commissioning a Group Internal Audit review to 
‘understand the background to, and lessons learned from, the events that led to 
significant write-downs in RBS sub-prime, leveraged finance and other credit 
market activities642, with a focus on identifying changes that RBS should make 
to its processes. In the Review Team’s opinion, commissioning this review was 
an appropriate step towards learning any lessons from those events. The review 
identified a number of issues, and changes for RBS to make, some of which are 
referred to later in this section.

591 While the Review Team found no evidence of formal governance failings, the 
fact remains that the RBS Board and the Chairman’s Committee were 
ultimately responsible for a sequence of decisions and judgements that resulted 
in RBS being one of the banks that failed during the financial crisis. On that 
basis and in retrospect, the Review Team concluded that there were 
substantive failures of Board effectiveness at RBS, even if there were no formal 
failures in the governance process. 

592 In particular, the evidence seen by the Review Team raised questions as to 
whether the RBS Board:

•	 Failed adequately to challenge RBS’s focus on increasing revenue, assets and 
earnings per share (EPS) and failed to ensure that adequate attention was 
given to the core banking fundamentals of capital, liquidity and asset quality.

•	 Set incentives for the RBS CEO643 which made it rational for him to focus 
on increasing revenue, profit, assets and leverage, rather than on capital, 
liquidity and asset quality. The CEO’s annual remuneration was heavily 
influenced by operating profit, EPS growth and return on equity, as distinct 

641 A review of corporate governance in UK banks and other financial industry entities, 26 November 2009.
642 RBS Group Internal Audit report, July 2008.
643 The CEO’s annual incentive was ‘primarily based on specific Group financial performance measures such as operating 

profit, earnings per share and return on equity. The remainder was based on a range of non-financial measures, which 
may include those relating to shareholders, customers and staff’ (RBS Annual Report and Accounts 2007). 
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from return on assets.644 There was less regard to non-financial performance 
measures. This type of incentive package was, however, not dissimilar to 
those at other large banks.

•	 Failed adequately to identify and address the aggregation of risks across the 
businesses (see Section 2.2.5) and therefore properly to assess the bank’s 
overall exposures and, ultimately, its vulnerability to a major downturn in 
the markets and collapse in asset prices.

•	 Did not adequately encourage the executives to re-examine the assumptions 
lying behind aspects of their strategy, especially in light of developments in 
global markets such as the downturn in the US sub-prime market in late 
2006 and early 2007 and the severe stresses in funding markets in summer 
2007. Effective challenge from a wide range of perspectives is an important 
board function.

593 These points in turn raise the following key questions about whether the RBS 
Board’s mode of operation was, in practice, as effective as the preceding analysis 
of the Board’s composition and formal process suggests:

•	 Whether the Board’s size – there were 17 directors for most of the Review 
Period – made it less manageable and more difficult for individual directors 
to contribute, hence reducing overall effectiveness.

•	 Whether, despite the relevant skills and experience of individual members 
of the Board, it collectively lacked a critical mass of members with deep 
experience in both core banking and investment banking trading activities 
(for example structured credit) sufficient to provide regular, informed 
challenge to executive assumptions, explanations and proposals. This raises 
a more general question as to whether bank boards need significantly more 
industry-specific expertise than is typically considered necessary for boards 
in other sectors of the economy. However, it is far from certain that having 
more members with deeper expertise would have resulted in greater Board 
challenge to the assumptions which RBS made during 2006 and early 2007, 
given that those assumptions were shared by many banks and industry 
experts at the time.

•	 Whether the Board and executive management were, in their assessment of 
the ABN AMRO deal, overly influenced by a desire to make RBS a leading 
global bank (for example by acquiring a global payments business) and 
were therefore too willing to proceed with this very large and complex 
acquisition on the basis of an inadequate risk assessment, exacerbated by 
limited due diligence.

•	 Why the Review Team was able to identify little significant disagreement 
on major issues during the Review Period in a Board containing tough and 
experienced individuals with successful track records (see paragraph 647). 
Clearly constant disagreement would be debilitating for a board, but some 
divergence from consensus would not be unhealthy.

644 RBS had one of the lowest equity / asset ratios of any major European bank. See Section 1.1.1.
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2.2.2 The Board’s role in relation to the ABN AMRO acquisition
594 The decision taken in 2007 by the RBS Board to acquire ABN AMRO is now 

generally acknowledged to have been a critical strategic error. RBS’s current 
Chairman has publicly stated his view that:

‘I don’t think there can be any doubt that the key decision that led RBS to its 
difficulties was the acquisition of ABN AMRO. That is the painful reality that 
we can now do nothing to change. With the benefit of hindsight, it can now be 
seen as the wrong price, the wrong way to pay, at the wrong time and the 
wrong deal.’645

595 In relation to Board effectiveness, the acquisition of ABN AMRO deserves 
particular focus since, while there are many aspects of a bank’s strategy and 
operation where a board can only play an indirect role as overseer and 
challenger, the decision to proceed with a major acquisition is a specific 
responsibility of the board.

596 Four features of the ABN AMRO acquisition made it potentially very risky:

•	 it was an exceptionally large and complex transaction; 

•	 the bid comprised primarily debt rather than shares, and RBS’s decision to 
raise most of that debt on the short-term wholesale markets increased its 
reliance on short-term wholesale funding and its consequent vulnerability as 
the financial crisis developed;

•	 there was considerable uncertainty in the market arising from the 
consortium structure, under which RBS would consolidate the whole of 
ABN AMRO on its balance sheet before the transfer of assets to other 
consortium partners646; and

•	 RBS undertook extremely limited due diligence.

597 During the period of the acquisition, the RBS Board comprised 17 members. 
The key discussions took place in the Board, in the Chairman’s Committee (in 
which all Board members had an opportunity to participate and most did so), 
and in one to one discussions between the Chairman and individual Board 
members. These meetings and discussions were frequent throughout the relevant 
period and, while the large size of the Board and the need for rapid decisions 
meant that much of the substantive discussion took place in the Chairman’s 
Committee, the overall process followed by the Board was both continuous and 
inclusive. It is also relevant to note that, before making its initial offer for ABN 
AMRO in May 2007, the Board received legal advice regarding whether it had 
given the offer proper consideration.647

598 However, despite this adherence to formal process, it is now clear that the 
outcomes of the RBS Board’s decision-making in respect of the ABN AMRO 
acquisition were dramatically negative. It is a matter of judgement how far these 
outcomes reflected the severe deterioration in the market environment, with a 

645 RBS Press Release Annual General Meeting, 3 April 2009.
646 This is described in more detail in Section 1, paragraph 406.
647 RBS records, May 2007.
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correspondingly negative impact on RBS business, and how far, despite the 
comprehensive hierarchy of formal board processes in place, they reflected an 
inadequate and seriously flawed assessment of relevant issues, above all in relation 
to risk. The Review Team noted that the unprecedented deterioration in the market 
environment that RBS and others experienced makes the excision of hindsight 
from this judgement both more necessary but also more difficult. Nevertheless, on 
balance the Review Team judged that the substance of decision-making by the 
Board in relation to ABN AMRO was defective at the time, whatever the 
subsequent deterioration in the market and wider financial environment. 

599 With reference to the acquisition of ABN AMRO, the Review Team attached 
special significance to three closely related factors that may have influenced the 
quality of the RBS Board’s decision-making: 

•	 The first is the fact that the decision to acquire ABN AMRO was taken 
against the background of the firm’s track record of successful acquisition 
and integration, particularly of NatWest, and the CEO’s personal 
contribution to it. While this sense of confidence in past achievement may 
have been justified, it may also have led the Board to be overconfident in its 
appraisal and challenge of new proposals. 

  In interview, Johnny Cameron told Enforcement Division: ‘One of the 
things that went wrong for RBS was that, and I say this to many people, 
we bought NatWest as a hostile acquisition. We did no due diligence. We 
couldn’t because it was hostile. After we bought NatWest, we had lots of 
surprises, but almost all of them were pleasant. And I think that lulled us 
into a sense of complacency around that. The fact is that the acquisition of 
ABN was also hostile. We got bits and pieces of information but 
fundamentally it was hostile. There’s this issue of did we do sufficient due 
diligence. Absolutely not. We were not able to do due diligence…that was 
part of doing a hostile acquisition.’648

•	 Second, it was not apparent to the Review Team that the Board discussed 
in sufficient depth the risks involved in the acquisition, including its 
exceptional complexity, unprecedented scale and how it was to be financed, 
especially as so little effective due diligence was possible. The Board drew 
comfort from the fact that the limited due diligence, which seems to have 
focused on identifying the scope for synergies and cost cutting, with less 
emphasis on identifying the risks and potential exposures, identified no 
‘show-stoppers’ in particular business or functional areas. In the absence of 
detailed due diligence, the Board also placed reliance on the fact that ABN 
AMRO was regulated by the DNB and the FSA, on ABN AMRO’s publicly 
available SEC filings, on Sarbanes-Oxley conformity, on reports by the 
rating agencies and on Barclays’ persistence in pursuing its bid.

