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In the quest for possible causes of the recent financial crisis, commentators often argue that
bank executives had poor incentives." Critics claim, in particular, that executive compensation was
not properly aligned with long-term performance (Bebchuk and Fried 2010; Posner 2009), while
regulators seek ways to change practices in order to restore this alignment. At least two questions
arise with respect to incentive practices. The first is whether executive compensation at banks
before the crisis was predominantly short-term oriented. Academics and politicians answer this
question differently. The latter argue, with the support of the media, that widespread short-term
incentives to bank managers were at the root of the recent crisis. On the academic side of the
current debate, recent empirical studies reveal no proof that short-term incentives led to excessive
risks. In particular, an empirical study examined in Part 1of this Chapter shows that, in the United
States at least, pay was generally aligned with the long-term interest of shareholders (Fahlenbrach

and Stulz 2010). Similar studies are not available for Europe because data needed to calculate the
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value of stock options and long-term incentives is generally not publicly available.? The second
question, which is further analyzed in Part 1, is whether banking regulation should cover
compensation arrangements, either by mandating pay structures or by requiring their adjustment in
order to avoid excessive risk taking. | submit that regulators should not replace boards in setting pay
structures and that regulatory intervention concerning executive pay at banks should be limited in
scope, so as to maintain the flexibility of executive pay arrangements. In Part 2, | examine the
Principles for Sound Compensation Practices and their Implementation Standards issued in 2009 by
the Financial Stability Forum (which later became the Financial Stability Board), and critically
assess the same in light of the preceding discussion (FSF 2009; FSB 2009). The Chapter concludes

with some remarks on the case for regulating bankers’ pay.

1. Theories and policies
This Part explores possible grounds for the regulation of bankers’ pay by analyzing the
empirical and theoretical literature recently developed in this area.
1.1 Bank governance and the financial crisis

Banks are different from other firms for several reasons that matter from a corporate governance
perspective. First, they are more leveraged, with the consequence that the conflict between
shareholders and fixed claimants, present in all corporations, is more acute for banks (Macey and
O’Hara 2003). Second, their liabilities are largely issued as demand deposits, while their assets (e.g.
loans) often have longer maturities. The mismatch between liquid liabilities and illiquid assets may

become a problem in a crisis situation, as we vividly saw in the recent financial turmoil, when bank

“However, our study shows that, before the crisis, most banks declared that their remuneration policies
were fairly balanced between fixed and variable pay and included long-term incentives. This was true for
both ailing and non-ailing banks, making it unlikely that, before the crisis, bank managers followed a short-
term approach induced by the structure of their incentives (Ferrarini and Ungureanu 2010 (2)).



runs took place at large institutions, threatening the stability of the whole financial system. Third,
despite contributing to bank runs’ prevention, deposit insurance generates moral hazard by
incentivizing shareholders and managers of insured institutions to engage in excessive risk taking.
Fourth, asset substitution is relatively easier in banks than in non-financial firms (Levine 2004).
This allows for more flexible and rapid risk shifting, which further increases agency costs between
shareholders and stakeholders (in particular bondholders and depositors) and moral hazard of
managers. In addition, banks are more opaque, i.e. it is difficult to assess their risk profile and
stability. Information asymmetries, in particular for depositors, hamper market discipline and, in
turn, increase moral hazard of managers.

For all these reasons, “good” corporate governance (i.e. aligning the interests of managers and
shareholders) may lead bank managers to engage in more risky activities (Laeven and Levine
2009). This is due to the fact that a major part of the losses are externalized to stakeholders, while
gains are fully internalized by shareholders and managers (if properly aligned by the right
incentives). Prudential regulation and supervision aim to reduce the excessive risk propensity of
shareholders and managers in order to guarantee the “safety and soundness” of banks.

