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Introduction 

This paper offers a critical appraisal of the European scheme that regulates executive remuneration 

in financial institutions. This scheme is an important part of the wider response to the financial crisis, 

and an essential complement to the ongoing reforms to the Basel system of banking regulation, 

because remuneration schemes provide the most important incentives for bank executives to 

けｷﾐﾐﾗ┗;デWげ ｷﾐ ┘;┞ゲ ┘ｴｷIｴ get around banking regulation. Before the crisis, innovations such as 

wholesale off-balance sheet financing of loans and the use of complex derivatives increased bank 

profitability by creating risks which were not visible to regulators or other actors, and undermined 

the financial stability goal of the Basel system. While the recent revisions of the Basel system 

specifically target some of these practices, regulation of remuneration is still required to prevent as-

yet unidentified practices leading to future financial sector instability. 

The main obstacle to the necessary far-reaching reforms is the ideology of shareholder value, which 

insists that increases in shareholder value within the law can be equated with the common good. 

This ideology continues to dominate policy debates about corporate governance, despite recent 

failures, such as Enron, which resulted in massive costs for both shareholders and employee 

stakeholders, or the various bank failures which led to the current financial crisis, which imposed 

huge losses on shareholders and taxpayer stakeholders. The driving force behind both of these 

economic disasters was the practice of paying executives for increasing the share price or return on 

equity, a practice justified by the ideology of shareholder value. Even though this practice has 

repeatedly led to enormous social costs, and has been widely identified as a central cause of the 

crisis, key policy-makers remain in thrall to shareholder value and are reluctant to introduce the 

regulation which appears necessary. As this article will show, they were happy to leave 

remuneration primarily to bank boards and shareholders, while the national regulators, who failed 

to even notice the massive expansion of credit and risk that preceded the crisis, were charged with 

the impossible task of identifying when remuneration schemes give executives incentives to take 

けexcessiveげ risks. Policy-makers even recognised that this regulatory scheme would be likely to fail. 

This was unacceptable to the European Parliament, which forced a more prescriptive regulatory 

scheme into the Capital Requirements Directive, maintaining the requirement that national 

regulators oversee remuneration schemes, but against the backdrop of a quantitative cap on 

variable remuneration.  

This article argues that the cap is a vital addition to the regulatory scheme. In a broader sense the 

cap demonstrates an important shift in the debate about whether markets or regulation should 

shape corporate governance. For the first time, policy makers have recognised that prescriptive 

regulation may be required to prevent companies setting pay in ways that produce unacceptable 

social costs. This is a significant intervention into an area which has, to date, been left to corporate 

boards (under the constraints of soft law alone), a policy justified by the assumptions of shareholder 

value ideology.  

The structure of the paper is as follows. The first part examines the contribution of executive pay to 

the crisis. The second part offers an overview of the original regulatory scheme. The third part 
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critiques the original scheme. The fourth part outlines and evaluates the cap. A brief conclusion 

follows. 

 

Executive remuneration and its contribution to the crisis 

It is widely recognised that the practices and structures of executive pay played a central role in the 

financial crisis, although there is less consensus on its exact contribution. The De Larosière report 

concluded that けRemuneration and incentive schemes within financial institutions contributed to 

excessive risk-taking by rewarding short-term expansion of the volume of (risky) trades rather than 

the long-term profitability of investments.げ1
 TｴW E┌ヴﾗヮW;ﾐ Cﾗﾏﾏｷゲゲｷﾗﾐ ﾐﾗデWS ; けHヴﾗ;S IﾗﾐゲWﾐゲ┌ゲ 

that compensation schemes based on short-term returns, without adequate consideration for the 

IﾗヴヴWゲヮﾗﾐSｷﾐｪ ヴｷゲﾆゲが IﾗﾐデヴｷH┌デWS デﾗ デｴW ｷﾐIWﾐデｷ┗Wゲ デｴ;デ ﾉWS デﾗ aｷﾐ;ﾐIｷ;ﾉ ｷﾐゲデｷデ┌デｷﾗﾐゲげ Wﾐｪ;ｪWﾏWﾐデ in 

ﾗ┗Wヴﾉ┞ ヴｷゲﾆ┞ H┌ゲｷﾐWゲゲ ヮヴ;IデｷIWゲげく2
 EﾉゲW┘ｴWヴWが ｷデ ﾐﾗデWS デｴ;デ W┝WI┌デｷ┗W ヮ;┞ ┘;ゲ けﾗﾐW ﾗa aｷ┗W Sヴｷ┗ｷﾐｪ 

aﾗヴIWゲ ﾗa デｴW aｷﾐ;ﾐIｷ;ﾉ Iヴｷゲｷゲげが ;ﾉﾗﾐｪ ┘ｷデｴ IヴWSｷデ ヴ;デｷﾐｪ ;ｪWﾐIｷWゲが ;ﾐS ヴWｪ┌ﾉ;デﾗヴ┞ ;ﾐS ゲ┌ヮWヴ┗ｷゲﾗヴ┞ 
failures.

3
 These views are echoed in numerous other reports.

4
 

What is lacking from these policy documents and reports is any explanation of why remuneration 

came to be a problem and how it contributed to the crisis. Remuneration practices were justified 

and driven by the ideology of shareholder value, which assumes that, in order to increase social 

wealth, W┝WI┌デｷ┗Wゲ ゲｴﾗ┌ﾉS HW ヮヴW┗WﾐデWS aヴﾗﾏ ｷﾏヮﾗゲｷﾐｪ け;ｪWﾐI┞ Iﾗゲデゲげ ﾗﾐ ゲｴ;ヴWｴﾗﾉSWヴゲく5
 The most 

important means of ensuring that executives will further the interests of shareholders is to pay them 

for doing so. Other interests are assumed to be fully protected by regulation, and it is assumed that 

regulation is not undermined by pay practices. These arguments were applied to banking without 

regard for the peculiarities of the sector. 

The core function of banks is to issue short term liabilities to pay against long term promises to pay 

from borrowers. Risk-taking is inherent in banking. Minsky ﾐﾗデWゲ デｴ;デ けIﾗﾏﾏWヴIｷ;ﾉ H;ﾐﾆゲ ;ヴW デｴW 
ヮヴﾗデﾗデ┞ヮｷI;ﾉ ゲヮWI┌ﾉ;デｷ┗W aｷﾐ;ﾐIｷ;ﾉ ﾗヴｪ;ﾐｷ┣;デｷﾗﾐげ HWI;┌ゲW デｴW┞ Wﾐｪ;ｪW ｷﾐ デｴW けゲｴﾗヴデ aｷﾐ;ﾐIｷﾐｪ ﾗa ﾉﾗﾐｪ 
ヮﾗゲｷデｷﾗﾐゲげく6

 Unlike normal industrial companies, banks are able to increase the riskiness of their 

balance sheets very quickly in ways which are not observable by outsiders, including regulators and 

shareholders. Increases in risk-taking make banks vulnerable to changes in the economy which affect 

Hﾗヴヴﾗ┘Wヴゲげ ;Hｷﾉｷデ┞ デﾗ ヮ;┞が ;ﾐS デﾗ Iｴ;ﾐｪWゲ ｷﾐ aｷﾐ;ﾐIｷ;ﾉ ﾏ;ヴﾆWデゲ ┘ｴｷIｴ ;aaWIt their ability to obtain 

short-term liquidity to discharge their liabilities. Assuming willing borrowers, there are two main 

limits on the otherwise virtually unlimited expansion of bank balance sheets.  

First, individuals and businesses must be willing to be creditors of banks (that is, hold H;ﾐﾆゲげ 
liabilities). The effectiveness of this first limit is significantly reduced because, in order to ensure the 

                                                           
1
 See Report of the High Level Group on Financial Supervision in the EU, Chaired by Jacques de Larosière, 25 

February 2009, Brussels, Para 24. 
2
 Commission Communication accompanying Recommendations on Executive Remuneration, COM(2009) 211 

final, Brussels, 30.4.2009 
3
 Impact Assessment, Commission Staff Working Document accompanying the Commission Recommendations 

on Remuneration Policies (SEC(2009) 580, 30.4.2009).  
4
 “WW aﾗヴ W┝;ﾏヮﾉWが デｴW Fｷﾐ;ﾐIｷ;ﾉ “デ;Hｷﾉｷデ┞ Fﾗヴ┌ﾏげゲ Principles for Sound Compensation Practices; the conclusions 

of デｴW OECDげゲ “デWWヴｷﾐｪ Gヴﾗ┌ヮ ふKｷヴﾆヮ;デヴｷIﾆが Gが けTｴW Cﾗヴヮﾗヴ;デW Gﾗ┗Wヴﾐ;ﾐIW LWゲゲﾗﾐゲ aヴﾗﾏ デｴW Fｷﾐ;ﾐIｷ;ﾉ Cヴｷゲｷゲげ ;デ 
12); and Changing Banking for Good, Report of the Parliamentary Commission on Banking Standards (London, 

House of Commons and House of Lords, 2013), ヮ;ヴデｷI┌ﾉ;ヴﾉ┞ ;デ Vﾗﾉ IIが ヮ;ヴ; Βンヶ ﾐﾗデｷﾐｪ デｴ;デ け‘Wﾏ┌ﾐWヴ;デｷﾗﾐ ﾉｷWゲ ;デ 
デｴW ｴW;ヴデ ﾗa ゲﾗﾏW ﾗa H;ﾐﾆゲげ HｷｪｪWゲデ ヮヴﾗHﾉWﾏゲげく 
5
 For critical overviews, see A. Johnston, EC Regulation of Corporate Governance (Cambridge, Cambridge 

University Press), Chapter Two; L. Stout, The Shareholder Value Myth (San Francisco, Berrett-Koehler, 2012). 
6
 H. Minsky, Stabilizing an Unstable Economy (McGraw-Hill Professional, 2008), 231. 
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stability of the financial system, the state guarantees bank liabilities through explicit and implicit 

deposit guarantee schemes, and acts as lender of last resort to banks. Unlike normal companies, 

banks cannot be allowed to become insolvent and default on their liabilities. Second, as guarantor of 

the banks, the state introduces banking regulation to limit balance sheet expansion and risk-taking, 

which is absolutely crucial to protecting the public interest because  guarantees remove the 

incentive of bank creditors to evaluate the riskiness of banks. 