  The minutes of the Board meeting on 28 March 2007 record that the RBS 
CEO ‘provided background to the project... A bid for [ABN AMRO] was not 
seen as a “must do” deal’. The CEO advised the Board that ‘execution risk 

648  FSA records, July 2009.
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would be high’ and that ‘any bid for [ABN AMRO] and subsequent 
integration would be more difficult than previous transactions’.649

  However, the Review Team has not found evidence that the Board 
undertook any penetrating analysis of the risks on an enterprise-wide basis 
in respect of capital and liquidity. During interviews with the Chairman and 
other Board members, it was indicated that, while the assumptions and 
plans were discussed on a regular basis, ‘...at no stage did any Board 
member propose that we should not proceed’.650 One former Board member 
reflected, with hindsight, that there was an element of ‘group-think’ in the 
Board’s decision to acquire ABN AMRO and that, to his knowledge, no 
Board member ever said that he or she was worried about the deal.651 In the 
opinion of the Review Team, it is very difficult to reconcile this approach 
with the degree of rigorous testing, questioning and challenge that would be 
expected in an effective board process dealing with such a large and 
strategic proposition. 

  In this context, it is also relevant to note that the investment banking advice 
available to the Board was largely remunerated on a success fee basis. While 
this was common practice at the time, it meant that, as the adviser had a 
substantial financial interest in the successful completion of the transaction, 
it is difficult to regard the adviser as independent. 

•	 Third and most significantly, the Board appears to have displayed 
inadequate sensitivity to the wholly exceptional and, compared with other 
companies, unique importance of customer and counterparty confidence 
in a bank and its chosen strategy. The Board was fully aware that it could 
undertake only extremely limited due diligence in respect of the ABN 
AMRO acquisition. However, it appears to have treated the fact that such 
constraints on due diligence are normal in any contested bid as, at least to 
some degree, entitling it to disregard this impediment and to attach undue 
weight to the assertions that, in specific business areas, no ‘show-stoppers’ 
had been identified as part of the due diligence process. The fact that 
the scope for rigorous due diligence is normally severely constrained for 
contested bids should not have justified a reliance on limited due diligence 
when so massive a banking transaction and associated risks were involved. 
The Review Team reached this conclusion in the knowledge that, had a 
fully adequate due diligence process been possible, the Board might still 
have been satisfied with the outcome and decided to proceed. Whether or 
not that is the case, the decision to make a bid of this scale on the basis of 
limited due diligence entailed a degree of risk-taking that can reasonably be 
criticised as a gamble.

600 In summary, the Review Team concluded that the judgement of the RBS Board 
in respect of the ABN AMRO acquisition was not characterised by the degree of 
moderation and sensitivity to strategic risk appropriate to a bank. With so much 

649  RBS records, March 2007.
650  FSA records, May 2011.
651  FSA records, June 2011.
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at stake, there was a critical need for more fundamental probing, questioning 
and challenge by the Board.

601 The actual or possible deficiencies set out above did not justify enforcement 
action for the reasons set out in detail in Part 3, paragraphs 248 – 257 of this 
Report. However, this fact does not justify a view that governance at RBS was 
effective during the Review Period in relation to the ABN AMRO acquisition. In 
the opinion of the Review Team, it was not. 

2.2.3 The Board’s oversight of strategy
602 A key role of a board is to set the basic goals for a firm’s strategy and to ensure 

that they are within the agreed risk appetite. This requires that a board assure 
itself that a detailed consideration of risks is part of the process of considering 
future strategy. 

603 Until 2007, RBS was perceived as a highly successful bank. For example:

•	 There had been significant growth in earnings per share (EPS) in the ten 
years between 1997 and 2007 (Graph 2.25).

•	 When the 2007 results were announced in February 2008, they revealed a 
record Group operating profit of £10.3bn (£7.7bn after tax653).

•	 Through its acquisition of NatWest, RBS had become one of the world’s 
largest banks. That acquisition was considered at the time to be a 
masterstroke of strategy and execution and a sign of the CEO’s exceptional 
skill. Moreover, many of the post-acquisition ‘surprises’ in relation to RBS’s 
initial assessment of prospective synergies had turned out to be favourable. 
RBS increased its assets by a multiple of 29 between 1998 and 2008 (assets 
grew by an average of 41% per year), and it moved from outside the top 20 

652 In 2000, RBS conducted a bonus issue and issued shares to former shareholders in NatWest as part of the acquisition;  
this therefore had an effect on EPS from 2000.  RBS also conducted a bonus issue in 2007. The graph shows an 
estimate of EPS assuming that the bonus issue had not taken place;  the dotted line shows the statutory basic EPS in 
2007 taking the bonus issue into account. 

653 RBS 2007 annual results.

Graph 2.25:  RBS basic earnings per share (EPS), 1997 to 2007, 
with 2007 statutory data adjusted to exclude the effects of the 
bonus issue in that year652
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global banks by market capitalisation prior to its acquisition of NatWest to 
ninth in the world by 2007.

604 The RBS strategy which, it was believed, had delivered this apparent success, 
was a mixture of acquisition and organic growth. It has been described as 
‘opportunistic’ but was also seen by some institutional investors as lacking clear 
direction. The Board wanted to be open to opportunities that would deliver 
growth away from the core UK retail business and allow expansion into other 
businesses and regions, such as investment banking, the US and the Far East. 

605 It is difficult in retrospect to evaluate RBS’s strategy or to assess whether, in the 
absence of the global financial crisis, it would have continued to be successful. 
There is nothing intrinsically wrong with an ‘opportunistic’ strategy. 
Nevertheless, the Review Team’s analysis raised questions about the effectiveness 
of the RBS Board’s role in relation to strategy. Given the scale of RBS’s 
ambitions for growth, in particular during 2006 and into 2007, it is reasonable 
to expect the Board to have assured itself that the growth strategy was 
accompanied by a very high degree of attention to the associated risks. In 
retrospect, this was not clearly and demonstrably the case: 

•	 The ‘Board, Remuneration Committee and Nominations Committee 
Performance Evaluation 2005’ report654 said that a quarter of the Board 
disagreed that the Board’s review and evaluation of strategic issues in 
relation to the Group’s present and future environment was satisfactory, that 
directors would like more time to consider and debate strategy, and that a 
number of them felt that there should be a formal report or discussion of 
risk appetite when the budget was reviewed. The 2006 report655 said that 
directors felt there was insufficient input to and review of risk appetite at 
Board level, that the Board needed to articulate its risk appetite and that a 
third of them did not appear to be satisfied with the Board’s role in defining 
and developing strategy.

•	 As described in paragraphs 79 and 80 of Part 3, strategy documentation 
provided to the Group Board for Global Banking and Markets (GBM) 
did not include detailed analysis of the relevant markets to support the 
aspirations for growth or of the key risks involved. The risk impact 
was typically summarised in a bullet point for each initiative, with no 
information as to how the various risks identified were to be addressed or 
mitigated. There was no evidence of any significant challenge by the Risk 
function to the proposals.

•	 The Review Team was told of some feedback from an adviser who 
contributed to the RBS executive programme that RBS was unique among 
major banks in having many ‘hill climbers’ but almost no ‘hill finders’.656 
The bank was seen as exceptionally strong in people who would reliably 
implement agreed strategy but relatively much weaker in its capacity for 
strategic thinking.

654  RBS records, December 2005.
655  RBS records, December 2006.
656  FSA records, July 2011. 
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•	 The RBS Group Internal Audit report657 delivered to the Chairman in 
July 2008, said: ‘Based on our review and meetings with Board members, 
discussions of strategy could be expanded to include more analysis of 
strategic options and their associated risks. These discussions would also 
be supported by appraisals of current risk levels versus risk appetite’ and 
‘This should include the nature and scale of the risk that the Board is 
prepared to take’.