Some recent empirical studies confirm that good governance may not be enough for bank
soundness. An example is the paper by Andrea Beltratti and René Stulz which investigates possible
determinants of bank performance measured by stock returns, for a sample of ninety-eight large
banks across the world, during the crisis (Beltratti and Stulz 2009). The authors find no evidence
that failures and weaknesses in corporate governance arrangements were a primary cause of the
financial crisis. In particular, they find no evidence that banks with better governance performed
better during the crisis. On the contrary, banks with more pro-shareholder boards performed worse.
In their opinion, bank balance sheets and bank profitability in 2006 explain the performance of

banks in the following two years better than governance and regulation. Indeed, banks with the



highest returns in 2006 had the worst returns during the crisis. In addition, banks that had a higher
Tier 1 capital ratio in 2006 and more deposits generally performed better during the crisis.

The criteria for examining corporate governance employed by similar studies are debatable
(Adams 2009). For instance, independent directors are used as a proxy for good monitoring by the
board, but this monitoring depends on professional qualities and levels of engagement in board
activities that are not necessarily captured by current definitions of independence. Moreover,
international corporate governance indexes make reference to aspects such as internal controls,
which do not necessarily reflect the detailed requirements for proper monitoring of complex risk
management processes by a bank board (Bhagat et al. 2010). Thus, while establishing a prima facie
case for excluding corporate governance as a main determinant of the crisis, these studies cannot be
used for asserting that, what appeared to be good governance at banks that failed was satisfactory in

practice and in no need of reform.

1.2 Empirical studies and the regulation of bankers’ pay

Empirical research focusing on executive pay and its role in the banking crisis offers results that
are on the whole consistent with the Beltratti and Stulz study.

A paper by Rudiger Fahlenbrach and René Stulz analyzes a sample of ninety-eight large banks
across the world and finds “no evidence that banks with a better alignment of CEOs’ interests with
those of their shareholders had higher returns during the crisis (Fahlenbrach and Stulz, 2010).” The
authors rather identify “some evidence that banks led by CEOs whose interests were better aligned
with those of their shareholders had worse stock returns and a worse return on equity.” According
to their study, CEOs had substantial wealth invested in their banks, with the median CEO portfolio
including stocks and options in the relevant bank worth more than eight times the value of the

CEO’s total compensation in 2006. Similar equity holdings should have led CEOs to focus on the



long term, avoiding too much risk and excessive leverage for their banks. Instead, the study shows
that a bank’s stock return performance in 2007-2008 was negatively related to the dollar value of its
CEO’s holdings of shares in 2006, and that a bank’s return on equity in 2008 was negatively related
to its CEO’s holdings in shares in 2006.

A different view is offered by Lucian Bebchuk, Alma Cohen, and Holger Spamann in a paper
on executive compensation at Bear Stearns and Lehman Brothers, focusing on the link between
short-term incentives and risk taking (Bebchuk et al. 2010). The authors argue that the large losses
on shares that the top financiers suffered when their firms melted down do not offer a full picture of
their payoffs, which should include what the same executives cashed out in the 2000-2008 period
and what they owned initially. In the observed timeframe, the relevant executives received large
amounts of cash bonus compensation and “regularly took large amounts of money off the table by
unloading shares and options.” Indeed, performance-based compensation paid to top executives at
Bear Stearns and Lehman Brothers substantially exceeded the value of their holdings at the
beginning of the period. Bebchuk et al. argue that this provides a basis for concern about the
incentives of the two banks’ executives. Rather than producing a “tight alignment” of their interests
with long-term shareholder value, the design of performance-based compensation provided
executives of the relevant firms with substantial opportunities “to take large amounts of
compensation based on short-term gains off the table and retain it even after the drastic reversal of
the two companies’ fortunes.”

While the first study reviewed in this paragraph shows that the interests of executives of
troubled banks were substantially aligned with those of shareholders, the second highlights the
potential of short-term incentives in inducing executives to take excessive risks even in the presence
of large equity investments in their firms. It does not claim, however, that incentives in troubled

banks before the crisis were mainly short-term, or that short-term incentives led banks’ executives



to undertake excessive risks. Rather, the paper recommends looking at the issue of short-term
incentives and their impact on risk taking seriously from a reform perspective, in line with the

international trends that will be analyzed in Part 11.