Shareholder value ideology glosses over these matters of regulation and insists that bank executives 

should be incentivised to maximise returns to shareholders, just as they are in other types of 

company. Accordingly, senior executives in financial institutions were remunerated with stock 

options, which allowed them to purchase shares in the parent company,
7
 and bonuses linked to 

return on equity (RoE). When translated to the banking context, these forms of remuneration 

encouraged bankers デﾗ けゲWWﾆ HｷｪｪWヴ ;ﾐS ヴｷゲﾆｷWヴ HWデゲくげ8
 As Haldane shows, by increasing leverage, 

banks could increase RoE even while return on total assets remained the same. The other side of 

those returns was an increase in risk. Executives sought to increase leverage and risk in any way 

which was not explicitly prohibited by regulation, encouraging bank employees to make riskier loans 

to meet revenue targets, their conventional concern that borrowers will repay their loans 

ﾗ┗WヴヴｷSSWﾐ H┞ デｴWｷヴ けｴｷｪｴ-powered incentivesげく9
 The effect was to neutralise the best means of 

controlling risk: bankers are better placed than any other actor (including regulators) to ensure that 

lending practices are prudent.  

The existence of these powerful incentives to increase leverage and risk made banking regulation 

even more critical. The adequacy of bank capital is regulated internationally by the Basel Accords.
10

 

Their ゲデ;デWS ;ｷﾏ ｷゲ デﾗ けfurther strengthen the soundness and stability of the international banking 

systemげ11
 by controlling risk-taking by individual banks. Banks are required to hold a ratio of capital 

to risk-weighted assets of 8%.
12

 Different types of loans are accorded standardised risk-weightings. 

For example, under Basel II, loans secured against residential mortgages are risk-weighted at 35%,
13

 

so banks have to hold capital amounting to 8% of 35%, ie 2.8%, of the total loan. While this allows 

banks to make £100 worth of loans against £2.80 in capital, which is a leverage ratio of over 35, it 

does prevent unlimited expansion of balance sheets, and so places some limit on risk-taking.  

Yet even this was considered too prescriptive, and Basel II permitted national regulators to authorise 

larger banks to ┌ゲW デｴW けIﾐデWヴﾐ;ﾉ ‘;デｷﾐｪゲ-B;ゲWS Aヮヮヴﾗ;Iｴげ ふI‘Bぶ and determine risk-weightings for 

themselves using their own internal models. For example, if an IRB-authorised bank used a model 

which placed a lower risk-weighting on residential mortgages than the standardised 35%, then they 

would be able to back those loans with even less capital.
14

 Relatively little is known publicly about 

H;ﾐﾆゲげ ｷﾐデWヴﾐ;ﾉ ﾏﾗSWﾉゲ に and their risk-weightings in particular に because, despite their central role 

in this system of public interest regulation, they are considered proprietary. This is problematic 

because the IRB method creates a number of risks: first, that the credit risk assumptions made by 

                                                           
7
 L. BWHIｴ┌ﾆ ;ﾐS Hく “ヮ;ﾏ;ﾐﾐが け‘Wｪ┌ﾉ;デｷﾐｪ B;ﾐﾆWヴゲろ P;┞げ ΓΒ GWﾗヴｪWデﾗ┘ﾐ L;┘ Jﾗ┌ヴﾐ;ﾉ ヲヴΑ, 258 

8
 A. H;ﾉS;ﾐWが けCﾗﾐデヴﾗﾉ ‘ｷｪｴデゲ ふ;ﾐS Wヴﾗﾐｪゲぶげ (2012) 32 Economic Affairs 47, 50-1. 

9
 See for example, FSA, Final Notice to Peter Cummings (PJC 01301), 12 September 2012, concluding at 4.32 

that in HBO“ けゲデ;aa ┘WヴW ｷﾐIWﾐデｷ┗ｷゲWS デﾗ aﾗI┌ゲ ﾗﾐ ヴW┗Wﾐ┌W ヴ;デｴWヴ デｴ;ﾐ ヴｷゲﾆげ ;ﾐS ;デ ヴくヴΒ デｴ;デ けunder Mr 

C┌ﾏﾏｷﾐｪゲげ ぷW┝WI┌デｷ┗Wへ SｷヴWIデｷﾗﾐ ;ﾉﾉ ;ヴW;ゲ ﾗa デｴW H┌ゲｷﾐWゲゲ aﾗI┌ゲWS ﾗﾐ ヴW┗Wﾐ┌W ｪWﾐWヴ;デｷﾗﾐくげ 
10

 See Basel Committee on Banking Supervision, International Convergence of Capital Measurement and 

Capital Standards: A Revised Framework (Comprehensive Version), June 2006 (Basel II). 
11

 Basel II, para 4. 
12

 Id, para 40. 
13

 Id, para 72. In Basel I, residential mortgages were risk-weighted at 50%: see International Convergence of 

Capital Measurement and Capital Standards, July 1988 updated to April 1998, Annex 2, page 18. 
14

 TｴWヴW ┘WヴW SW ﾏｷﾐｷﾏｷゲ ヮヴﾗ┗ｷゲｷﾗﾐゲ ┘ｴｷIｴ ;ヮヮﾉｷWS デﾗ H;ﾐﾆゲげ ﾏﾗSWﾉゲ ;ﾐS ヮヴW┗WﾐデWS デｴWﾏ aヴﾗﾏ IﾗﾐIﾉ┌Sｷﾐｪ デｴ;デ 
their loans were risk-free. For example, banks were not permitted to assume a probability of default of below 

0.03% (Basel II, para 331). 
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デｴW H;ﾐﾆゲ ﾏｷｪｴデ デ┌ヴﾐ ﾗ┌デ デﾗ HW ｷﾐ;II┌ヴ;デWき ゲWIﾗﾐSが デｴWヴW ｷゲ けヮﾗデWﾐデｷ;ﾉ aﾗヴ ｷﾐデWﾐデｷﾗﾐ;ﾉ Sｷゲデﾗヴデｷﾗﾐ ﾗa 
ﾏﾗSWﾉ ｷﾐヮ┌デゲげき ;ﾐS デｴｷヴSが デｴWヴW ｷゲ ; けSW;ヴデｴ ﾗa ┌ゲWa┌ﾉ ｴｷゲデﾗヴｷI;ﾉ S;デ;げ ﾗﾐ ┘ｴｷIｴ デﾗ H;ゲW デｴW ヴｷゲﾆ ﾏﾗSWﾉゲが 
making it difficult to backtest the models.

15
 As Satiyajit Das presciently noted, the IRB approach 

created the けｷﾉﾉ┌ゲｷﾗﾐ ﾗa ヮヴWIｷゲｷﾗﾐげが ┘ｴｷﾉゲデ in reality けmost of the inputs were either unavailable or 

SｷaaｷI┌ﾉデ デﾗ ┗Wヴｷa┞くげ16
 

It is not known whether banks deliberately manipulated their models to allow them to take on more 

risk. What is clear is that executives had employment contracts which gave them powerful incentives 

to increase return on equity by taking on more risk, which would be easier if their H;ﾐﾆゲげ ｷﾐデWヴﾐ;ﾉ 
models indicated that their operations were less risky than the standardised approach. Northern 

‘ﾗIﾆげゲ ヴWゲヮﾗﾐゲW to the FSA authorising it to use the IRB Approach is an interesting example. The UK 

House of Commons Treasury Committee concluded:  

けNﾗヴデｴWヴﾐ ‘ﾗIﾆ ┘;ゲ デﾗﾉS H┞ デｴW F“A that its application for a Basel II waiver had been approved... 

Due to this approval, Northern Rock felt able to announce... an increase in its interim dividend of 

30.3%. This was because the waiver and other asset realisations meant that Northern Rock had 

an さanticipated regulatory capital surplus over the next 3 to 4 yearsざくげ17
 

In his evidence to the Select Committee, Chief ExWI┌デｷ┗W AヮヮﾉWｪ;ヴデｴ ゲ;ｷS デｴ;デ NﾗヴデｴWヴﾐ ‘ﾗIﾆげゲ I‘B 
;ヮヮヴﾗ┗;ﾉ けsaw our risk weighting for residential mortgages come down from 50% to 15%. That clearly 

ヴWケ┌ｷヴWS ﾉWゲゲ I;ヮｷデ;ﾉ HWｴｷﾐS ｷデが ゲﾗ デｴ;デ ﾉｷﾐﾆゲ デﾗ ┘ｴ┞ ┘W ┘WヴW ;HﾉW デﾗ ｷﾐIヴW;ゲW デｴW Sｷ┗ｷSWﾐSくげ18
 He 

confirmed デｴ;デ W┝WI┌デｷ┗Wゲげ けsalaries incentives were linked to profit growth and total shareholder 

returnsげく19
 As they were intended to do, these incentives encouraged executives to increase the 

dividend, and with it, their remuneration. 

More generally, remuneration schemes encouraged banks to take advantage of the inevitable 

lacunae and gaps in the Basel Accords. For example, Basel II did not prohibit banks from moving 

loans off their balance sheets into bankruptcy-remote entities such as conduits and structured 

investment vehicles. Tｴｷゲ けゲｴ;Sﾗ┘ H;ﾐﾆｷﾐｪ ゲ┞ゲデWﾏげ aヴWWS up regulatory capital to back fresh loans, 

thereby increasing return on equity. It doubled in size between 2002 and 2010,
20

 yet けヴWｪ┌ﾉ;デﾗヴゲ 
ゲWWﾏWS ﾗﾐﾉ┞ ┗;ｪ┌Wﾉ┞ ;┘;ヴW ﾗa ┘ｴ;デ デｴW H;ﾐﾆゲ ┘WヴW ヴW;ﾉﾉ┞ Sﾗｷﾐｪくげ21

 Crucially, however, banks still 

bore a に difficult to quantify に measure of residual responsibility for these formally separate entities 

through the provision of lines of credit, guarantees and けﾉｷケ┌ｷSｷデ┞ H;Iﾆゲデﾗヮゲげが ┘ｴｷIｴ IﾗﾏﾏｷデデWS デｴWﾏ 
to bring the assets back onto their books in the event of financial difficulties. These devices were 

binding either legally or for reputational reasons.
22

 Similarly, banks used credit default swaps 

(essentially insurance) to reduce or even eliminate the need to hold any capital against securitised 

loans.  