•	 A memorandum dated 15 July 2008 from RBS’s Head of Group Internal 
Audit to the RBS Chairman, which was the cover letter to the report, went 
further, saying: ‘You will see observations in our Group report regarding 
the role of the Board in relation to strategy determination and acceptance 
of risk. The report does not convey the depth of feeling expressed by Board 
members regarding their ability to discuss, challenge and influence the 
decision-making on these key areas’.658 

  It is the Review Team’s understanding that the purpose of this memorandum 
was, at the request of the Chairman, to capture views expressed by interviewees 
(including five non-executive directors). These included interviewees’ reflections 
on individuals, which were more subjective than the content of the main report.

606 A number of those interviewed by the Review Team described RBS as being 
much more focused on revenue and profit than on the size of the balance sheet. 
This, together with the factors described above and the optimism described 
elsewhere in this section, with the benefit of hindsight raise the following 
questions about the RBS Board’s oversight of strategy:

•	 whether the Board and executive management actively assured themselves 
that they were receiving adequate information to consider the risks 
associated with strategy proposals, and were sufficiently disciplined in 
questioning and challenging what was presented to them;

•	 whether the main consideration in setting strategy was to accelerate growth 
in revenue and profit rather than assessing the impact of the chosen strategy 
on balance sheet exposures; and

•	 whether the Group Risk function was given adequate authority or support 
to ensure that the Board was fully aware of and gave priority to the risks 
inherent in the strategy.659 

2.2.4 The CEO’s leadership capability and management style
607 The success of RBS described in the previous section had been achieved under 

the leadership of Sir Fred Goodwin as CEO and was perceived to be the result 
of an overt and highly effective management philosophy, based on:

•	 tight cost control and centralisation of processing functions;

•	 superior ability to achieve cost synergies after acquisitions;

657 RBS Group Internal Audit report, July 2008. See Section 2.2.1.
658 RBS Group Internal Audit report, July 2008.
659 The position on this began to change following the appointment of a new Group Chief Risk Officer in January 2007.
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•	 a strong focus on growth, driven by clear targets and incentives; and

•	 an overt focus on capital ‘efficiency’, i.e. on high leverage.

608 During 2003 and 2004, prior to the Review Period, the FSA had identified a 
risk created by the perceived dominance of RBS’s CEO. While it was recognised 
that the CEOs of large firms tended to be assertive, robust individuals, the FSA’s 
view was that, in the case of RBS, the ‘challenging management culture led by 
the CEO’660 raised particular risks that had to be addressed.

609 The risks that can emerge where there is a dominant CEO are not merely ones 
of difficult relationships between the CEO and the board, staff, shareholders 
and regulators. More seriously they can also result in a lack of effective 
challenge by the board and senior managers to the CEO’s proposals, resulting in 
risks being overlooked and strategic mistakes being made.

610 During interviews with the Review Team, RBS Board members did not provide 
evidence to support assertions (referred to in some press reports) that they felt 
‘bullied’ or unable to challenge the CEO.661 And their assessments of the CEO’s 
style varied considerably. The Review Team heard that the CEO showed skill in 
his handling of Board relationships, intervened infrequently in Board discussions 
and reliably followed up on points raised by Board members. Interviewees said 
that the CEO could be courteous and professional in meetings but also that he 
could come across as somewhat cold, analytical and unsympathetic. The picture 
that emerged was clearly more complex than the one-dimensional ‘dominant 
CEO’ sometimes suggested in the media.

611 The Review Team has been made aware that the senior management team at 
RBS received positive scores in employee opinion surveys. In 2007, 66% of 
employees were recorded as agreeing with the statement ‘GEMC662 provides 
good leadership’.663 Some additional detail about the operation and culture of 
the RBS senior management team as a whole was reported in the 15 July 2008 
memorandum from RBS’s Head of Group Internal Audit to the RBS Chairman, 
as follows: 

‘Most of the members of GEMC we met with criticised the way the Committee 
operates. Our report describes a lack of meaningful discussion of strategy and 
risk. However GEMC members also described dysfunctional working in 
relation to:

 – GEMC are not operating as a team.

 – Conversations are typically bilateral.

 – Performance targets consume too much of the agenda.

 – Discussions often seem bullying in nature.

 – The atmosphere is often negative and is at a low point currently.’664 

660  FSA records, March 2005.
661  See paragraphs 251-253 of Part 3 for RBS non-executive director responses to Enforcement Division on this issue.
662  RBS’s Group Executive Management Committee.
663  RBS records, November 2008.
664  RBS Group Internal Audit report, July 2008.
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It is the Review Team’s understanding that these comments related to the operation 
of GEMC during the period in which market conditions and results deteriorated. 
In addition, it needs to be recognised that the observations about the GEMC in 
general might not relate to the CEO in particular. In the same document, RBS’s 
Head of Group Internal Audit also wrote, in relation to the separation of 
management responsibilities, ‘There have been a number of observations made 
during this review that the Group CEO tends to operate too often in the CFO role 
and that [the CFO] should be more independent in his decision making’.

612 This, alongside other information from the Review Team’s interviews and other 
sources raises the following questions about the CEO’s capability and style and 
its impact on the business:

•	 Whether his management style may have discouraged robust and effective 
challenge from the Board and senior management team:

 – A number of RBS’s non-executive directors (NEDs) told the Review Team 
during interviews that they had been able and prepared to challenge 
the executive. However, when asked, they gave few clear examples of 
proposals from the CEO or executive management during the Review 
Period which were substantially amended as a result of Board challenge. 
The main examples given were that the NEDs pushed the executive to 
change the scale of the investment in Bank of China in 2005, and the 
Remuneration Committee’s reduction of some proposed bonuses.

 – Some of those interviewed said that, given the CEO’s excellent grasp of 
detail and skill in forensic analysis, it was sometimes difficult to raise 
more general questions or concerns that were not readily supported by 
detailed, objective facts and evidence.

•	 Whether the levels of remuneration paid to RBS executive directors during 
the Review Period, which were among the highest for major UK banks, may 
have played any part in discouraging robust and effective challenge of the 
CEO by his direct reports.

•	 Whether the CEO was overly focused on revenue and profit growth 
targets at the expense of giving sufficient attention to balance sheet risk, 
particularly in relation to: 

 – the growth of assets in many sectors, such as commercial real estate and 
structured credit, over the period 2004 to 2007665; and

 – the desire to proceed with the ABN AMRO deal in order both to achieve 
further earnings growth away from the mature UK market, and maintain 
and strengthen RBS’s competitive position against peers.

•	 Whether his response to the emerging losses in structured credit, monoline 
insurance and leveraged finance in 2007 and 2008, both in respect of the 
decisions666 on whether to hedge and on the recognition of losses in the 
accounts, reflected a bias towards optimism. In interview, Johnny Cameron 

665  Although RBS was not necessarily an outlier in these respects.
666  Some of these decisions were the responsibility of the GBM Board and management.
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told Enforcement Division that the CEO ‘is and was an optimist and he 
tended to take an optimistic view of what was likely to happen and had 
often in his life been proved right’667. There was a view among some 
shareholders that the CEO did not fully appreciate:

 – the large, single name risks arising from RBS’s rapidly growing 
exposures in the syndicated and leveraged loans markets; and

 – the growing accumulation of risks across the Group. 

  These factors were among those that ultimately contributed to RBS’s 
vulnerability to the market stresses and the collapse in market confidence in 
RBS in 2008.

613 In addition, while noting that the FSA concluded that it was not appropriate to 
take disciplinary action against the CEO regarding delegation of senior 
management roles in GBM668, the Review Team considered that there was an 
issue as to whether the CEO achieved the right balance between maintaining his 
own detailed understanding and oversight of the GBM business and delegating 
some of the management of that business to others. An important part of a 
CEO’s responsibilities, as set out in the APER section of the FSA handbook,669 is 
to ensure that those to whom he or she delegates responsibility have ‘the 
necessary capacity, competence, knowledge, seniority or skill’ to deal with the 
issues that are likely to arise. A CEO is required to ‘take reasonable steps to 
maintain an appropriate level of understanding’ of parts of the business delegated 
to others. While the Board was entitled to rely on assurances from the CEO that 
the GBM business was being properly managed, including adequate oversight of 
risks, and while there was no basis for enforcement action, in retrospect there 
remains an important question about the quality of the CEO’s judgement in his 
delegation of the responsibility for management and oversight of GBM.

2.2.5 The quality of risk controls and management information 
614 Analysis of the information reports which flowed to the RBS Board revealed 

that many of the key features that the FSA would have expected to see in an 
appropriate management information system were in place at RBS during the 
Review Period. The processes for debating and agreeing budgets and for 
monitoring performance against monthly revenue and cost targets were 
reasonably designed and executed.