1.3 Recent Proposals on the Optimal Structure of Bankers' Pay

Calls for regulating bankers’ pay have been advanced post-crisis by financial economists and
lawyers exploring, on theoretical grounds, the incentives to excessive risk taking created by
remuneration structures and possible remedies from a regulatory perspective. A paper by Patrick
Bolton, Hamid Mehran and Joel Shapiro models a similar claim for regulation, starting from the
proposition that the traditional theory of executive compensation does not directly apply to levered
firms (Bolton et al. 2010). In the presence of risky debt, shareholders have an incentive to shift risks
to creditors: “Not surprisingly, structuring CEO incentives to maximize shareholder value in a
levered firm tends to encourage excess risk taking.” Bolton et al. suggest, therefore, that the CEO’s
compensation at similar firms, including financial institutions, “ought to be structured to maximize
the whole value of the firm — equity and debt value — and not just the value of equity.” In particular,
they propose tying CEO compensation, at least in part, to a measure of default riskiness of the firm,
such as a bank’s credit default swap (“CDS”) spread over the performance evaluation period. An
increase in the CDS spread would result in lower compensation, thus limiting risk shifting by the
managers. Bolton et al. also recognize that it is not obvious that a bank’s shareholders will make use
of similar incentive contracts to reduce risk taking by executives. Indeed, the lower riskiness of the
bank should translate into a lower cost of debt and induce shareholders to tie compensation to CDS
spreads. However, deposit insurance and investors’ misperception of risk would work against a

similar compensation structure, by reducing shareholders’ incentives to limit risk taking by the



bank. In the authors’ opinion, therefore, regulation should mandate the suggested structure, at least
for large financial institutions.

Lucian Bebchuk and Holger Spamann recommend regulating executive pay at banks and
designing a pay structure intended to avoid excessive risk taking (Bebchuk and Spamann 2010). In
their opinion, “regulation of executive pay would be warranted even if banks had no governance
problems,” for the same reasons that traditionally underlie bank regulation, i.e. that shareholders do
not internalize losses that risk taking could impose on bondholders, depositors, and taxpayers.
Moreover, mandating pay structures could usefully supplement the traditional regulation of banking
activities: “Indeed, if pay arrangements are designed to discourage excessive risk taking, direct
regulation of activities could be less tight than it should otherwise be.” They argue that, at a
minimum, bank supervisors should closely monitor compensation structures and take the same into
account when assessing the risks posed by a bank and exercising their supervisory powers. Bebchuk
and Spamann propose, in particular, that executive pay should be tied to the aggregate value of a
basket of securities (including common shares, preferred shares and bonds) issued by either a bank
holding company or a bank, rather than to the value of common shares only.

Other scholars recommend a mandatory structure for executive pay at banks, similarly designed
to control risk taking, but making reference to instruments different from those considered so far.
Frederick Tung suggests that subordinated debt should be included as part of managers’ pay
arrangements, to align their interests more closely with those of risk-averse debt holders and
ultimately with those of regulators in assuring banks’ safety and soundness (Tung, 2010). Jeffrey
Gordon refers to subordinated debt from a different perspective, suggesting that senior executives
should receive a significant portion of stock-related compensation in the form of “convertible

equity-based pay,” i.e. “equity that will convert into subordinated debt upon certain external



triggering events, such as a downgrade by the regulators to a ‘high risk category’ or a stock price
drop of a specified percentage over a limited time period” (Gordon 2010).

Both Gordon and Tung criticize Bebchuk and Spamann’s proposal from various angles,
focusing on its technical details, however sharing the core idea that executives’ incentives at banks
should take into account the interests of creditors, so as to avoid excessive risk taking. All papers
considered in this paragraph also agree that adoption of similar pay structures would be fraught, in
practice, with serious collective action problems and suggest regulatory intervention. The nature of
this intervention is still unclear, with references being made either to regulators’ promoting or
mandating similar structures (Bolton et al. 2010; Bebchuk and Spamann 2010), or to regulators’
encouraging “appropriate amounts of subordinated debt in bankers’ pay arrangements, while at the

same time preserving the discretion of boards of directors to set pay” (Tung 2010).