This shadow banking system was the locus of a massive build-up of risk outside the scope of the 

Basel Accords. The motivation to establish these complex structures was provided by executive 

remuneration schemes that rewarded increased return on equity. Whilst formally complying with 

                                                           
15

 D. Tarullo, Banking on Basel: The Future of International Financial Regulation (Peterson Institute 2008), 153. 
16

 S. Das, Traders, Guns & Money (Harlow, Pearson Education, 2006), 159-60. 
17

 “WW Hﾗ┌ゲW ﾗa Cﾗﾏﾏﾗﾐゲ TヴW;ゲ┌ヴ┞ CﾗﾏﾏｷデデWWが けTｴW ‘┌ﾐ ﾗﾐ デｴW ‘ﾗIﾆげが Fｷaデｴ ‘Wヮﾗヴデ ﾗa “Wゲゲｷﾗﾐ ヲヰヰΑ-08, HC 56に
I and II, 26 January 2008, paras 43-44. 

Available online at http://www.publications.parliament.uk/pa/cm200708/cmselect/cmtreasy/56/56i.pdf 
18

 Ibid, response to question 689 
19

 Ibid, response to question 540 
20

 European Commission, Green Paper on Shadow Banking (COM(2012) 102 final, 19.3.2012) at 4. 
21

 G. Tett, Fool's Gold (London, Abacus, 2010), 116. 
22

 R. Hetzel, The Great Recession: Market Failure or Policy Failure? (Cambridge, Cambridge University Press, 

2012), 181; G. Gorton and N. “ﾗ┌ﾉWﾉWゲが け“ヮWIｷ;ﾉ P┌ヴヮﾗゲW VWｴｷIﾉWゲ ;ﾐS “WI┌ヴｷデｷ┣;デｷﾗﾐげ ｷﾐ M C;ヴW┞ ;ﾐS ‘WﾐY Mく 
Stulz (eds), The Risks of Financial Institutions (Chicago, University of Chicago Press, 2007), 551. 

http://www.publications.parliament.uk/pa/cm200708/cmselect/cmtreasy/56/56i.pdf
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Basel II, banks could increase the riskiness of their operations, and with them, interdependence and 

systemic risk. The Basel Accords were not the only aspect of banking regulation that failed. As noted, 

national regulators failed too, doing nothing about the massive build-up of leverage and risk in the 

banking system, or the exponential growth of the shadow banking system. The FSA concedes that 

けﾏ;ﾐ┞ ;ゲヮWIデゲ ﾗa ぷｷデゲへ ;ヮヮヴﾗ;Iｴ デﾗ デｴW ゲ┌ヮWヴ┗ｷゲｷﾗﾐ ﾗa systemically important firms in the pre-crisis 

ヮWヴｷﾗS ┘WヴW ｷﾐ;SWケ┌;デWげ.23
  

The Basel Accords are undergoing revision to deal with some of the shortcomings revealed by the 

crisis,
24

 requiring banks to hold more capital against off balance sheet exposures, and more high 

quality liquid assets. In the UK, responsibility for prudential supervision has been reallocated to a 

newly constituted subsidiary of the Bank of England, the Prudential Regulatory Authority. However, 

these essential reforms must be complemented by regulation of remuneration because the new 

rules address the causes of the last crisis, and will inevitably contain gaps. Without regulation of 

remuneration, the same incentives will remain to exploit those gaps, increase complexity and take 

on more risk wherever this is not explicitly prohibited.  

The ideology of shareholder value, coupled with a belief that market-correcting regulation cannot be 

justified, creates powerful pressure on policy-makers not to intervene in pay, even though pay 

practices incentivised behaviour which created enormous social costs. Indeed, policy makers have 

not even attempted to quantify the costs to taxpayers of bank bailouts and compare it with the 

benefits to social wealth in the form of returns to shareholders. However, the IMF estimated in 2009 

デｴ;デ デｴW UKげゲ ｪﾗ┗WヴﾐﾏWﾐデげゲ ゲ┌ヮヮﾗヴデ デﾗ デｴW H;ﾐﾆｷﾐｪ ゲWIデﾗヴ ┘ﾗ┌ﾉS デﾗデ;ﾉ ゲﾗﾏW ΒヱくヶХ ﾗa ヲヰヰΒ GDP, with 

an upfront cost of 18.9%.
25

 Even excluding the wholesale destruction of shareholder value wrought 

by the financial crisis, these costs to the state are surely many times higher than total shareholder 

returns during the boom years.
26

 In any other area where the past social costs of a practice so far 

exceeded its benefits, there would be a prima facie case for prohibiting the practice entirely. 

However, policy-makers continued to resist this conclusion, framing the issue of pay in financial 

institutions as デｴW デWIｴﾐｷI;ﾉ ﾗﾐW ﾗa けﾗヮデｷﾏ;ﾉ Iﾗﾐデヴ;Iデｷﾐｪげが デｴ;デ ｷゲが ;ﾉｷｪﾐｷﾐｪ H;ﾐﾆWヴゲげ ｷﾐIWﾐデｷ┗Wゲ ┘ｷth the 

long term interests of shareholders,
27

 an interest which is never articulated in corporate governance 

processes, but the pursuit of which has repeatedly resulted in enormous social costs.   

                                                           
23

 Financial Services Authority, The Failure of the Royal Bank of Scotland at 29. 
24

 See Basel Committee on Banking Supervision, Basel III: A global regulatory framework for more resilient 

banks and banking systems, December 2010 (rev June 2011). A non-risk-weighted leverage ratio of 3% should 

come into force in 2018, restricting banks to maximum leverage of 33 times equity. Most banks had leverage 

below this level when the GFC began, with even Lehmann Bros only at 33.7 times equity. 
25

 See IMF Staff Position Note, けFｷゲI;ﾉ IﾏヮﾉｷI;デｷﾗﾐ ﾗa デｴW GﾉﾗH;ﾉ EIﾗﾐﾗﾏｷI ;ﾐS Fｷﾐ;ﾐIｷ;ﾉ Cヴｷゲｷゲげが Γ J┌ﾐW ヲヰヰΓ ;デ Αく 
TheヴW ;ヴW けゲｷｪﾐｷaｷI;ﾐデ ┌ﾐIWヴデ;ｷﾐデｷWゲげ ;Hﾗ┌デ デｴW medium term net costs of the support for the banking sector, 

which will depend on whether assets recover their pre-crisis values; the IMF estimated that, for the advanced 

economies of the G20 which on average spent 5.8% of GDP on supporting financial institutions, the average 

medium term cost of the crisis was likely to be some ヲくヵХ ﾗa GDPく Hﾗ┘W┗Wヴが デｴW UKげゲ Iﾗゲデゲ ┘ﾗ┌ﾉS HW ﾉｷﾆWﾉ┞ デﾗ 
be considerably higher than this, given that its upfront spending was much higher.  
26

 Discussing the 1982 banking crisis, which was dwarfed by the current crisis, Taleb ﾐﾗデWゲ デｴ;デ けlarge American 

banks lost close to all their past earnings (cumulatively), about everything they ever made in the history of 

American bankingねW┗Wヴ┞デｴｷﾐｪくげ See N. Taleb, The Black Swan (London, Penguin, 2007), 43-4. Similarly, it has 

been estimated that the pay of the top bankers in Iceland amounted to around ISK6bn, some 0.1% of the total 

losses to Iceland (five times GDP, or ISK 7trn). 
27

 See similarly Changing Banking for Good, op cit, n4が ┘ｴｷIｴ ヴWIﾗｪﾐｷゲWゲ デｴ;デ け┌ﾐH;ﾉ;ﾐIWS ｷﾐIWﾐデｷ┗Wゲくくく ヮWヴ┗;SW 
H;ﾐﾆｷﾐｪげ H┌デ ゲWWﾆゲ デﾗ IﾗヴヴWIデ デｴWﾏ ┘ｷデｴ W┝ ヮﾗゲデ ヴWﾏWSｷWゲ ゲ┌Iｴ ;ゲ WﾐaﾗヴIWﾏWﾐデ ゲIｴWﾏWゲ ;ﾐS SWaWヴヴ;ﾉ ﾗa 
bonuses (Vol I, paras 167 and 234), even whilsデ ;Sﾏｷデデｷﾐｪ デｴ;デ けヴｷゲﾆ ;ﾐS ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ;ヴW ゲ┌HﾃWIデｷ┗Wげく Iデ ｷﾐゲｷゲデゲ 
デｴ;デ けｷﾐSｷ┗ｷS┌;ﾉ ヴW┘;ヴSゲ ゲｴﾗ┌ﾉS HW ヮヴｷﾏ;ヴｷﾉ┞ ; ﾏ;デデWヴ aﾗヴ H;ﾐﾆゲ ;ﾐS デｴWｷヴ ﾗ┘ﾐWヴゲげが ;ﾐS けWﾐIﾗ┌ヴ;ｪWゲ 
ゲｴ;ヴWｴﾗﾉSWヴゲ デﾗ デ;ﾆW ; ﾏﾗヴW ;Iデｷ┗W ｷﾐデWヴWゲデ ｷﾐ ﾉW┗Wﾉゲ ﾗa ゲWﾐｷﾗヴ ヴWﾏ┌ﾐWヴ;デｷﾗﾐげ ふVﾗﾉ Iが ヮ;ヴas 208 and 180), yet 
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Overview of the original regulatory scheme 