615 The issue of whether RBS’s management controls and risk assessment systems, 
in particular those within GBM, were deficient to such a degree as to amount 
to a breach of FSA principles and rules, was covered in Enforcement Division’s 
investigations. For the reasons described in Part 3, the FSA concluded that they 
did not amount to a breach. But, as Part 3 also sets out, there were important 
deficiencies with respect to:

667 FSA records, November 2009.
668 See Part 3, paragraphs 184 – 189.
669 See http://fsahandbook.info/FSA/html/handbook/APER Statements of Principle and Code of Practice for 

Approved Persons.
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•	 the assessment, monitoring and reporting of risks associated with the 
expansion of the collateralised debt obligation (CDO) business and the 
retention of super senior CDOs on the balance sheet; 

•	 the key management information that GBM reported to RBS senior 
management and to the Board, which may have restricted the Board’s 
oversight of the growing GBM business;

•	 RBS’s stress-testing, together with inherent limitations in the widely used 
value-at-risk (VaR) measure;

•	 the production and timely reporting of a regular and complete balance 
sheet, disaggregated into the major exposures carried by GBM; and

•	 the processes for independent price verification and a bias towards 
optimism in its approach to CDO valuation issues by RBS senior 
management, together with an acceptance of that optimism by RBS’s 
auditors and the RBS Group Audit Committee.670

616 The Review Team identified a number of other issues relating to RBS’s risk 
controls and management information, in particular:

•	 The adequacy of the process for proposing and agreeing a risk appetite.671

•	 The RBS Board did not formally approve a Group Liquidity Policy.672

•	 The Board received a monthly risk report, which was enhanced during the 
Review Period. However the Review Team was told that, at the beginning 
of 2007, this reported past and current risks, rather than being forward-
looking. The RBS Group Internal Audit report 2008 referred to an external 
review of the monthly risk reporting to the Board, which said that it was 
‘relatively light on predictive or leading indicators’ and that ‘in places, the 
report is complex for non-technical readers’.673 In February 2009, RBS’s new 
CEO told the Treasury Select Committee that ‘risk management systems at 
RBS need a lot of change’ and that areas which could be improved included 
‘rules on size and concentration, types of risk and amounts of risk’.674

•	 While the evidence is inconclusive, the risk reports presented to the Board 
and the minutes of meetings suggest that the Board was not adequately 
sighted on the aggregation of risks across the Group and, as the financial 
crisis developed, the bank’s increasing vulnerability.

•	 At the start of the Review Period, the RBS Group Chief Risk Officer did not 
sit on the GEMC or routinely attend the CEO’s morning meetings. It is the 
Review Team’s understanding that there was some reluctance on the part of 
the CEO to agree to his participation in these meetings, on the grounds that 
he reported to the Group Finance Director, who did attend. This situation 

670 The valuation of the CDO positions for the 2007 annual reports and accounts is covered in Part 2, Section 1.4.2 and 
Part 3, Section 1.9.2.

671 RBS was not necessarily an outlier in this respect during the Review Period.
672 This was confirmed in interview by the Group Finance Director and one of the NEDs. Other NEDs could not recall 

seeing or approving it. See also paragraph 128 of Section 1.2. 
673 RBS Group Internal Audit report, July 2008.
674 Evidence to the Treasury Select Committee 11 February 2009, pages 259 and 266.
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changed following the appointment in January 2007 of a new Group Chief 
Risk Officer, who did attend the GEMC and the morning meetings, and 
had a direct reporting line to the Chairman of the Group Audit Committee. 
However, it was not until 1 April 2008 that the Group Chief Risk Officer 
was appointed as a full member of the GEMC.

•	 The RBS Group Internal Audit report 2008 found that the Group Risk 
Committee675 was not well-attended between January 2006 and April 
2008, including by GEMC members. It became a forum where the bias of 
discussion was to approve policies and look at historical data, rather than to 
ensure that emerging risks were understood and addressed. Where risks were 
identified, Group Internal Audit could not find evidence of their escalation 
in the GEMC minutes. 

•	 The Head of Group Internal Audit’s memorandum of 15 July 2008 referred 
to a Financial Times article on the degree of control exercised by some 
executive management teams over the information provided to boards, 
arguing that too much control can reduce the ability of board NEDs to 
play a meaningful role.676 In relation to RBS, the memorandum to the 
Chairman states: ‘It is clear your colleagues feel this happens too often 
with ‘good news’ reporting and decisions presented as a fait accompli. They 
contrasted this with positive experiences at other companies’ Boards on 
which they serve’.677

•	 Elsewhere, the memorandum referred to a report that the Board received 
from the responsible executive in October 2007 about the Citizens business, 
which stated that, overall, it was anticipated that Citizens would meet its 
budget for 2007. The memorandum suggested that a number of Board 
members had interpreted this as giving a positive picture678, but that: 

  ‘There were however a number of indicators of deterioration prior to 
October within Citizens. Non-performing loans in the SBO portfolio679 had 
been steadily rising, new purchases had been stopped and the portfolio had 
been transferred to Treasury for attention. Given these circumstances, and 
the previous close attention paid to the portfolio by the former Citizens 
CEO, it seems that making any reassuring statements, at the September 
Board and in October to the Group CEO, would be incautious at best.’

617 The Review Team’s assessment of RBS’s management information and risk 
control systems has therefore, with hindsight, raised questions about:

•	 whether there was adequate focus at Board level on the core banking 
fundamentals of capital, liquidity, asset quality and risk, both on an 
aggregated, group-wide basis and within individual businesses;

675 As explained in Section 2.2.1 the Group Risk Committee was not a Committee of the Board.
676 FT Article, 26 June 2008.
677 RBS Group Internal Audit report, July 2008.
678 Group Internal Audit was, however, not able to confirm the NEDs’ recollection from the limited detail in the Board 

minutes.
679 With an SBO (Serviced By Others) portfolio, an originator undertook a credit assessment and property valuation 

for a home equity loan application by reference to the originator’s underwriting criteria. If approved the funds were 
advanced by the originator and the loan was sold to another party (in this case, Citizens Financial Group). The 
originator performed the back office functions for these loans, charging the purchaser a fee for these services. 
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•	 whether the risk management information enabled the Board adequately 
to monitor and mitigate the aggregation of risks across the Group, and 
whether the information was sufficiently forward-looking to give early 
warning of emerging risks;

•	 whether the status accorded to the Group Risk function within RBS 
hindered the development of high-quality predictive risk management and 
risk management information;

•	 the completeness of the management information provided to the Board by 
the executive; and

•	 whether the optimism, confidence and focus on revenue described elsewhere 
in this section were a factor in the above.

2.3 The FSA’s supervision of RBS’s management, 
governance and culture 

618 The FSA’s pre-crisis supervisory approach included an explicit focus on 
management, governance and culture.680 Indeed, in some ways a key failing of 
this approach, apparent with hindsight, was that the FSA placed too much 
reliance on its ability to assess whether good processes, systems and controls 
were in place. By contrast, while considerable resources were devoted to the 
implementation of Basel II, there was insufficient focus on analysing, in 
substantive quantitative terms, the core prudential issues of capital, liquidity 
and asset quality.

619 The supervisory records contain evidence of how the FSA assessed issues 
related to management, governance and culture at RBS during the Review 
Period. Overall, FSA the Supervision Team responsible for RBS demonstrated 
a professional application of the then standard supervisory approach to  
these issues.

620 In some key respects, however, the FSA’s pre-crisis approach was, in retrospect, 
insufficiently robust. Crucially, it entailed the flawed concept of a ‘regulatory 
dividend’ – a less intensive supervisory approach, whether or not justified by 
substantively lower risk, in return for a firm demonstrating effective controls 
and displaying cooperation with the FSA. Dropping the concept of a ‘regulatory 
dividend’ is one among a number of important changes which the FSA has since 
made to its supervisory approach to management, governance and culture.

621 This sub-section describes both the significant extent to which the FSA did 
identify some important management, governance and culture issues at RBS and 
its ineffectiveness in securing substantive change. It covers in turn:

•	 the FSA’s regulatory relationship with RBS, including the ‘regulatory 
dividend’; and

680 See The FSA’s risk-assessment framework, August 2006, www.fsa.gov.uk/pubs/policy/bnr_firm-framework.pdf. The 
FSA’s post-crisis approach to supervision retains an explicit focus on management, governance and culture (see Section 
3.5	and	Box 2.7).