1.4 Assessment

However, the case for regulating bankers’ pay appears to be rather weak, especially since it is
far from proven that pay structures generally contributed to excessive risk taking before the recent
crisis. According to some of the above studies, corporate governance and compensation structures
at banks that failed were not necessarily flawed. Even assuming that compensation structures were
flawed, the need for regulation would not be automatically established. On the contrary, mandating
pay structures would hamper the flexibility of compensation arrangements, which need tailoring to
individual firms — according to their circumstances — and managers — also in light of their personal
portfolios of their banks’ securities.

In theory, regulators could devise different pay structures for different firms and situations,
offering a menu of choices to supervised entities. However, this menu could hardly cover all

situations that may exist in practice, while a broad set of choices would practically dilute the impact



of regulation. In addition, regulators may not be professionally qualified for designing pay
structures and monitoring their implementation in practice. Moreover, banks’ boards would
partially lose setting executive pay as one of their key governance functions, finding it more
difficult to align executives’ incentives to corporate strategy and risk profile. This would also create
problems in keeping and attracting managerial talent, particularly from countries that adopt a more
liberal stance or from firms that are not subject to regulatory constraints (such as hedge funds or
private equities).

No doubt, regulators should take managerial incentives into account when setting the standards
for banking activities and organization, and supervise their implementation in practice from the
perspective of bank safety and soundness. Nonetheless, this should be done in ways that are
appropriate for prudential regulation, which typically establishes conditions and limits to risk
taking, rather than by fixing the incentive structures directly. Indeed, prudential regulation
establishes the conditions for the performance of banking activities, such as capital adequacy
requirements and limits to risk concentration, without mandating the structure and contents of the
individual transactions.® Bankers® remuneration should be treated no differently. Rather than
designing compensation structures, which is a matter for boards, regulators should analyze the
impact of existing structures on risk taking and conduct their supervisory action accordingly, for
instance by imposing higher capital requirements to institutions adopting “aggressive” remuneration
mechanisms.

In addition, regulators could establish requirements for the corporate governance of banks,
including compensation governance, and for the disclosure of remuneration policies to investors

and supervisors. Rather than interfering with pay structures, this type of regulation aims to ensure

® Regulation of structure and/or contents of transactions may be introduced for reasons other than
prudential concerns, such as consumer protection. See, on the concept and scope of prudential regulation, the
introductory chapter in Ferrarini (ed.), 1995.



10

that organizational structures and procedures are in place for the setting of pay in compliance with
safety and soundness requirements. More generally, regulators should acknowledge that even good
corporate governance may not be enough to avoid excessive risk taking and therefore strengthen the
traditional tools of prudential supervision, which have a direct impact on risk taking by banks (such
as capital requirements and risk measurement criteria). Some of these guidelines have already been
adopted by the Basel Committee on Banking Supervision (BCBS 2009, BCBS 2010).

Given the political pressure to regulate executive pay arrangements at banks, which is further
illustrated in Part 2, regulators — in addition to enforcing and strengthening the prudential regulation
requirements along the above lines — should follow a soft approach to compensation standards by
suggesting which structures, in their view, would hamper excessive risk taking by banks. From this
perspective, the studies analyzed above offer useful insights to bank boards and supervisors,
showing the pros and cons of different arrangements linking pay to the interests of depositors and
other stakeholders. It is also clear that similar recommendations from supervisors would help solve
the collective action problems relative to the adoption of pay mechanisms that are not directly tied
to wealth maximization purposes and actually could run against the short-term expectations of
shareholders. However, the ultimate choice of pay structures should be left to the boards, which
have better knowledge both of the business and the situation of the individual bank, and of their

managers’ portfolio of their respective bank securities.

2. Politics and Reforms
The emergence of the FSB Principles and Standards and their rise were influenced by the
national measures adopted during the crisis, when governments had to rescue banks and restructure
the same in order to assure the survival of the international financial system (Ferrarini and

Ungureanu 2010 (1)).
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2.1 The Rise of the FSB Principles

Indeed, the financial crisis has put the banking industry’s compensation policies and incentive
models under severe scrutiny from investors, regulators, politicians and the wider public, on both
sides of the Atlantic. Two main problems have been discussed in the political arena. One is the level
of remuneration at large banks, which appeared to be excessive in the United States, but also in
Europe. The other is the remuneration structure, which, according to widespread opinion, may
induce excessive risk taking and encourage short-termism. Social resentment focused on the former.
Lavish compensation packages paid by banks, which governments subsequently had to rescue,
amplified the social debate, often provoking a populist response by politicians. Regulatory concerns
concentrated on the latter, regarding remuneration design as main contributor to excessive risk
taking by rewarding bankers for superior performance, whilst not penalizing failure.