Background to the EU initiatives 

The most important policy documents display a marked reluctance to consider prescriptive 

regulation, and an astonishing willingness to contemplate the failure of their weak regulatory 

proposals, despite the enormous social costs this would entail. The De Larosière Report
28

 reflects the 

dominant aversion to regulatory intervention, emphasising デｴW ﾐWWS けデﾗ ヴW-align compensation 

incentives with shareholder interests and long-term, firm-┘ｷSW ヮヴﾗaｷデ;Hｷﾉｷデ┞げが but stressing the 

importance of not けｷﾏヮｷﾐｪｷﾐｪ ﾗﾐ デｴW ヴWゲヮﾗﾐゲｷHｷﾉｷデ┞ ﾗa aｷﾐ;ﾐIｷ;ﾉ ｷﾐゲデｷデ┌デｷﾗﾐゲ ｷﾐ デｴｷゲ aｷWﾉSげく Iデ concluded 

that けゲ┌ヮWヴ┗ｷゲﾗヴゲ ゲｴﾗ┌ﾉS ﾗ┗WヴゲWW デｴW ;SWケ┌;I┞ ﾗa aｷﾐ;ﾐIｷ;ﾉ ｷﾐゲデｷデ┌デｷﾗﾐゲげ IﾗﾏヮWﾐゲ;デｷﾗﾐ ヮﾗﾉｷIｷWゲげ, and 

should require boards to reassess them where they IﾗﾐaﾉｷIデ ┘ｷデｴ け;dequate risk management or are 

systematically encouraging short-term risk-デ;ﾆｷﾐｪげく29
 Similarly, the Financial Stability Forum (FSF) 

HWｪ;ﾐ H┞ Wﾏヮｴ;ゲｷゲｷﾐｪ デｴW けデｴWﾗヴWデｷI;ﾉげ ヴﾗﾉW ﾗa けゲデﾗIﾆ-H;ゲWS IﾗﾏヮWﾐゲ;デｷﾗﾐげ ｷﾐ ﾏﾗデｷ┗;デｷﾐｪ Wﾏヮﾉﾗ┞WWゲ 
けデﾗ ;Iデ ｷﾐ デｴW ｷﾐデWヴWゲデゲ ﾗa デｴW aｷヴﾏげゲ ゲｴ;ヴWｴﾗﾉSWヴゲげく30

 Despite the clear failure of both boards and 

shareholders to control risk-taking in the build-up to the crisis, the FSF insisted that remuneration 

schemes should remain primarily the responsibility of the board, whilst shareholders should also 

contribute to effective governance. In their view, the perennial corporate governance problem of 

shareholder passivity can be overcome merely by disclosure of the けｪWﾐWヴ;ﾉ SWゲｷｪﾐ ヮｴｷﾉﾗゲﾗヮｴ┞ ﾗa デｴW 
ゲ┞ゲデWﾏげき デｴW ゲIｴWﾏWげゲ risk adjustment provisions; and the way the scheme links compensation to 

performance over time.
31

 While けヴｷｪﾗヴﾗ┌ゲ ;ﾐS ゲ┌ゲデ;ｷﾐWSげ ゲ┌ヮWヴ┗ｷゲﾗヴ┞ ヴW┗ｷW┘ ﾗa IﾗﾏヮWﾐゲ;デｷﾗﾐ 
practices is essential, けデｴW ｷﾐS┌ゲデヴ┞ ﾏ┌ゲデ W┝ヮWヴｷﾏWﾐデげ with risk adjustment.

32
 The FSF openly 

acknowledges that risk-takers will still HW ;HﾉW けデﾗ Hﾗﾗゲデ ゲｴﾗヴデ-デWヴﾏ ヮWヴaﾗヴﾏ;ﾐIWげ H┞ IﾗﾐIW;ﾉｷﾐｪ デ;ｷﾉ 
risks, and accepts デｴ;デ ヴｷゲﾆ ;Sﾃ┌ゲデﾏWﾐデ ┘ｷﾉﾉ ﾗﾐﾉ┞ ┘ﾗヴﾆ けｷa デｴW デ;ｷﾉ ヴｷゲﾆゲ デｴW Wﾏヮﾉﾗ┞WW H┌ゲｷﾐWゲゲ ┌ﾐｷデ 
デ;ﾆWゲ ;ヴW ﾏW;ゲ┌ヴWS ┘Wﾉﾉげく33

 The challenges that tail risks, and uncertainty more generally, pose for 

prudential oversight of remuneration are discussed below.  

 

TｴW Cﾗﾏﾏｷゲゲｷﾗﾐげゲ RWIﾗﾏﾏWﾐS;デｷﾗﾐゲ 

Iﾐ ｷデゲ M;ヴIｴ ヲヰヰΓ Cﾗﾏﾏ┌ﾐｷI;デｷﾗﾐが けDヴｷ┗ｷﾐｪ E┌ヴﾗヮW;ﾐ ‘WIﾗ┗Wヴ┞げが34
 the Commission responded by 

announcing that it would issue two recommendations and propose legislation to include 

けヴWﾏ┌ﾐWヴ;デｷﾗﾐ ゲIｴWﾏWゲ ┘ｷデｴｷﾐ デｴW ゲIﾗヮW ﾗa ヮヴ┌SWﾐデｷ;ﾉ ﾗ┗Wヴゲｷｪｴデくげ35
 Those Recommendations 

ヮヴﾗ┗ｷSW けヮヴｷﾐIｷヮﾉWゲ ;ﾐS HWゲデ ヮヴ;IデｷIWゲげ ;SSヴWゲゲWS デﾗ MWﾏHWヴ “デ;デWゲ デﾗ Wﾐゲ┌ヴW デｴ;デ Iﾗﾏヮ;ﾐｷWゲ 
ｷﾏヮﾉWﾏWﾐデ けヮ;┞ ヮﾗﾉｷIｷWゲ ┘ｴｷIｴ reward long-デWヴﾏ ゲ┌ゲデ;ｷﾐ;HﾉW ヮWヴaﾗヴﾏ;ﾐIWげが ;ﾐS Wﾏヮｴ;ゲｷゲW デｴW ﾐWWS 
aﾗヴ けI┌ﾉデ┌ヴW Iｴ;ﾐｪW ｷﾐ デｴW H┌ゲｷﾐWゲゲWゲ IﾗﾐIWヴﾐWSげく36

 The accompanying Impact Assessment 

                                                                                                                                                                                     

ﾉ;デWヴ ;Sﾏｷデゲ デｴ;デ けｷデ ┘ﾗ┌ﾉS HW ; ﾏｷゲデ;ﾆW デﾗ W┝ヮWIデ ｪヴW;デWヴ Wﾏヮﾗ┘WヴﾏWﾐデ ;ﾐS Wﾐｪ;ｪWﾏWﾐデ ﾗa ゲｴ;ヴWｴﾗﾉSWヴゲ デﾗ 
ﾉW;S デﾗ デｴW W┝WヴIｷゲW ﾗa ヮヴﾗaﾗ┌ﾐS ;ﾐS ヮﾗゲｷデｷ┗W ｷﾐaﾉ┌WﾐIW ﾗﾐ デｴW ｪﾗ┗Wヴﾐ;ﾐIW ﾗa H;ﾐﾆゲくげ ふVﾗﾉ IIが P;ヴ; ヶヶヶぶく 
28

 op cit, n1. 
29

 Id, paras 118-120. 
30

 FSF, Principles for Sound Compensation Practices (April 2009), 10. This body is now known as the Financial 

Stability Board. 
31

 Id, 14. 
32

 Id, 9. 
33

 Implementation Standards (April and September 2009), 12 and fn10. 
34

 COM(2009) 114 final, 4 March 2009. 
35

 Id, 7-8. 
36

 Id, 2. 
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SWﾏﾗﾐゲデヴ;デWゲ デｴ;デ デｴW Iヴｷゲｷゲ ｴ;ゲ ﾐﾗデ Iｴ;ﾐｪWS デｴW Cﾗﾏﾏｷゲゲｷﾗﾐげゲ ﾗヮWヴ;デｷﾐｪ ;ゲゲ┌ﾏヮデｷﾗﾐ デｴ;デ 
remuneration should be understood in shareholder value terms.

37
 

The Recommendation on Remuneration Policies in the Financial Sector
38

 claims that it ┘ｷﾉﾉ けｷﾐIヴW;ゲW 
デｴW ﾉｷﾆWﾉｷｴﾗﾗSげ デｴ;デ ヴｷゲﾆ ﾏ;ﾐ;ｪWﾏWﾐデ and control systems will become effective.

39
 Member States 

should ensure that financial institutions have remuneration policies which ヮヴﾗﾏﾗデW けゲﾗ┌ﾐS ;ﾐS 
WaaWIデｷ┗W ヴｷゲﾆ ﾏ;ﾐ;ｪWﾏWﾐデげ ;ﾐS Sﾗ ﾐﾗデ けｷﾐS┌IW W┝IWゲゲｷ┗W ヴｷゲﾆ-デ;ﾆｷﾐｪげく40

 Bonuses should be deferred, 

┘ｷデｴ デｴW SWaWヴヴWS WﾉWﾏWﾐデ けデ;ﾆｷﾐｪ ｷﾐデﾗ ;IIﾗ┌ﾐデ デｴW ﾗ┌デゲデ;ﾐSｷﾐｪ ヴｷゲﾆゲ associated with the 

ヮWヴaﾗヴﾏ;ﾐIWげき Hﾗ;ヴSs should determine remuneration ヴWﾉ┞ｷﾐｪ ﾗﾐ ﾏWﾏHWヴゲ ┘ｷデｴ けrelevant expertise 

;ﾐS a┌ﾐIデｷﾗﾐ;ﾉ ｷﾐSWヮWﾐSWﾐIW aヴﾗﾏ デｴW H┌ゲｷﾐWゲゲ ┌ﾐｷデゲ デｴW┞ Iﾗﾐデヴﾗﾉげき ;ﾐS ﾐ;デｷﾗﾐ;ﾉ IﾗﾏヮWデWﾐデ 
authorities should monitor whether these principles are followed.

41
 

Like the FSF Principles, which it implements, this Recommendation offers no meaningful guidance on 

ｴﾗ┘ ヴWｪ┌ﾉ;デﾗヴゲ ;ヴW ゲ┌ヮヮﾗゲWS デﾗ Wﾐゲ┌ヴW デｴ;デ ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ゲIｴWﾏWゲ ｷSWﾐデｷa┞ ;ﾐS けデ;ﾆW ｷﾐデﾗ ;IIﾗ┌ﾐデ 
the outstanding risks associated with the peraﾗヴﾏ;ﾐIWげく42

 We will see below that a good deal of 

guidance has been published since the Recommendation, but it too fails to address this question.  