Part 2
2 Management, governance and culture 



The failure of the Royal Bank of Scotland | FSA Board Report

239

•	 how the FSA assessed and supervised:

 – whether the RBS CEO was dominant and any associated risks;

 – RBS’s Board effectiveness;

 – RBS’s key risk control systems; and

 – RBS’s culture.

2.3.1 The FSA’s overall relationship with RBS: the flawed concept of a 
‘regulatory dividend’

622 FSA Principle 11 states that ‘a firm must deal with its regulators in an open and 
cooperative way, and must disclose to the FSA appropriately anything relating 
to the firm of which the FSA would reasonably expect notice’.681

623 Until the financial crisis began in August 2007, the FSA had an overt 
supervisory philosophy that it should, wherever possible, rely on a firm’s senior 
management to ensure that risks were well-controlled.682 It checked whether this 
was likely to be possible by asking questions about the processes, systems and 
organisational structures in place. These ‘systems and controls’ and ‘principles 
based’ approaches (the drivers for which are described in Section 3.1.3) tended 
to be at the expense of focused, detailed and quantitative attention to the core 
prudential issues.

624 In attempting to assess whether it could rely on senior management to identify 
any deficiencies in systems and controls and then to correct them, the FSA also 
placed importance on achieving an open and positive relationship with firms.683 
Where this was judged to be the case, firms could benefit from the ‘regulatory 
dividend’ described in Box 2.6 of Section 3.1.1. 

625 The danger of this approach, however, was that it could result in a firm being 
rewarded for meeting the minimum standards of cooperation, which should be 
non-negotiable. This in turn created the danger that supervision might not only 
fail to address substantive risks and issues, but also fail to identify and ensure 
the mitigation of important management, governance, cultural and control 
issues. The history of the FSA’s overall supervisory relationship with RBS during 
the Review Period illustrates these dangers.

626 The Supervision Team had expressed concerns about the relationship with RBS 
in the 2003 Interim ARROW assessment, well before the start of the Review 
Period. By the second half of 2004, the relationship had deteriorated further and 
there were indications that RBS was not keeping the FSA regularly informed of 
important developments nor responding to information requests in a timely 
manner.684 Another point of difference was RBS’s refusal to allow the 

681 FSA Handbook: Principles for Business (PRIN) Section 2.1 – http://fsahandbook.info/FSA/html/handbookl/PRIN/2/1
682 See Principles-based regulation: focusing on the outcomes that matter, April 2007,  

www.fsa.gov.uk/pubs/other/principles.pdf. See also: Speech by John Tiner, FSA CEO, Better regulation: objective or 
oxymoron, 9 May 2006, www.fsa.gov.uk/pages/Library/Communication/Speeches/2006/0509_jt.shtml and Section 
3.1.1 of this Report.

683 See ‘Principles-based regulation: Focusing on the outcomes that matter’, April 2007, Section 3.2,  
www.fsa.gov.uk/pubs/other/principles.pdf.

684 FSA records, September 2004.
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Supervision Team to meet the RBS NEDs on an individual, one-to-one basis685, 
arguing that the Board was a unitary body and that individual NEDs should not 
be ‘picked off‘, although it should be noted that such meetings were not 
routinely taking place at other major banks at that time.

627 Overall, FSA supervisory records from 2004 suggest that RBS management, and 
in particular the RBS CEO, had been resistant to what they saw as unnecessary 
FSA interference.686 RBS stood out among its peers in terms of the regularity 
and vigour of pushback against FSA policy initiatives and resistance to enquiries 
with which it felt uncomfortable.

628 Faced with this situation, Supervision believed that improving the FSA’s 
relationship with RBS was a priority. Its strategy to achieve this included: 

•	 A ‘clear the air’ meeting in October 2004 between the FSA Supervision 
Director and RBS’s CEO, which secured a commitment from both parties to 
repair the relationship. It is not clear whether the FSA demanded that RBS 
improve the relationship, but the 2005 ARROW letter refers to ‘constructive 
dialogue between the FSA and RBS evident in recent months’.687 An 
early objective given to the Supervision Team Manager, who assumed 
responsibility for RBS in August 2005, was to improve the relationship. 

•	 A meeting in November 2004 between the CEOs of the FSA and RBS. 
The FSA’s meeting note688 records that the RBS CEO felt the relationship 
was back on the right basis and that RBS had been too defensive, with an 
acknowledgement that it could have handled the FSA’s request for one-to-one 
meetings with NEDs better. While RBS firmly believed one-to-one meetings 
were inappropriate in the context of a unitary board, the RBS CEO said he 
wanted to find a way to meet the FSA’s requirements.

•	 Regular meetings and telephone calls between the Supervision Team 
(sometimes with the Supervision Head of Department) and key  
RBS executives.

•	 Preparation of a paper for RBS setting out the FSA’s expectations of how 
the close and continuous relationship should work in practice, which was 
discussed with the RBS CEO.689

629 It is evident from the records that the relationship improved during 2005 and 
2006. For example:

•	 RBS started to notify the FSA more consistently and at an earlier stage 
about significant events such as staff changes.

•	 The Supervision Team secured RBS’s agreement to meet the RBS NEDs, 
albeit collectively rather than individually, and in the presence of executive 
representatives from the firm.690

685 FSA records, January 2005.
686 FSA records, July 2004.
687 FSA records, March 2005.
688 FSA records, November 2004.
689 FSA records, March 2005, August 2005 and January 2006.
690 FSA records, April 2005.
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•	 RBS shared with the FSA the outcome of an independent review of its 
Group Internal Audit, commissioned by RBS following supervisory 
concerns.691 The results of this review were considered by the Supervision 
Team to be satisfactory. 

•	 RBS’s CEO started to make regular telephone calls to the Supervision Head 
of Department (HoD). 

•	 Meetings at various levels between the FSA and the firm were judged by the 
Supervision Team to be productive.

630 The Supervision Team was also aware that the RBS Chairman had decided during 
2006 to include in the RBS CEO’s formal performance objectives a requirement 
to improve the firm’s relationship with the FSA. This was seen as a positive sign 
that RBS had accepted that improving its relationship with the FSA was a priority.

631 However, despite this improvement, problems remained. For example: 

•	 The Supervision Team told the Review Team that RBS remained reluctant 
to provide the FSA with full Board management information (MI)692, and, 
at that time, provided only quarterly financial MI. In response to requests 
from the Supervision Team, RBS did share increasing amounts of MI during 
the Review Period. However, the FSA did not receive the full Board pack at 
any time during the Review Period.

•	 In line with common practice, the Supervision Team sent the draft 2005 
ARROW letter to the RBS CEO before finalising it to send to the RBS 
Board. The RBS CEO proposed changes to the draft letter. The Review 
Team’s view was that Supervision should not have accepted two of the 
changes. The effect of the first of these may have been to obscure from the 
Board of RBS that the FSA had not always regarded the dialogue with RBS’s 
executive management as constructive. The effect of the second, described in 
Section 1.3.6, may have been that RBS’s Board did not appreciate the extent 
of the FSA’s concern about RBS’s management of the risks associated with 
its corporate lending, in particular its commercial property portfolios. 

 It is the Review Team’s understanding that the changes were made in the 
context of Supervision being encouraged to improve the relationship with the 
firm. Indeed, in the first case, Supervision added to the letter a statement 
emphasising the importance of sufficient challenge, including of the RBS CEO, 
at both RBS Board level and from the RBS executive team. The acceptance of 
these changes was a matter of judgement and not an exception to the FSA’s 
prevailing practice at the time. 

632 Supervision concluded in October 2006 that the relationship had improved to a 
sufficient extent that the action relating to corporate governance set out in the 
2005 Risk Mitigation Programme (RMP) could be considered closed693 and that 

691 FSA records, December 2004.
692 This was not materially out of line with other large banks at the time. The Review Team has been told by a former RBS 

Board member that the FSA did not formally request the full Board MI pack. In his view, RBS would have provided the 
pack in response to such a request, provided that the bank had understood the reasons for the request.

693 FSA records, October 2006.
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the firm could start to benefit from a ‘regulatory dividend’. This decision may 
have reflected, at least in part, a need for the Supervision Team to manage 
competing pressures within its limited resources.694 The Supervision Team 
affirmed its positive view of the relationship in its presentation to the RBS 
Board following the 2007 ARROW assessment, which noted ‘We believe we 
have a constructive and open relationship with the Group which we value’.695

633 The Review Team concluded that the Supervision Team’s overall approach to 
the relationship with RBS, and its award of a ‘regulatory dividend’, were not out 
of line with the FSA’s then standard supervisory approach. However, in 
retrospect, the decision to close the RMP action in 2006 was premature and the 
whole concept of the ‘regulatory dividend’ was flawed and potentially 
dangerous. Furthermore, the FSA’s overall approach to assessing whether 
management skills, effective governance and appropriate culture were in place 
relied too much on high-level indicators, such as the degree of cooperation by 
the firm with the FSA supervisors, rather than on detailed enquiry into key 
potential areas of concern.