The FSB adopted the Principles following coordinated action by the G-20 governments, which
rapidly responded to heavy political pressure deriving, both domestically and internationally, from
the financial crisis and repeated bank failures. Through swift adoption of the Principles, authorities
intended to show that reforms of the international financial system were timely put in place with
respect to executive compensation. Moreover, international coordination was needed to solve
collective action problems amongst states, given that few governments would have been willing to
regulate executive pay in the absence of similar interventions by other jurisdictions, for fear of
competition from foreign financial institutions, both in the financial markets and in the market for
managers.

The Principles and Standards address the areas of governance, remuneration structure and
supervision and disclosure. Some principles are not new to the extent that they require a balanced

pay structure and long-term approach, alignment of pay with performance, independence of the
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pay-setting process and disclosure of remuneration policies. Relatively new is the emphasis on
effective alignment of compensation with prudent risk taking and compensation practices that

reduce employees’ incentives to take excessive risk.

2.2  Compensation Governance

The Principles call for the board of directors to actively oversee the compensation system’s
design and operation, requiring that relevant board members are independent and have expertise in
risk management and compensation. They also require the board of directors to monitor and review
the compensation system, so as to ensure that it operates as intended. The compensation system
should engage control functions (including human resources, finance and risk management) in its
decisions, while its practical operation should be reviewed regularly for compliance with design
policies and procedures by the compliance and internal audit functions (Principle 1, FSF).

The Standards specify that significant financial institutions should have a board
remuneration committee to oversee the compensation system’s design and operation on behalf of
the board of directors (Standard 1, FSB). The remuneration committee should be constituted in a
way that enables it to exercise competent and independent judgment on compensation policies and
practices and the incentives created for managing risk, capital, and liquidity. In addition, it should
carefully evaluate practices by which compensation is paid for potential future revenues whose
timing and likelihood remain uncertain. The remuneration committee should work closely with the
firm’s risk committee in the evaluation of the incentives created by the compensation system and
ensure that the firm’s compensation policy is in compliance with the relevant principles and

standards.

2.3  Compensation Structure
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As to the alignment with prudent risk taking, the Principles state that compensation must be
adjusted for all types of risks, including those difficult-to-measure, such as liquidity risk, reputation
risk, and capital cost (Principle 4, FSF; Standard 6, FSB). The Standards require “significant
financial institutions” to ensure that total variable compensation does not limit their ability to
strengthen their capital base. Compensation outcomes should be symmetric with risk outcomes. In
particular, compensation systems should link the size of the bonus pool to the overall performance
of the firm; employees’ incentive payments should be tied to the contribution of the individual and
business to such performance; and bonuses should diminish or disappear in the event of poor firm,
divisional or business unit performance (Principle 5, FSF). Furthermore subdued or negative
financial performance of the firm should generally lead to a considerable contraction of the firm’s
total variable compensation, taking into account both current compensation and reductions in
payouts of amounts previously earned, including through malus or clawback arrangements
(Standard 5, FSB).

Malus and clawback clauses are rather new in compensation contracts, although adjustments of
incentives according to performance criteria were also made pre-crisis. These clauses are applicable
to both cash incentives and share-based payments. They enable boards to reduce or reclaim bonuses
paid based on results that are unrepresentative of the company’s performance over the long-term or
later prove to have been misstated. Where cash incentives are deferred, unvested portions should be
clawed back in the event of negative business performance. However, not all regulations clearly
differentiate between ‘malus’ and ‘clawback’ clauses, which are still relatively rare in practice
(Ferrarini and Ungureanu 2010 (2)).