 

Reform of the Capital Requirements Directive 

The most important aspect the original regulatory scheme is the amendment of the Capital 

Requirements Directive (CRD III),
43

 to implement the De Larosière and FSF recommendations.
44

 

Information Disclosure 

CRD III requires financial institutions to disclose certain information about remuneration to the 

national regulator, which is then to transmit that information to the Committee of European Banking 

Supervisors (CEBS),
45

 which is to use it to benchmark remuneration practices at EU level.
46

 

Institutions are also required to make public disclosure of information on an annual basis about 

ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ヮﾗﾉｷIｷWゲ ;ﾐS ヮヴ;IデｷIWゲ aﾗヴ ゲデ;aa け┘ｴﾗゲW ヮヴﾗaWゲゲｷﾗﾐ;ﾉ ;Iデｷ┗ｷデｷWゲ ｴ;┗W ; ﾏ;デWヴｷ;ﾉ ｷﾏヮ;Iデ ﾗﾐ 
ｷデゲ ヴｷゲﾆ ヮヴﾗaｷﾉWげく47

 The hope is that shareholders will take a more activist approach in relation to 

matters of remuneration than they have in the past.
48

 

                                                           
37

 けWｴWデｴWヴが ;ﾐS デｴW W┝デWﾐデ デﾗ ┘ｴｷIｴが ;ﾐ W┝WI┌デｷ┗W SｷヴWIデﾗヴが ┘ｷﾉﾉ a┌ﾉﾉ┞ ヮ┌ヴゲ┌W ゲｴ;ヴWｴﾗﾉSWヴゲげ ｷﾐデWヴWゲデゲ SWヮWﾐSゲ 
ﾗﾐ aｷﾐSｷﾐｪ ;ﾐ ;ヮヮヴﾗヮヴｷ;デW ┘;┞ デﾗ ﾏﾗデｷ┗;デW デｴW W┝WI┌デｷ┗W SｷヴWIデﾗヴげが ┘ｷデｴ ;ｪWﾐI┞ デｴWﾗヴ┞ ゲ┌ｪｪWゲデｷﾐｪ デｴ;デ けデｴW 
performance-b;ゲWS ヮ;┞ Iﾗﾐデヴ;Iデが ┘ｴｷIｴ ﾉｷﾐﾆゲ ヮ;┞ デﾗ デｴW Iﾗﾏヮ;ﾐ┞げゲ ┘W;ﾉデｴ ┗ｷ; ヮWヴaﾗヴﾏ;ﾐIW ｷﾐSｷI;デﾗヴゲが ｷゲ デｴW 
most appropriate way.げ (op cit, n3, 7). 
38

 Commission Recommendation on remuneration policies in the financial services sector, C(2009) 3159, 

30.4.2009. The second Recommendation (C(2009) 3177, 30.4.2009) deals with remuneration in listed 

companies generally and is not considered further here.  
39

 Id, Para 5. 
40

 Id, Para 3.1. 
41

 Id, Paras 4, 6 and 10. 
42

 Id, preamble, para 14 
43

See Directive 2010/76/EU amending Directives 2006/48/EC and 2006/49/EC as regards capital requirements 

for the trading book and for re-securitisations, and the supervisory review of remuneration policies (OJ L 329, 

14.12.2010). The CRD implements the Basel Accords in the EU. 
44

 Iﾐ デ┌ヴﾐが ｷﾐ デｴW UKが デｴW FCAげゲ ‘Wﾏ┌ﾐWヴ;デｷﾗﾐ CﾗSW ｷﾏヮﾉWﾏWﾐデゲ the prudential oversight requirements of CRD 

III. 
45

 Such is the pace of change that the CEBS has been superseded by the European Banking Authority. 
46

 Art 1(3)(b) of Directive 2010/76/EU inserting Arts 22(3)-(5) into Directive 2006/48/EC 
47

 Article 15 is added to Annex XII of Directive 2006/48/EC. 
48

 Directive 2010/76/EU, preamble paras 17-18. 
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Prudential oversight of remuneration schemes 

CRD III requires ﾐ;デｷﾗﾐ;ﾉ IﾗﾏヮWデWﾐデ ;┌デｴﾗヴｷデｷWゲ デﾗ Wﾐゲ┌ヴW デｴ;デ aｷﾐ;ﾐIｷ;ﾉ ｷﾐゲデｷデ┌デｷﾗﾐゲ ｴ;┗W けヴﾗH┌ゲデ 
ｪﾗ┗Wヴﾐ;ﾐIW ;ヴヴ;ﾐｪWﾏWﾐデゲげが ｷﾐIﾉ┌Sｷﾐｪ けヴWﾏ┌ﾐWヴ;デｷﾗﾐ ヮﾗﾉｷIｷWゲ ;ﾐS ヮヴ;IデｷIWゲ デｴ;デ ;ヴW IﾗﾐゲｷゲデWﾐデ ┘ｷデｴ 
;ﾐS ヮヴﾗﾏﾗデW ゲﾗ┌ﾐS ;ﾐS WaaWIデｷ┗W ヴｷゲﾆ ﾏ;ﾐ;ｪWﾏWﾐデげく49

 “┌ヮWヴ┗ｷゲﾗヴゲ ;ヴW デﾗ けassess whether those 

policies and practices are likely to encourage excessive-risk-takingげ,50
 with Member States giving 

them けヮﾗ┘Wヴ デﾗ ｷﾏヮﾗゲW aｷﾐ;ﾐIｷ;ﾉ ;ﾐS ﾐﾗﾐ-financial penalties or ﾗデｴWヴ ﾏW;ゲ┌ヴWゲげく51
 Annex V sets out a 

ﾐ┌ﾏHWヴ ﾗa ヮヴｷﾐIｷヮﾉWゲが ヴWケ┌ｷヴｷﾐｪが ｷﾐデWヴ ;ﾉｷ;が デｴ;デ ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ヮﾗﾉｷIｷWゲ Sﾗ ﾐﾗデ けWﾐIﾗ┌ヴ;ｪW ヴｷゲﾆ デ;ﾆｷﾐｪ 
デｴ;デ W┝IWWSゲ デｴW ﾉW┗Wﾉ ﾗa デﾗﾉWヴ;デWS ヴｷゲﾆ ﾗa デｴW IヴWSｷデ ｷﾐゲデｷデ┌デｷﾗﾐげき デｴ;デ ;デ ﾉW;ゲデ ヴヰХ ﾗa ┗;ヴｷ;HﾉW 
remuneration shoulS HW けSWaWヴヴWS ﾗ┗Wヴ ; ヮWヴｷﾗS ┘ｴｷIｴ ｷゲ ﾐﾗデ ﾉWゲゲ デｴ;ﾐ デｴヴWW デﾗ ヵ ┞W;ヴゲげ ;ﾐS 
けcorrectly aligned with the nature of the business, its risks and the activities of the member of staff in 

questionげき ;ﾐS デｴ;デ ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ゲｴﾗ┌ﾉS ﾗﾐﾉ┞ HW ヮ;ｷS ﾗヴ ┗Wゲデ けｷa ｷデ ｷゲ ゲ┌ゲデainable according to the 

financial situation of the credit institution as a whole, and justified according to the performance of 

デｴW IヴWSｷデ ｷﾐゲデｷデ┌デｷﾗﾐが デｴW H┌ゲｷﾐWゲゲ ┌ﾐｷデ ;ﾐS デｴW ｷﾐSｷ┗ｷS┌;ﾉ IﾗﾐIWヴﾐWSくげ TｴWゲW ヮヴｷﾐIｷヮﾉWゲ ヴWaﾉWIデ Hﾗデｴ 
the FSF Guidelines and tｴW Cﾗﾏﾏｷゲゲｷﾗﾐげゲ ‘WIﾗﾏﾏWﾐS;デｷﾗﾐが ┘ｴｷﾉW デｴW ﾏﾗヴW SWデ;ｷﾉWS IﾗﾏヮﾗﾐWﾐデゲが 
ゲ┌Iｴ ;ゲ デｴW SWaWヴヴ;ﾉ ヴWケ┌ｷヴWﾏWﾐデゲ ;ヴW デ;ﾆWﾐ ゲデヴ;ｷｪｴデ aヴﾗﾏ デｴW B;ゲWﾉ CﾗﾏﾏｷデデWWげゲ Compensation 

Principles and Standards Assessment Methodology. 

The CEBS was charged with drawing up guidelines to assist national supervisors, and delivered its 

Guidelines on Remuneration Policies and Practices in December 2010. The most important section of 

the Guidelinesが ｴW;SWS け“ヮWIｷaｷI ‘Wケ┌ｷヴWﾏWﾐデゲ ﾗﾐ ‘ｷゲﾆ AﾉｷｪﾐﾏWﾐデげが52
 advises national regulators to 

ensure tｴ;デ ｷﾐゲデｷデ┌デｷﾗﾐゲ けデ;ﾆW ｷﾐデﾗ ;IIﾗ┌ﾐデ Hﾗデｴ I┌ヴヴWﾐデ ;ﾐS a┌デ┌ヴW ヴｷゲﾆゲ デｴ;デ ;ヴW デ;ﾆWﾐ H┞ デｴW ゲデ;aa 
ﾏWﾏHWヴげが け┘ｴWデｴWヴ ﾗﾐ ﾗヴ ﾗaa H;ﾉ;ﾐIW ゲｴWWデげが53

 and that their risk adjustment measures include 

けSｷaaｷI┌ﾉデ-to-ﾏW;ゲ┌ヴWげ ヴｷゲﾆゲく54
 Regulators should ensure that institutｷﾗﾐゲ けIﾗﾐゲｷSWヴ デｴW a┌ﾉﾉ ヴ;ﾐｪW ﾗa 

I┌ヴヴWﾐデ ;ﾐS ヮﾗデWﾐデｷ;ﾉ ふ┌ﾐW┝ヮWIデWSぶ ヴｷゲﾆゲ ;ゲゲﾗIｷ;デWS ┘ｷデｴ デｴW ;Iデｷ┗ｷデｷWゲ ┌ﾐSWヴデ;ﾆWﾐげが ｷﾐIﾉ┌Sｷﾐｪ けゲW┗WヴW 
ヴｷゲﾆゲ ﾗヴ ゲデヴWゲゲWS IﾗﾐSｷデｷﾗﾐゲげ ;ﾐS ﾏ;ﾆW W┝ ;ﾐデW ヴｷゲﾆ ;Sﾃ┌ゲデﾏWﾐデゲ ┘ｴｷIｴ デ;ﾆW ;IIﾗ┌ﾐデ ﾗa デｴWﾏく55