2.3.2 FSA assessment and supervision of CEO leadership and 
management style

634 As early as 2003, the Supervision Team had identified that the RBS CEO’s 
assertive and robust style might create a risk. Between then and 2006, the 
Supervision Team raised the issue of ‘CEO dominance’ during meetings with the 
RBS Chairman, and sought to ensure that specific actions were in place to 
mitigate any risks. The FSA’s response to this issue reflected its prevailing 
supervisory approach, which is described in this section. Within the limitations 
of that approach, the FSA’s response was reasonable. However, although there 
was engagement by the Supervision Head of Department and Supervision 
Director, with the benefit of hindsight the Review Team would have expected to 
see greater involvement of the FSA’s most senior executives (Managing Director 
of Retail Markets and CEO) in considering how best to respond to this 
important risk. 

635 Starting in 2004 and continuing into the Review Period, the Supervision Team’s 
approach to assessing the risk of CEO dominance in RBS was to review:

•	 the quality of internal reporting to the RBS Board;

•	 the strength and consistency of RBS Board challenge to the CEO; and

•	 the effectiveness of RBS’s Group Internal Audit.

636 In an October 2004 briefing note696, the Supervision Team recorded that, as a 
result of the poor regulatory relationship and lack of access to NEDs, it had ‘felt 
it necessary to consider’ requiring RBS to commission a Section 166697 review of 

694 See Section 3.3 for a discussion of the limited resources applied to supervision of RBS at the time.
695 FSA records, October 2007.
696 FSA records, October 2004.
697 This is a review by an independent skilled person into one or more aspects of a firm’s business carried out under 

powers set out in Section 166 of the Financial Services and Markets Act 2000.
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high level controls.698 In the event, the FSA did not take this action, partly 
because, in December 2004, the Supervision Team met a group of RBS executive 
and non-executive directors who described the nature of challenge at Board 
level, gave an example of Board challenge to the CEO (an e-banking proposal 
that had not been taken forward after NED push-back699), and confirmed that, 
in their view, they provided adequate challenge to the CEO. 

637 The Review Team’s view was that commissioning a Section 166 review would 
have sent a strong message to RBS, including its Board, and might have 
provided the FSA with more information on the effectiveness of governance, 
particularly around the potential dominance of the CEO. 

638 In the March 2005 ARROW letter700, RBS was informed that the FSA would 
continue its supervisory work on governance, in view of ‘the Group’s scale, 
business growth and robust management culture, led by the Group CEO and 
the senior executive team’. The Supervision Team followed this up by raising the 
issue of CEO dominance and the mitigation of associated risks in meetings with 
successive RBS Chairmen in 2005 and 2006.701

639 Following this work, Supervision concluded, as part of the October 2006 
Interim ARROW assessment, that the risks associated with CEO dominance and 
challenge to him had been mitigated sufficiently that the issue could be closed. 
This was based on:

•	 Meetings with the NEDs and Chairman that provided examples of Board 
challenge to the executive.

•	 The presence of a new Chairman and new Group Finance Director, who 
had taken up their posts earlier in the year. The Supervision Team judged 
both to be providing appropriate challenge to the CEO and to be committed 
to working cooperatively with the FSA.

•	 The track record and broad range of experience of the NEDs who, 
individually, were recognised by the FSA as competent and resilient individuals.

•	 An oral report from RBS that the results of its Board Effectiveness Review 
were positive, with no material issues identified.

•	 The absence of any reports to the FSA of major issues at the firm that might 
suggest weaknesses in governance.

640 With hindsight, however, a key missing element in the FSA’s decision to close the 
RMP issue was engagement at the most senior FSA executive level. We have not 
seen evidence that the Supervision Team asked FSA senior executives for support 
with key issues, such as securing RBS’s agreement to bilateral meetings with 
NEDs. Nor have we seen evidence of the FSA’s CEO or Managing Director of  
Retail Markets seeking to play an active role in ensuring the effectiveness of 

698 High level controls comprise the firm’s control functions (internal audit, compliance and risk management), its senior 
management, corporate governance arrangements and overall culture. See The FSA’s risk-assessment framework, 
August 2006, www.fsa.gov.uk/pubs/policy/bnr_firm-framework.pdf.

699 FSA records, December 2004.
700 FSA records, March 2005.
701 FSA records, June 2005 and June 2006.
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governance, other than in a discussion in January 2007 about new governance 
arrangements for RBS’s US business.702 This reflects a more general tendency in 
the FSA’s pre-crisis supervisory approach for key supervisory decisions and 
responsibilities to be delegated several layers below the FSA’s CEO.703 In future 
it is important that the prudential supervision of the largest UK banks includes 
significant direct involvement of the most senior PRA and FCA executives. This 
is particularly important for addressing sensitive management, governance and 
culture issues.

2.3.3 FSA assessment and supervision of Board effectiveness
641 In considering the FSA’s assessment of the effectiveness of RBS’s Board, it is 

useful to distinguish between:

•	 the period from January 2005 until early 2008, during which governance 
was supervised in accordance with the FSA’s pre-crisis approach; and

•	 the period from the beginning of 2008 onwards, during which the FSA’s 
supervisory approach began to change in response to deteriorating 
market conditions. 

Assessment of Board effectiveness between January 2005 and 
March 2008

642 Following the 2005 ARROW assessment, the FSA Supervision Team sought to 
form a view on the effectiveness of RBS’s overall corporate governance. It 
considered, for example:

•	 the adequacy of Board discussions and the quality of the (limited) 
management information it received;

•	 the challenge the Board provided to the CEO and senior executives;

•	 the quality and effectiveness of senior management and the internal audit, 
risk management and compliance functions; and

•	 the Board’s use of the firm’s control functions in its oversight of the business.

643 The Supervision Team approached this through: 

•	 a series of regular meetings with the RBS Chairman, a group of NEDs, the 
Chairman of the Group Audit Committee, senior executives and the control 
functions of internal audit, risk management and compliance; and 

•	 requesting RBS to provide regular risk and financial management information. 

644 Having reviewed these issues using the available evidence during 2005 and 
2006, the Supervision Team concluded, as part of the 2006 Interim ARROW, 
that ‘Our work over the course of the year has provided us with increased 
702 The Managing Director of Retail Markets discussed the need for improvements in US risk management and RBS’s 

progress on ‘Treating Customers Fairly’ (TCF) with the RBS CEO in 2006. The FSA set out its plans for the TCF 
initiative in Treating customers fairly – progress and next steps, July 2004  
(www.fsa.gov.uk/pubs/other/tcf_27072004.pdf).

703 Section 3.1.2 describes the implications of the FSA’s overall structure, size and span of responsibilities, for the 
involvement of the most senior levels of FSA management in such issues.
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assurance on the effectiveness of the Group’s high level corporate governance 
arrangements such that we now feel able to close the specific RMP issue’. The 
following year, the 2007 ARROW letter stated that the FSA judged that many of 
the improvements in corporate governance noted during the 2006 Interim 
ARROW assessment had been maintained.704 An FSA internal document noted 
that the Board composition was strong with a wide range of skills.705 And the 
FSA concluded that the Board was increasing its use of quantitative information 
to review the risks facing the firm.

645 However, it is not clear that the Supervision Team had access to all the 
information needed to reach such a positive conclusion. As mentioned in Section 
2.3.1, the Supervision Team did not have full RBS Board MI packs in order to 
ascertain whether flows of information to the Board were adequate. And its 
ability to gain insight into the quality of Board challenge was hampered by 
difficulties in gaining access to RBS NEDs on a confidential, one-to-one basis.

646 From 2004 until 2007, the Supervision Team sought the bilateral private 
meetings with RBS NEDs (without executives present) referred to in Section 
2.3.1, but was unsuccessful in obtaining them, other than with the RBS Board 
Chairman and the Chairman of the Group Audit Committee. Holding one-to-one 
meetings was identified as a potentially important part of assessing Board 
effectiveness, but RBS actively resisted these meetings, which were not routinely 
taking place at other major banks. A meeting with a group of NEDs, without 
executives present was, however, held in January 2006 and again in March 2007.