Deferment of compensation was traditionally used as a retention mechanism on the basis that a
“bad leaver” will generally lose unpaid deferrals. Post-crisis reforms give deferral a greater role,

providing that compensation payout schedules should be sensitive to the time horizon of risks.
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Therefore as profits and losses of different activities of a financial firm are realized over different
periods of time, variable compensation payments should be deferred accordingly (Principle 6, FSF).
Payments should not be finalized over short periods where risks are realized over long periods. As
specified by the relative standard, a substantial portion of variable compensation (i.e. forty to sixty
percent) should be payable under deferral arrangements over a period of years. These proportions
should increase significantly with the level of seniority and/or responsibility (for most senior
management staff and the highest paid employees, the percentage of deferred variable
compensation should be substantially higher, i.e. over sixty percent) (Standard 6, FSB). The deferral
period should not be less than three years, provided that this period is correctly aligned with the
nature of the business, its risks, and the activities of the employee in question (Standard 7, FSB).
Moreover, compensation payable under deferral arrangements should generally vest no faster than
on a pro rata basis (Standard 8, FSB).

“Guaranteed bonuses” caused much outrage following banks’ bailouts (Ferrarini and Ungureanu
2010 (1)). Short-term guarantees are common at banks and are regarded as relatively harmless and
often necessary when hiring staff mid-year. Contracts guaranteeing variable pay for several years
are, however, problematic, as they violate principles of pay-for-performance. The guarantee
insulates variable pay from poor performance, which may encourage more risk taking than would
otherwise be the case. Pre-crisis rules and standards did not touch upon this issue. Under the FSB
Standards guaranteed bonuses are not consistent with sound risk management or the pay-for-
performance principle and should not be a part of prospective compensation plans. Exceptional
minimum bonuses should only occur in the context of hiring new staff and be limited to the first
year (Standard 11, FSB).

Severance packages of senior executives fired as a result of their firms’ crisis also triggered

public outrage for the excessive costs they imposed on shareholders. Consequently, the future of
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severance pay is changed by the new standards. Existing contractual arrangements related to
employment termination should be re-examined and maintained only if there is a clear basis for
concluding that the relevant payments are aligned with long-term value creation and prudent risk
taking. In perspective, termination payments should be related to performance achieved over time
and designed in a way that does not reward failure (Standard 12, FSB).

The Principles further expand on remuneration structures by requiring the mix of cash, equity
and other forms of compensation to be consistent with risk alignment and adjusted according to the
employee’s position and role. Moreover, a substantial proportion (i.e. more than fifty percent) of
variable compensation should be awarded in shares or share-linked instruments, as long as the same
create incentives aligned with long-term value creation and the time horizons of risk. In any event,
awards in shares or share-linked instruments should be subject to an appropriate share retention
policy (Standard 8, FSB).

2.4 Disclosure and Supervision

Pre-crisis compensation regimes largely focused on disclosure; however, their enforcement did
not always meet the relevant standards (Ferrarini et al. 2010). Appropriate disclosure of
remuneration in the firm’s annual report should benefit not only shareholders, but also other
stakeholders (e.g. creditors and employees). Disclosure should identify the relevant risk
management and control systems and facilitate the work of supervisors in this area. The FSB
Principles recommend increased transparency by adding new items of disclosure. In line with the
detailed requirements on pay design, new disclosure requirements include deferral, share-based
incentives, and criteria for risk adjustment (Standard 5, FSB).

The Principles also require effective supervisory oversight (Principle 8, FSF). In the case of a
failure by a firm to implement “sound” compensation policies and practices, “prompt remedial

action” should be taken and “if necessary, appropriate corrective measures to offset any additional
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risk that may result from non-compliance or partial compliance [with the Standards]” (Standard 18,
FSB). The FSB’s Commentary on the Principles explains what these measures might be by stating:
“Particularly when the totality of a firm’s compensation practices are less than sound, supervisors
should first exercise suasion on the affected firm, and in the absence of necessary improvement
should consider escalation to firmer intervention, which may include increased capital
requirements.” This approach is consistent with this Chapter’s view on a softer role for regulating
bankers’ pay, in contrast to the approach implied by scholars who propose that regulators mandate a

given structure of compensation in order to reduce risk taking by the managers.