 The 

Guidelines recognise that ex ante risk adjustments may fail けS┌W デﾗ ┌ﾐIWヴデ;ｷﾐデ┞げが56
 making ex post 

adjustments of remuneration, such as malus or clawback,
57

 け;Hゲﾗﾉ┌デWﾉ┞ ﾐWIWゲゲ;ヴ┞げ to allow financial 

ｷﾐゲデｷデ┌デｷﾗﾐゲ けデﾗ ;Sﾃ┌ゲデ... variable remuneration as time goes by and the outcomes ﾗa デｴW ゲデ;aaげゲ 
;Iデｷﾗﾐゲ ﾏ;デWヴｷ;ﾉｷ┣Wくげ58

 AIIﾗヴSｷﾐｪﾉ┞が ヴWｪ┌ﾉ;デﾗヴゲ ;ヴW WﾐIﾗ┌ヴ;ｪWS IｴWIﾆ デｴ;デ けW┝ ヮﾗゲデ ヴｷゲﾆ ;Sﾃ┌ゲデﾏWﾐデゲ 
;ヴW SWaｷﾐWS ;ﾐS SWデ;ｷﾉWSくげ59

 

The difficulty with reliance on ex post adjustments is that, if institutions and regulators fail to 

identify risks ex ante, and those risks materialise causing banks to fail, various stakeholders, 

including states, and ultimately taxpayers, will be exposed to losses. While ex post adjustments are a 

useful means of aligning executive incentives with the shareholder interest, they do nothing to 

                                                           
49

 Id, Art 1(3)  
50

 Id, preamble, para 16 
51

 Id, Art 1(4) 
52

 CEBS Guidelines at 37-69 
53

 Id, 49 and 51 
54

 Id, 51. The Guidelines strongly echo the BCBS Compensation Principles and Standards Assessment 

Methodology: see for example paras 40-1. 
55

 For example, at 52, the Guidelines discourage the use of profits, volume, share price, total shareholder 

ヴWデ┌ヴﾐ ;ﾐS ﾗデｴWヴ ﾏW;ゲ┌ヴWゲ ┘ｴｷIｴ けSﾗ ﾐﾗデ ｷﾐIﾗヴヮﾗヴ;デW W┝ヮﾉｷIｷデ ヴｷゲﾆ ;Sﾃ┌ゲデﾏWﾐデ ;ﾐS ;ヴW ┗Wヴ┞ ゲｴﾗヴデ-デWヴﾏげが ;ﾐS ゲﾗ 
け;ヴW ﾐﾗデ ゲ┌aaｷIｷWﾐデ デﾗ I;ヮデ┌ヴW ;ﾉﾉ デｴW ヴｷゲﾆゲ ﾗa デｴW ゲデ;aa ﾏWﾏHWヴげゲ ;Iデｷ┗ｷデｷWゲげく  
56

 Id, 59 
57

 Malus けﾗヮWヴ;デWぷゲへ H┞ ;aaWIデｷﾐｪ デｴW ┗Wゲデｷﾐｪ ヮヴﾗIWゲゲ ;ﾐS I;ﾐﾐﾗデ ﾗヮWヴ;デW ;aデWヴ デｴW WﾐS ﾗa デｴW SWaWヴヴ;ﾉ ヮWヴｷﾗSげが 
┘ｴｷﾉW Iﾉ;┘H;Iﾆ けデ┞ヮｷI;ﾉﾉ┞ ﾗヮWヴ;デWゲ ｷﾐ デｴW I;ゲW ﾗa Wゲデ;HﾉｷゲｴWS aヴ;┌S ﾗヴ ﾏｷゲﾉW;Sｷﾐｪ ｷﾐaﾗヴﾏ;デｷﾗﾐげく TｴWゲW ﾏW;ゲ┌ヴWゲ 
ゲｴﾗ┌ﾉS HW けH;ゲWS ﾗﾐ Hﾗデｴ ケ┌;ﾐデｷデ;デｷ┗W ﾏW;ゲ┌ヴWゲ ;ﾐS ｷﾐaﾗヴﾏWS ﾃ┌SｪﾏWﾐデげ ふId, 67-8). 
58

 Id, 66 
59

 Id, 69.  
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protect stakeholder interests if excessive risk-taking results in bank failure. This point is discussed in 

more detail in the next section, which assesses the CRD III regulatory scheme.  

The CEBS was also required デﾗ ﾉ;┞ Sﾗ┘ﾐ けゲヮWIｷaｷI IヴｷデWヴｷ;げ aﾗヴ SWデWヴﾏｷﾐｷﾐｪ デｴW ヴ;デｷﾗ HWデ┘WWﾐ aｷ┝WS 
and variable pay. The Guidelines ﾐﾗデW デｴ;デ けデｴW ｴｷｪｴWヴ デｴW ヮﾗゲゲｷHﾉW ┗;ヴｷ;HﾉW ヴWﾏ┌ﾐWヴ;デｷﾗﾐが デｴW 
stronger the incentive will be to deliver the needed performance, and the bigger the associated risks 

┘ｷﾉﾉ HWIﾗﾏWくげ60
 The CEBS recommended that policies ゲWデ ﾗ┌デ けW┝ヮﾉｷIｷデ ﾏ;┝ｷﾏ┌ﾏ ヴ;デｷﾗふゲぶ ﾗﾐ デｴW 

variable component in relation to the fixed componentげ61
 H┌デ SWIﾉｷﾐWS デﾗ けdecree one optimal 

ヴWﾉ;デｷﾗﾐゲｴｷヮ HWデ┘WWﾐ デｴW aｷ┝WS ;ﾐS ┗;ヴｷ;HﾉW IﾗﾏヮﾗﾐWﾐデゲげく62
 In so doing, the CEBS left identification 

of an appropriate ratio almost entirely to the discretion of individual financial institutions.
63

 This put 

the onus back on national regulators to determine the appropriateness of those ratios from a 

prudential perspective. 

The Impact Assessment which accompanied the original proposal justifies this approach, blaming the 

けﾉ;Iﾆ ﾗa W┝ヮヴWゲゲ ヴWケ┌ｷヴWﾏWﾐデゲ デﾗ ゲ┌ヮWヴ┗ｷゲW ヴｷゲﾆゲ ;ヴｷゲｷﾐｪ ｷﾐ IﾗﾐﾐWIデｷﾗﾐ ┘ｷデｴ ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ヮﾗﾉｷIｷWゲげ aﾗヴ 
the けｷﾐゲ┌aaｷIｷWﾐデ ゲ┌ヮWヴ┗ｷゲﾗヴ┞ ﾗ┗Wヴゲｷｪｴデげ ﾗa ヴWﾏ┌ﾐWヴ;デｷﾗﾐ before the crisis.

64
 In other words, it 

assumes that, if prudential regulators had been explicitly instructed to ensure that remuneration did 

not create incentives for excessive risk-taking, they would have been able to achieve this and 

demand appropriate changes. A perfunctory cost-benefit analysis simply assumes the scheme will be 

effective and head off the けヴｷゲﾆ デｴ;デ ゲ┞ゲデWﾏｷI ゲｴﾗIﾆゲ ﾗa ; ゲｷﾏｷﾉ;ヴ ゲI;ﾉW ぷﾗII┌ヴへ ｷﾐ デｴW a┌デ┌ヴWげが 
けゲ┌HﾃWIデｷﾐｪ ; ┘ｷSW ヴ;ﾐｪW ﾗa ゲデ;ﾆWｴﾗﾉSWヴゲが ｷﾐIﾉ┌Sｷﾐｪ H;ﾐﾆ IヴWSｷデﾗヴゲ ふWくｪく SWヮﾗゲｷデﾗヴゲぶが ゲｴ;ヴWｴﾗﾉSWヴゲが 
Wﾏヮﾉﾗ┞WWゲが Hﾗヴヴﾗ┘Wヴゲ ;ﾐS デ;┝ヮ;┞Wヴゲが デﾗ ┌ﾐヮヴWIWSWﾐデWS WIﾗﾐﾗﾏｷI Iﾗゲデゲげく65

 The けﾏﾗゲデ ﾏ;デWヴｷ;ﾉ 
W┝ヮWIデWS HWﾐWaｷデげ ﾗa デｴW ゲIｴWﾏW ｷゲ デｴW けIﾗﾐデ;ｷﾐﾏWﾐデげ ﾗa H;ﾐﾆｷﾐｪ ﾉﾗゲゲWゲ ｷﾐ デｴW a┌デ┌ヴW, and this けH┞ a;ヴ 
outweighs the costsげ ﾗa デｴW ゲIｴWﾏWく Cﾗﾏaﾗヴデｷﾐｪﾉ┞が デｴW ゲIｴWﾏW ┘ｷﾉﾉ ﾐﾗデ IヴW;デW ; S;ﾐｪWヴ ﾗa ; けSヴ;ｷﾐ ﾗa 
デ;ﾉWﾐデ ;Hヴﾗ;Sげ ┘ｴｷIｴ ﾏ;┞ けｷﾏヮ;Iデ ﾗﾐ デｴW ゲ┌ヮヮﾉ┞ ﾗa デ;ﾉWﾐデ デﾗ デｴW ｷﾐS┌ゲデヴ┞げく66

 The crucial assumption 

here に which is questioned in detail in the next section に is that regulators will be able to identify 

incentives for excessive risk-taking. For now, it is worth noting that, without that assumption, the 

same cost-benefit analysis could be used to justify an absolute ban on bonuses in financial 

institutions.  

In summary then, CRD III assumes that preventing remuneration from contributing to the next 

financial crisis requires only that prudential regulators be given a clear instruction to ensure that 

financial institutions do not incentivise excessive risk-taking. This neat and unintrusive solution will 

allow banks to attract talent and continue to generate shareholder value with the least possible 

interference. As we will see in the next section of this paper, there are considerable doubts about 

whether this regulatory scheme would be likely to prevent enormous social costs in the future.  