647 The FSA considered that the RBS Board contained some tough and experienced 
individuals and expected them to challenge the RBS executive. The Supervision 
Team was given assurances that the NEDs provided adequate challenge to the 
RBS CEO and senior management, the example given being a reorganisation of 
UK Retail which the Supervision Team was told had been driven largely by 
NED challenge on the underperformance of this business and on the general 
strategy for it.706 However it was inherently difficult for the Supervision Team, 
from the outside, to judge the effectiveness of the challenge that the NEDs were 
providing to the executive. 

648 The real effectiveness of Board challenge to RBS executive management therefore 
remains uncertain and with the benefit of hindsight it seems likely that the 
Supervision Team had, at best, an imperfect basis on which to reach its 
assessment, set out in the 2006 and 2007 ARROW letters, that RBS’s corporate 
governance arrangements were effective. Nevertheless the Supervision Team did 
identify the issue and sought to address it as far as possible within the limitations 
of the pre-crisis supervisory approach. Moreover, its ability to insist on private 
one-to-one meetings with RBS’s NEDs, which may have provided more evidence, 
was limited by the fact that such meetings were not taking place routinely at 
other major banks (where, however, the same risk of a dominant CEO may not 
have been identified).

704  FSA records, October 2007.
705  FSA records, September 2007.
706  FSA records, January 2006.
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649 In relation to other potentially important issues of Board/Committee 
effectiveness, however, the Supervision Team’s approach appeared reasonable at 
the time. In particular:

•	 There was no evidence available to the Supervision Team that the formal 
board processes for discussion and approval of the ABN AMRO deal 
(described in Section 2.1.1 of Part 3) fell below appropriate standards. For 
example, as mentioned in Section 2.2.2 of Part 2 (above), the Board and 
Chairman’s Committee held many meetings about the proposed transaction, 
engaged investment banking advisers, sought and were given the appropriate 
assurances and were presented with the results of the due diligence.

•	 When reviewing RBS’s governance, the Supervision Team looked at the 
reporting lines of the Group Risk Committee. During the Review Period, 
this was not a Board level committee with non-executive members707; it 
reported to the Group Executive Management Committee. This point was 
recognised by the Supervision Team but it did not press the issue. This was 
because RBS argued that its existing structure, under which the Group 
Audit Committee also covered risk, provided sufficient Board oversight and 
was in line with practice at other firms.

•	 The Supervision Team considered the reporting arrangements for RBS 
Group Internal Audit, which reported directly to the Board’s Group Audit 
Committee, to be in line with good practice. Group Internal Audit also 
reported to the Group Finance Director for ‘pay and rations’ purposes, but 
this arrangement is by no means uncommon, although it might under some 
circumstances undermine the real or perceived independence of internal 
audit. In the case of RBS, the issue was recognised by the Supervision Team, 
which kept it under review. The effectiveness of Group Internal Audit was 
part of the regular agenda for meetings with the external auditors and the 
Chairman of the Group Audit Committee.

650 Having considered the FSA’s approach to assessing the effectiveness of the RBS 
Board and its top level governance from the beginning of 2005 until early 2008, 
the Review Team concluded that the Supervision Team was aware of the risks 
and issues and took steps to address them. With hindsight, however, hampered 
by an insufficiently robust FSA approach to ensuring direct access to NEDs 
(which might have provided it with more information or evidence) and by a 
lack of effective engagement by FSA senior management, the Supervision Team’s 
approach was insufficient to establish whether there was a problem of 
inadequate challenge by the Board, of the executive, which could have existed 
even within the context of acceptable formal governance arrangements.

707 See also Section 2.2.1. RBS adopted a Board level Risk Committee in 2009, following recommendations of the Walker 
Review (A review of corporate governance in UK banks and other financial industry entities, 26 November 2009).
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Assessment of Board effectiveness between March 2008 and 
October 2008

651 Section 1.1 describes the action taken by the FSA in April 2008 in response to 
the sudden deterioration in RBS’s capital position. The FSA recognised that this 
deterioration, and the need for the rights issue in April 2008, might also indicate 
weaknesses in governance. In response:

•	 The FSA took reassurance from the fact that, in May 2008, the RBS 
Chairman commissioned a review708 by RBS Group Internal Audit into the 
events that led to significant write-downs in RBS’s credit market activities, 
including, among other things, governance and business strategy. The FSA 
was given a copy of the findings after the end of the Review Period.

•	 FSA senior management pushed RBS to strengthen the Board by appointing 
NEDs with banking experience who would also improve the Board’s 
challenge to the executive. RBS decided, following the announcement of 
the rights issue, to accelerate its plan to bring in new NEDs. On 27 August 
2008, it announced the appointment of three new NEDs709: Stephen Hester, 
Arthur Ryan and John McFarlane.710 In September 2008, the Chairmen 
and CEOs of the FSA and RBS discussed further changes planned for non-
executive representation on the RBS Board.711 

2.3.4 FSA assessment and supervision of management quality, 
organisational structure and control systems

652 As discussed in Part 3 of this Report, Enforcement Division’s investigation 
considered whether the scale of losses in GBM was in part driven by deficiencies 
in its management capability, structure and control systems. For the reasons 
explained in Part 3, the FSA believes that, while there were undoubtedly 
important deficiencies, these were not of a nature or severity that could be the 
subject of an enforcement case with a reasonable chance of success. However 
the inadequacies identified raise the issue of how effectively the FSA assessed 
management competence and control systems in the Review Period. The Review 
Team’s assessment was that, in retrospect, the FSA’s supervision of these issues at 
RBS, while in line with the prevailing approach, lacked the necessary intensity 
and rigour to identify key problems and secure mitigating actions.

653 The Supervision Team, at the time, did not express any general concerns about 
the competence of the RBS senior management team. It formed relatively 
informal views on certain key individuals, notably when someone new joined 
the firm, through, for example, speaking to FSA senior managers who knew the 
individual concerned through prior professional contacts. The Supervision Team 
also developed its views of individuals during routine supervisory meetings with 
RBS senior management, based to a large extent on how well they engaged with 
the FSA’s priorities at the time (‘Treating Customers Fairly’ and Basel II) and the 

708 For further details of the Review, see Section 2.2.1.
709 Royal Bank of Scotland Group plc Press Release 27 August 2008: Board Appointments and Board changes.
710 Stephen Hester was a former Chief Operating Officer of Abbey National plc, Arthur Ryan was a former Chief 

Executive Officer of Prudential Financial Inc and John McFarlane was a former Chief Executive Officer of Australia 
and New Zealand Banking Group Limited.

711 FSA records, September 2008.
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commitment they showed to improving the regulatory relationship. Individuals 
who were seen to perform well in these areas were likely to be considered 
helpful and competent. 

654 While this approach fell well short of a systemic, critical and evidence-based 
assessment of competence or experience, it was in line with prevailing practice 
for all large banks. With hindsight, the Review Team judged that this approach 
had the potential to provide false reassurance. The more formal and rigorous 
approach the FSA now uses to assess the competence of those in, or applying 
for, Significant Influence Functions described in Section 3.5 has a much greater 
chance of reaching a reliable assessment.

655 Management stretch in RBS was identified as an issue throughout the Review 
Period. The Supervision Team highlighted it in the 2005 ARROW letter, where 
the concern was primarily focused on the Citizens business in the US. It was, 
however, also expressed as a concern across the US businesses and the wider 
group. There were also questions about how far the management and control 
infrastructure was keeping pace with the growth of the business. 

656 The Supervision Team identified that, as far as the US businesses were concerned, 
neither strategy nor management responsibilities were clearly articulated. These 
concerns were shared by the US regulators. RBS accepted the need for change 
and, in June 2007, appointed a single CEO responsible for all of the firm’s US 
businesses, including GBM and retail banking.712 The Supervision Team had 
questions about the role of the new US CEO, including how it would interface 
with the existing functional management lines and how the effectiveness of the 
new appointment would be assessed. These points were still under review in late 
2007 as the financial crisis started to impact the firm.

657 Notably, however, while the Supervision Team raised questions about the overall 
structure of the US business, it did not focus on issues relating to the 
appropriateness of management delegation to and oversight of GBM’s business, 
its organisational structure and the management skills within it. These are areas 
where, with hindsight, the Review Team’s view is that there were important 
questions to be asked. 