2.5 A critical appraisal

The Principles represent a political compromise between the various interests at stake and the
different views concerning executive compensation’s role in the crisis. Those claiming that
pre-crisis pay structures were too focused on short-term gains and led to excessive risk taking by
financial institutions should be satisfied with the Principles’ recognition of the need for long-term
orientation and alignment of incentives with prudent risk taking. Financial institutions should not be
disconcerted with the Principles’ ratifying what was known as sound compensation practice already
before the financial turmoil (Ferrarini and Ungureanu 2010 (2)). They should also approve of the
Principles’ rejecting a “one size fits all” approach to executive compensation issues, leaving room
for differences in compensation structures based on individual circumstances. Financial regulators
are no doubt amongst the winners in the political contest that led to the adoption of the Principles,
which require incentives to be aligned with prudent risk taking and extend the remit of prudential
supervision to compensation practices at financial institutions.

The FSB Principles incorporate some traditional corporate governance standards, like those

concerning the strategic and supervisory role of the board, which also apply to the setting and
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monitoring of executive pay arrangements. Additionally, the Principles reflect the post-crisis
emphasis on bank risk management and its monitoring by the board of directors, who should
determine the risk appetite of the firm. The Standards reiterate the role of the remuneration
committee in the setting and overseeing of executive pay, requiring it to liaise with the firm’s risk
committee to ensure compliance with the relevant requirements. On the whole, the focus placed by
the Principles and Standards on “effective governance of compensation” deserves approval and
reflects a consolidated trend in bank regulation in acknowledging the role of corporate governance
for financial stability purposes.

Compensation structures are considered by the Principles along lines that reflect, to a large
extent, best practices already adopted before the crisis. Indeed, the role and limits of equity-based
compensation, as well as the perverse effects of short-term incentives, have attracted increased
attention in the last twenty years, particularly after Enron and other accounting scandals occurred at
the beginning of this century (Bhagat and Romano 2010). However, the alignment of managers’
incentives with shareholder wealth maximization has constantly been the main focus of the
discussions. The FSB Principles break new grounds by emphasizing the alignment of compensation
with prudent risk taking, as a result of the recent crisis and the problems of ailing banks.

Aligning bank managers’ interests with stakeholders’ interests was also pursued to some extent
before the crisis, through compensation structures that included long-term incentives and stock-
based compensation. In particular, the requirement that compensation includes a mix of cash, equity
and other forms of compensation consistent with risk alignment, to some degree reflects pre-crisis
best practices, as shown by the remuneration policies for 2007 of the European large banks
(Ferrarini and Ungureanu 2010 (2)).

As clarified in their Introduction, the Principles should not be seen as too prescriptive (FSF

2009). They are flexible enough to accommodate differences between firms and amongst managers
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within the same firm. Even the requirement to treat differently “two employees who generate the
same short-run profit but take different amount of risk on behalf of their firm” (Principle 4, FSF)
should not be construed too literally. While compensation structures and amounts should reflect
differences in risk taking, other factors that justify similarities in pay, such as the need to promote
new businesses within the firm or to attract new talent, could be valued.

The FSB’s ultimate goal is to prevent excessive risk taking by reducing incentives to do so
created by remuneration arrangements. It is implicit in the Principles that a bank’s board should
pursue a similar objective when setting and monitoring executive pay. Directors should ascertain
that compensation arrangements do not lead the bank’s managers to take excessive risks. This could
become, under applicable law, a discrete duty of directors, who will be accountable to supervisors
for compliance with this duty. However, the difficulties in defining “excessive risk-taking
incentives” should not be underestimated (Core and Guay 2010). Moreover, one should consider
that “taking on the right amount of investment and operating risk is essential to successfully
compete within any industry, and that even creditors want firms to prudently take on some risk.”