 

Assessment of the CRD III Regulatory Scheme 

                                                           
60

 Id, 45. 
61

 Id, 46. 
62

 Id, 46. 
63

 Para 23(l) of Annex V of Directive 2010/76/EU ゲデ;デWゲ デｴ;デ けCヴWSｷデ ｷﾐゲデｷデ┌デｷﾗﾐゲ ゲｴ;ﾉﾉ ゲWデ デｴW ;ヮヮヴﾗヮヴｷ;デW ヴ;デｷﾗゲ 
between the fixed and variable component of the totaﾉ ヴWﾏ┌ﾐWヴ;デｷﾗﾐげく 
64

 Commission Staff Working Document, Impact Assessment (SEC(2009) 974 final, 13.7.2009), 18. It notes that 

investment firms were arguably ;ﾉヴW;S┞ ﾗHﾉｷｪWS けデﾗ Wﾐゲ┌ヴW デｴ;デ ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ヮﾗﾉｷIｷWゲ ;ﾐS ヮヴ;IデｷIWゲ Sﾗ ﾐﾗデ 
expose the firm to unmanagW;HﾉW ヴｷゲﾆゲ デｴ;デ W┝IWWS デｴW ﾉW┗Wﾉ デﾗﾉWヴ;デWS H┞ デｴW aｷヴﾏげが H┌デ that these obligations 

┘WヴW けｷﾐゲ┌aaｷIｷWﾐデﾉ┞ W┝ヮﾉｷIｷデげく 
65

 Id, 20. 
66

 Id, 32. 
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This regulatory scheme is wholly inadequate. It depends on national supervisors identifying 

ｷﾐIWﾐデｷ┗Wゲ aﾗヴ けW┝IWゲゲｷ┗W ヴｷゲﾆ-デ;ﾆｷﾐｪげ, and then making appropriate adjustments to remuneration 

policies to correct those incentives. This section will argue that policy-makers gave national 

supervisors an impossible task.  

Its first main weakness is that it depends on regulators being less deferential to the practices of 

banks than they were before the crisis. For example, the House of Lords Economic Affairs Committee 

ﾐﾗデWS デｴ;デ けゲ┌ヮWヴ┗ｷゲﾗヴゲ ;ﾐS ヴWｪ┌ﾉ;デﾗヴゲ ┘WヴW ┗Wヴ┞ ヴWﾉｷ;ﾐデ ┌ヮﾗﾐ ヴｷゲﾆ ;ゲゲWゲゲﾏWﾐデゲ ヮヴﾗ┗ｷSWS H┞ IヴWSｷデ 
ヴ;デｷﾐｪゲ ;ｪWﾐIｷWゲが ﾗヴ IヴW;デWS H┞ H;ﾐﾆゲ ┌ゲｷﾐｪ デｴWｷヴ ﾗ┘ﾐ ﾏ;デｴWﾏ;デｷI;ﾉ ヴｷゲﾆ ﾏﾗSWﾉゲくげ67

 For its part, the 

F“A ;IIWヮデゲ デｴ;デ ｷデ ﾗaaWヴWS けｷﾐゲ┌aaｷIｷWﾐデ Iｴ;ﾉﾉWﾐｪW デﾗ ﾏ;ﾐ;ｪWﾏWﾐデ ;ゲゲ┌ﾏヮデｷﾗﾐゲ ;ﾐS ﾃ┌SｪWﾏWﾐデゲげが ;s 

well as failing to address ﾗH┗ｷﾗ┌ゲ ヴｷゲﾆゲ ;ヴｷゲｷﾐｪ aヴﾗﾏ ‘B“げゲ SWヮWﾐSWﾐIW ﾗﾐ けﾐﾗﾐ-sterling short-term 

┘ｴﾗﾉWゲ;ﾉW a┌ﾐSｷﾐｪげく 68
 

A number of explanations have been advanced for the various pre-crisis regulatory failures. The first 

is (cognitive) regulatory capture.
69

 Regulators internalised the models put forward by banks and 

believed the story that financial markets were allocating risk away from the banking sector towards 

those who were willing to hold it.
70

 The second focuses on information asymmetry and cognitive 

limitations. The b;ﾐﾆゲげ ﾗヮWヴ;デｷﾗﾐゲ ┘WヴW ゲｷﾏヮﾉ┞ デﾗﾗ IﾗﾏヮﾉW┝ aﾗヴ ヴWｪ┌ﾉ;デﾗヴゲ デﾗ ｪヴ;ゲヮ and control 

effectively.
71

 The third emphasises implicit and explicit political considerations. Implicitly, there are 

powerful political pressures not to intervene in a banking boom, because credit growth drives asset 

prices and GDP upwards, creating wealth effects that benefit incumbents. Explicitly, at least in the 

UK, the regulator was instructed to have one eye on the competitiveness of the financial sector in 

discharging its regulatory function.
72

 The dynamics of the integrated European market probably 

increased the political pressure on national regulators not to intervene because banks respond to 

even a hint of unilateral regulatory intervention with threats to relocate. 

A more fundamental weakness of the CRD III scheme is that, even if they are willing, it is very 

unlikely that regulators will be able to distinguish between remuneration which encourages けﾐﾗヴﾏ;ﾉげ 
risk-taking, which is the core business of banks that fund long-term assets with short-term liabilities, 

and remuneration which encourages けW┝IWゲゲｷ┗Wげ ヴｷゲﾆ-taking. First, regulators must obtain sufficient 

current information about the activities and exposures of banks. Gathering this information will be 

                                                           
67

 House of Lords Select Committee on Economic Affairs, Banking Regulation and Supervision (HL Paper 101-I), 

para 18. 
68

 Op cit, n23, 27 and 23. 
69

 This expression appears to have originated with Willem Buiter in けLWゲゲﾗﾐゲ aヴﾗﾏ デｴW ｪﾉﾗH;ﾉ aｷﾐ;ﾐIｷ;ﾉ Iヴｷゲｷゲ aﾗヴ 
ヴWｪ┌ﾉ;デﾗヴゲ ;ﾐS ゲ┌ヮWヴ┗ｷゲﾗヴゲげが P;ヮWヴ ヮヴWゲWﾐデWS ;デ ヲヵth

 Anniversary Workshop of the Advanced Studies Program 

of the IFW, KｷWﾉ ﾗﾐ さTｴW GﾉﾗH;ﾉ Fｷﾐ;ﾐIｷ;ﾉ Cヴｷゲｷゲぎ LWゲゲﾗﾐゲ ;ﾐS O┌デﾉﾗﾗﾆざく See also J. K┘;ﾆが けC┌ﾉデ┌ヴ;ﾉ C;ヮデ┌ヴW ;ﾐS 
デｴW Fｷﾐ;ﾐIｷ;ﾉ Cヴｷゲｷゲげ ｷﾐ D. Carpenter and D. Moss (eds), Preventing Capture: Special Influence in Regulation, and 

How to Limit it (Cambridge, Cambridge University Press, forthcoming 2013). 
70

 See E Engelen et al, After the Great Complacence: Financial Crisis and the Politics of Reform (Oxford, OUP, 

2011), Chapter Two, and 178-9, ;ヴｪ┌ｷﾐｪ デｴ;デ けヴWｪ┌ﾉ;デｷﾗﾐ SW┗Wﾉﾗヮゲ ┘ｷデｴｷﾐ Hヴﾗ;SWヴ aヴ;ﾏW┘ﾗヴﾆゲ ﾗa 
┌ﾐSWヴゲデ;ﾐSｷﾐｪが ┘ｴWヴW ﾐ;ヴヴ;デｷ┗Wゲ aヴ;ﾏW ┘ｴ;デ ｷゲ ヮﾗゲゲｷHﾉW ﾗヴ ﾐWIWゲゲ;ヴ┞げく Even by 1986, Minsky was remarking on 

the influence of neoclassical economics, noting デｴ;デ けa;ゲｴｷﾗﾐ;HﾉW WIﾗﾐﾗﾏｷI デｴWﾗヴ┞ ;ヴｪ┌Wゲ デｴ;デ ﾏ;ヴﾆWデゲ ;ヴW 
ゲデ;HﾉW ;ﾐS WaaｷIｷWﾐデげが ┘ｴｷIｴ ヮ┌デゲ デｴW ヴWｪ┌ﾉ;デﾗヴゲ け┌ﾐSWヴ ヮヴWゲゲ┌ヴW デﾗ ;ﾉﾉﾗ┘ aｷﾐ;ﾐIｷ;ﾉ ヮヴ;IデｷIWゲ デﾗ W┗ﾗﾉ┗W ｷﾐ 
ヴWゲヮﾗﾐゲW デﾗ さﾏ;ヴﾆWデ aﾗヴIWゲざげが ﾐﾗデ┘ｷデｴゲデ;ﾐSｷﾐｪ デｴWｷヴ けヴｷｪｴデ ;ﾐS ヴWゲヮﾗﾐゲｷHｷﾉｷデ┞げ ;ゲ ﾉWﾐSWヴ ﾗa ﾉ;ゲデ ヴWゲﾗヴデ ;ﾐS 
ｷﾐゲ┌ヴWヴ ﾗa デｴW aｷﾐ;ﾐIｷ;ﾉ ゲ┞ゲデWﾏ デﾗ けIﾗﾐデヴﾗﾉ ;ﾐS ヮヴW┗Wﾐデ H┌ゲｷﾐWゲゲ ヮヴ;IデｷIWゲ デｴ;デ デWﾐS WｷデｴWヴ デﾗ IヴW;デW or to 

┘ﾗヴゲWﾐ aｷﾐ;ﾐIｷ;ﾉ IヴｷゲWゲげ ふop cit, n6, 51-2). 
71

 Op cit, n67, 18. 
72

 Op cit, n23, 29, noting that the F“A ﾗヮWヴ;デWS ｷﾐ ; IﾗﾐデW┝デ け┘ｴｷIｴ Wﾐデ;ｷﾉWSくくく ; ゲデヴﾗﾐｪ aﾗI┌ゲ ﾗﾐ デｴW ｷﾏヮﾗヴデ;ﾐIW 
ﾗa デｴW さIﾗﾏヮWデｷデｷ┗WﾐWゲゲざ ﾗa デｴW UK aｷﾐ;ﾐIｷ;ﾉ ゲWヴ┗ｷIWゲ ゲWIデﾗヴ ;ﾐS ゲﾗ ﾗa ;┗ﾗｷSｷﾐｪ さ┌ﾐﾐWIWゲゲ;ヴ┞ざ ヴWｪ┌ﾉ;デｷﾗﾐげ ; 
aﾗI┌ゲ ┘ｴｷIｴ けヴWaﾉWIデWS ｷﾐ ヮ;ヴデげ ゲection 2(3) of the Financial Services and Markets Act 2000, which instructed the 