658 Nor did the Supervision Team identify the significant imperfections in the GBM 
balance sheet and risk reporting systems, its stress-testing approaches and price 
verification systems described in Section 2.2.5 and in more detail in Part 3. This 
lack of focus on detailed risk control systems was illustrated by the fact that, in 
April 2007, the ARROW Planning Panel concluded that risk management was 
not a high priority for the ARROW discovery work.713 As a result, the ARROW 
letter produced in October 2007 referred to the generic risks created by the 
rapid growth of RBS’s US businesses (including GBM), rather than focusing on 
specific weaknesses in oversight and control.

659 Overall, therefore, while the Supervision Team during the Review Period did 
consider issues relating to appropriate organisational structure and control 

712 RBS announced on 23 March 2007 that Ellen Alemany would become CEO of RBS America (see RBS Press Release 
dated 23 March 2007 RBS announces management appointments in US).

713 The ARROW Planning Panel’s consideration of the approach to the 2007 ARROW assessment is covered in Section 3.2.4.
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systems, the approach was not sufficiently intensive to identify the specific 
problems (for instance within GBM) which the Review Team believed were 
important. Given that Supervision and specialist support resources were far 
more limited than the FSA now deploys (see Section 3.3), supervisors were not 
able to carry out detailed reviews of control functions other than by exception, 
when triggered by specific evidence of particular problems. During the Review 
Period, prior to the onset of the financial crisis, the Supervision Team did not 
become aware of specific material failures in RBS’s internal controls which 
would have alerted them to the need for more intensive analysis. 

660 Finally, it should be noted that, alongside a focus on management competence 
and risk controls, and maintaining oversight of key prudential issues, the 
Supervision Team was also required to address priority conduct issues, such as 
Treating Customers Fairly (TCF). This created the danger that the strong focus 
on the conduct theme of TCF, which had been defined as a key FSA supervisory 
priority in the period 2004-2008714, could have been at the expense of an 
adequate focus on core prudential risks.

2.3.5 The FSA’s assessment and supervision of culture
661 The assessment of a firm’s ‘culture’ and its possible implications for regulatory 

risk are inherently difficult. Even within the context of the FSA’s now more 
intensive post-crisis approach to supervision, we remain cautious about 
believing that there are rigorous mechanisms that can accurately assess a firm’s 
culture and its implications for compliance and the business.

662 The FSA’s view of culture during the Review Period was partly informed by a 
firm’s approach to TCF. Supervision teams attempted to assess whether firms 
were embedding the delivery of fair outcomes for consumers in their business 
and culture. RBS showed sufficient commitment to this initiative during the 
Review Period to provide the Supervision Team with some comfort concerning 
its culture in relation to the fair treatment of retail customers. Whether that 
approach was truly effective as a means for the FSA to assess a firm’s culture 
more generally remains uncertain.

663 The crucial cultural questions relevant to RBS’s failure, however, relate not to 
the fair treatment of customers, but to whether RBS was over-confident about 
its abilities, had too optimistic an outlook, and was too focused on revenue and 
profit at the expense of balance sheet risk. In each of the three ARROW reviews 
during the Review Period, the Supervision Team identified significant growth in 
RBS’s business, and was rightly concerned that this might not be balanced by a 
recognition that control systems needed to keep pace. The FSA communicated 
this to RBS in the ARROW letter of 4 March 2005 and, while acknowledging 
progress made by RBS, reiterated the importance of this in the ARROW letters 
of 5 October 2006 and 23 October 2007.

714 The FSA set out its plans for the TCF initiative in Treating customers fairly – progress and next steps, July 2004 
(www.fsa.gov.uk/pubs/other/tcf_27072004.pdf). Firms were required to demonstrate that they were consistently 
treating their customers fairly by 31 December 2008 (see Treating Customers Fairly initiative: progress report,  
May 2007 – www.fsa.gov.uk/pubs/other/tcf_implementation.pdf).
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664 At a high level, therefore, the Supervision Team during the Review Period did 
identify relevant issues relating to the relationship between RBS’s overall 
strategy, and its control systems and culture. In retrospect what was lacking was 
an approach sufficiently detailed to identify specific deficiencies or sufficiently 
robust to ensure that risks were mitigated by appropriate action. 

2.4 Key lessons and recommendations for 
further change

2.4.1 Issues for boards to consider 
665 While the above analysis of management, governance and culture at RBS has 

largely led us to pose questions, rather than draw firm conclusions, it illustrates 
issues which should inform the thinking of the boards of banks and other 
financial services firms going forward. These are whether:

•	 The board has the right size, composition (including its non-executive 
component), skills, experience, external advice (where appropriate) and 
ability to ‘step back’ to assist executive management by challenging the 
assumptions underlying: strategy; strategic initiatives (such as acquisitions); 
risk appetite and exposures; and the key areas of the firm’s focus.

•	 The board considers and gives sufficient weight to the risk implications of 
strategic initiatives for depositors (policy-holders in the case of an insurer) 
and the financial stability of the wider economy. The NEDs have an 
important role in assisting the executive to do this. 

•	 The board ensures that the drive, energy and willingness to challenge 
subordinates, required in a CEO, do not discourage robust and effective 
challenge, and teamwork, among the executive team.

•	 The board considers the appropriateness of delegation by its CEO. 

•	 The board sets executive incentives which encourage adequate attention to 
the core banking fundamentals of capital, liquidity and asset quality.

•	 The board ensures that, while rightly encouraging positive thinking, a ‘can 
do’ attitude and confidence in executives, these do not result in over-optimism 
that either leads to significant risks not being recognised or exposes the firm 
to excessive risk.

•	 The board has a risk committee, separate from its audit committee, which is 
able to identify and bring to the board’s attention the major risks facing the 
firm, including in aggregate.

•	 The chief risk officer participates in the risk management and oversight 
processes at the highest level within the firm.

Many of these issues are covered in the Walker Review.715 In addition to these, 
the Review Team makes some additional recommendations for boards:

715 A review of corporate governance in UK banks and other financial industry entities, 26 November 2009.
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•	 The chairman or, if appropriate, the senior independent director, should 
discuss with their FSA supervisor the outcome of the externally facilitated 
effectiveness review of the board which should be undertaken at least 
every two to three years, and the action they propose to address any  
issues identified.

•	 In order that boards, whether of authorised firms or of the FSA716, can 
demonstrate that they have subjected proposals from the executive to 
appropriate discussion and challenge, the board secretary should ensure 
that minutes of board and sub-committee meetings set out the substance of 
the views expressed and record key elements of the debate and challenge 
provided, as well as the conclusions for each agenda item. This need not be a 
verbatim record nor, unless requested at the time by a board member, include 
individual comments. In the case of all authorised firms, these minutes would 
then be available to supervisors when assessing board effectiveness. The issue 
as to the appropriate standards relating to company secretaries, in order 
to ensure they can achieve this, should be considered in relation to the UK 
Corporate Governance Code.

2.4.2 Lessons for the FSA
666 Several of the potential areas of concern about RBS’s management, governance 

and culture discussed in Section 2.2 were identified by the FSA Supervision 
Team during the Review Period. However, the degree of supervisory intensity 
applied to these issues, while consistent with the FSA’s prevailing practices and 
approach, was less than the FSA would now consider appropriate. 

667 Section 3.5 describes changes that the FSA has already made, or is implementing, 
to its supervision of management, governance and culture. The executive 
management of the FSA has agreed that these further recommendations will be 
taken into account in the design, in collaboration with the Bank of England, of 
the Prudential Regulation Authority and, as appropriate, of the Financial 
Conduct Authority:

•	 where concerns arise, the FSA should make greater use of formal Significant 
Influence Function (SIF)717 interviews to assess the competence of senior 
managers already in post;

•	 the FSA should highlight, by means of the SIF process and its regular 
supervision, the substantive and specific responsibility of the CEO to ensure 
that those they appoint to senior roles or to whom significant powers are 
delegated, have the appropriate qualifications, skills and experience, in line 
with	the	requirements	set	out	in	APER	principles	5	and 6;	and

716 See coverage of FSA Board minutes in Section 3.1.3. The executive management of the FSA has agreed that this 
recommendation will be taken into account in the design, in collaboration with the Bank of England, of the 
Prudential Regulation Authority and, as appropriate, of the Financial Conduct Authority.

717 ‘Significant Influence Functions’ are the most senior controlled functions within FSA authorised firms, including for 
example the chairman, executive and non-executive directors, the CEO and the Head of Compliance.
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•	 the FSA should consider whether and how boards of regulated firms 
considering major acquisitions should obtain independent advice on 
the proposed acquisition, to assist assessment and challenge of the 
proposal, from an adviser whose remuneration is not linked to successful 
completion of the acquisition.
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