As discussed above, the Standards attempt to provide some guidance with regard to the equity
portion of variable compensation. However, this can also be problematic. In fact, the incentives
deriving from equity-based compensation depend on the individual executives’ portfolio of
securities of their respective banks. In the case of executives holding substantial equity stakes in
their companies, as observed for US banks, stock-based compensation could “exacerbate” the
incentive alignment problems. As a result, the standard in question should be applied taking into
account the managers’ equity holdings in their firms (which are in any case lower for European
banks). Interestingly, neither the Principles nor the Standards attach detailed requirements to the

vesting conditions of stock options and stock grants. Moreover, banks are asked to establish a share
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retention policy, whilst they are free to set the terms of this policy which must be disclosed in the
annual report on compensation.

Deferment of variable compensation is key to controlling risk-taking incentives. Bolton et al.
conducted empirical research on the link between deferred compensation at banks and credit quality
and found that disclosure of deferred compensation is priced in credit markets through a reduction
in CDS spreads at proxy announcements (Bolton et al. 2010). They explain this reduction by
arguing that “banks are likely to be more conservative in terms of the riskiness of their investment
choices,” as a result of larger investments in CEO deferred compensation. Deferment is one of the
aspects of variable remuneration more frequently found in 2007 and on the rise after the crisis
(Ferrarini and Ungureanu 2010 (2)). However, the detailed requirements for deferment, such as the
percentage (forty to sixty) of variable remuneration that it should cover and the time of deferral
(minimum three years) may appear too rigid, as this is an area which should be left to bank boards
to decide upon.

However, the success or failure of the Principles in practice will largely depend on the ways
in which they are implemented and enforced at national level. Domestic regulation could either
enhance or limit their flexibility. Supervisors might exert more or less pressure on financial
institutions to achieve compliance. Banks could experiment with new structures, provided that
sufficient discretion is left to their boards. Also in light of the recent economic literature on the role
of executive pay in the financial turmoil (Roubini and Mihm 2010; Acharya and Richardson 2009),
regulation should be flexible and principle-based, allowing for innovation and diversity in executive
pay structures, while preventing excessive risk taking. At the same time, the role of boards and
disclosure of compensation practices through harmonization of remuneration reports should be

enhanced (Ferrarini et al. 2010).
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3. Conclusions

In this Chapter | argue that there is no strong support for regulating bankers’ compensation
design at banks. According to some recent empirical studies, corporate governance and
compensation structures at banks that failed in the recent crisis were not necessarily flawed. Other
studies analyzing the optimal remuneration structures for financial institutions suggest that
regulation should promote incentives enhancing enterprise value rather than shareholder value.
However, bank prudential regulation is undergoing reforms in areas like capital adequacy and
prompt corrective action, which tackle excessive risk taking by financial institutions directly.
Regulation of executives’ incentives, in contrast, would only have an indirect impact on these
institutions’ safety and soundness. Therefore, while the case for regulating bankers’ compensation
cannot be totally rejected, I suggest that any reform in this area should carefully consider the overall
regulatory framework and the different tools that can be deployed to control risk taking. In addition,
regulation of bankers’ pay should mainly be principle-based and flexible enough to allow for
experimentation and innovation in pay structures.

This Chapter also notes that political support for regulating bankers’ pay has been significant as
a result of the recent crisis and pressures to adopt reforms in this area are difficult to resist. Indeed,
public opinion and mass media regard flawed compensation structures and short-term incentives as
main determinants of the crisis, leading to claims for legal reforms, as well as for moderation in pay
measures. As a result, post-crisis reforms focus on requiring long-term incentives, albeit this was
already the practice for most financial institutions before the crisis, including those that later failed.
The FSB Principles follow a similar pattern without meeting much resistance from the main

financial circles, precisely because they reflect pre-crisis best practices. However, the Principles
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also widen the powers of supervisors by explicitly acknowledging that executive pay is an area for
prudential regulation.

The Principles represent a political compromise between the various interest groups,
incorporating traditional criteria and adapting the same to new circumstances. | suggest that a
similar degree of flexibility should be kept when implementing the Principles in national
jurisdictions. Domestic regulations of bankers’ pay should be general in character and delegate to
boards of directors and financial supervisors the respective tasks of defining the incentive structures

applicable to individual institutions and prudentially monitoring the same.
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