F“A デﾗ けｴ;┗W ヴWｪ;ヴS デﾗげ the proportionality of benefits and burdens, and the possible adverse effects on 

competition of its activities. 
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expensive: the complexity and interdependence of the existing financial system, with special 

purpose vehicles, securitisation, tranching of cash flows and widespread use of derivatives will make 

tracing the various cash flows and the ultimate allocation of risk very time-consuming. Willem Buiter 

doubts that this is even possible, but adds that, even if it were, the regulator in this scheme would 

face an almost impossible task: 

けUﾐSWヴゲデ;ﾐSｷﾐｪ デｴW WaaWIデ ﾗa ; ｴWデWヴﾗｪWﾐWﾗ┌s collection of individual employment contracts on the 

risk-return performance of the whole bank is a complex task that may well be beyond the ability of 

デｴW ヴWｪ┌ﾉ;デﾗヴくげ73
 

However, the problems run deeper than this: the scheme glosses over the fairly well-known 

economic distinction between risk and uncertainty. Under uncertainty, the parties can foresee the 

different possible ﾗ┌デIﾗﾏWゲ H┌デ Sﾗ ﾐﾗデ ﾆﾐﾗ┘ デｴW SｷゲデヴｷH┌デｷﾗﾐ ﾗa ヮヴﾗH;HｷﾉｷデｷWゲが HWI;┌ゲW けデｴWヴW ｷゲ ﾐﾗ 
┗;ﾉｷS H;ゲｷゲ ﾗa ;ﾐ┞ ﾆｷﾐS aﾗヴ Iﾉ;ゲゲｷa┞ｷﾐｪ ｷﾐゲデ;ﾐIWゲげ. Under risk, they know the distribution of 

probabilities either a priori or statistically.
74

 The regulatory scheme emphasises the importance of 

ｷﾐIﾉ┌Sｷﾐｪ けSｷaaｷI┌ﾉデ デﾗ ﾏW;ゲ┌ヴWげ ヴｷゲﾆゲ ┘ｷデｴｷﾐ デｴW ゲIﾗヮW ﾗa ﾗ┗Wヴゲｷｪｴデが forcing the issue into a 

conventional risk management framework, in which regulators use information about past 

distributions of outcomes in order to quantify the future risks facing banks. This is entirely 

unconvincing as regards tail risks, which are ultra-rare but very costly events. Taleb, for example, 

argues that the rareness of tail risk events makes it impossible to assess the likelihood of their future 

occurrence.
75

 Is it really plausible that regulators will be able to evaluate the probability of tail risk 

events such as closure of securitisation markets or the failure of systemically important 

counterparties to derivative transactions? If it is not, regulatory risk assessments are almost certain 

to be incorrect.  

Going further, Keynes reserved デｴW デWヴﾏ け┌ﾐIWヴデ;ｷﾐげ aﾗヴ ﾏ;デデWヴゲ aﾗヴ ┘ｴｷIｴ there is けno scientific basis 

on which to form any calculable probability whateverげく76
 The complexity and opacity of financial 

ﾏ;ヴﾆWデゲが デｴW Iﾗﾐゲデ;ﾐデ ケ┌Wゲデ aﾗヴ けｷﾐﾐﾗ┗;デｷﾗﾐげ in response to incentives, and the interdependence of 

financial actors make it impossible even to identify how the system might fail, let alone calculate the 

probability of this. Past data is not merely insufficient to identify the likelihood of tail risks; it is 

irrelevant in light of the constant changes in the institutional structure of markets. Before the last 

crisis, the massive increase in securitisation, the rise of the credit default swap and changes in the 

risk-weightings of various assets under the Basel Accords created unidentifiable dangers for the 

stability of the financial system.
77

 As we saw above, these developments were driven by 

remuneration practices, which incentivised executives to evade regulation and increase return on 

equity.  

If financial markets are characterised by uncertainty, regulators cannot Sｷゲデｷﾐｪ┌ｷゲｴ HWデ┘WWﾐ けﾐﾗヴﾏ;ﾉげ 
;ﾐS けW┝IWゲゲｷ┗Wげ ヴｷゲﾆ-taking. Minsky Sｷ┗ｷSWS ﾉﾗ;ﾐゲ ｷﾐデﾗ けｴWSｪW aｷﾐ;ﾐIWげが ┘ｴWヴW デｴW ヮ;ヴデｷWゲ W┝ヮWIデ デｴW 
I;ゲｴ aﾉﾗ┘ aヴﾗﾏ デｴW ;ゲゲWデゲ デﾗ ゲWヴ┗ｷIW ｷﾐデWヴWゲデ ;ﾐS ヴWヮ;┞ﾏWﾐデ ﾗHﾉｷｪ;デｷﾗﾐゲが ;ﾐS けゲヮWI┌ﾉ;デｷ┗W ;ﾐS Pﾗﾐ┣ｷ 
aｷﾐ;ﾐIWげが ┘ｴWヴW デｴW ヮ;ヴデｷWゲ Sﾗ ﾐﾗデ W┝ヮWIデ ;SWケ┌;デW I;ゲｴ aﾉﾗ┘ ;ﾐS ┘ｷﾉﾉ HW SWヮWﾐSWﾐデ ┌ヮﾗﾐ ;Icess to 

financial markets to fund principal and interest payments respectively. While this scheme is 

                                                           
73

 Op cit, n70, 23 and 38. Buiterげゲ ヮヴWaWヴヴWS ゲﾗﾉ┌デｷﾗﾐ ｷゲ ; HｷﾐSｷﾐｪ shareholder vote on remuneration. 
74

 F. Knight, Risk, Uncertainty, and Profit (New York, Cosimo, 2006, originally published 1921), 225. 
75

 See for example, N.N. Talebが けBﾉ;Iﾆ “┘;ﾐゲ ;ﾐS デｴW Dﾗﾏ;ｷﾐゲ ﾗa “デ;デｷゲデｷIゲげ ふヲヰヰΑぶ ヶヱふンぶ TｴW AﾏWヴｷI;ﾐ 
Statistician 1. 
76

 J.M. KW┞ﾐWゲが けTｴW GWﾐWヴ;ﾉ TｴWﾗヴ┞ ﾗa Eﾏヮﾉﾗ┞ﾏWﾐデげ ふヱΓンΑぶ ヵヱ Quarterly Journal of Economics 209. In a similar 

vein, see G. Shackle, けEconomic Theory and the Formal Imaginationげ in Epistemics and Economics: A Critique of 

Economic Doctrines (New Jersey, Transaction Publishers, 2009), 3-4. 
77

 );ﾉﾏが aﾗヴ W┝;ﾏヮﾉWが ;ヴｪ┌Wゲ デｴ;デ デｴW IヴW;デｷﾗﾐ ﾗa デｴW ゲWI┌ヴｷデｷゲ;デｷﾗﾐ ﾏ;ヴﾆWデ ;ﾏﾗ┌ﾐデWS デﾗ ; けヴWｪｷﾏW Iｴ;ﾐｪWげ ｷﾐ 
┘ｴｷIｴ け;ﾉﾉ デｴW ゲデ;デｷゲデｷIゲ ﾗa デｴW ヮ;ゲデ HWIﾗﾏW ｷヴヴWﾉW┗;ﾐデげが H┌デ ┘ｴｷIｴ ┘;ゲ けﾗ┗WヴﾉﾗﾗﾆWS H┞ ｷﾐ┗Wゲデﾗヴゲ ;ﾐS ヴｷゲﾆ-

ﾏ;ﾐ;ｪWヴゲげく G. );ﾉﾏが けTｴW FﾗヴｪﾗデデWﾐ ‘ｷゲﾆぎ Fｷﾐ;ﾐIｷ;ﾉ IﾐIWﾐデｷ┗Wゲげ (2009) 157 De Economist 209, 210. 
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fundamental to understanding the causes of financial instability, it cannot be used as the basis for 

regulation. The category to which a particular loan is assigned will change over time, being based on 

the expectations of the parties, which evolve in line with the broader productive economy, which 

itself is strongly influenced by the lending activities of banks and their effect on the supply of broad 

money. Aゲ Mｷﾐゲﾆ┞ ヮ┌デゲ ｷデが けデｴW ヴｷゲﾆゲ H;ﾐﾆWヴゲ I;ヴヴ┞ ;ヴW ﾐﾗデ ﾗHﾃWIデｷ┗W ヮヴﾗH;Hｷﾉｷデ┞ ヮｴWﾐﾗﾏWﾐ;き ｷﾐゲデW;S 
デｴW┞ ;ヴW ┌ﾐIWヴデ;ｷﾐデ┞ ヴWﾉ;デｷﾗﾐゲ デｴ;デ ;ヴW ゲ┌HﾃWIデｷ┗Wﾉ┞ ┗;ﾉ┌WSくげ78

 Since objective probabilities cannot be 

assigned to the chances of default on particular loans, the ヴWｪ┌ﾉ;デﾗヴげゲ ;ゲゲWゲゲﾏWﾐデ ﾗa ┘ｴWデｴWヴ ヴｷゲﾆゲ 
;ヴW けW┝IWゲゲｷ┗Wげ ┘ｷﾉﾉ HW ;ゲ ゲ┌HﾃWIデｷ┗W ;ゲ デｴﾗゲW ﾗa デｴW H;ﾐﾆWヴゲ ┘ｴﾗ ﾏ;SW デｴW ﾗヴｷｪｷﾐ;ﾉ ﾉﾗ;ﾐ. Accordingly, 

the factors which led to regulatory passivity in the build-up to the crisis are likely to come back into 

play, leaving banks very broad scope to determine how executives are to be remunerated. 

We saw above that, in their technical documents, policy makers recognise the difficulty of making ex 

ante adjustments aﾗヴ けSｷaaｷI┌ﾉデ-to-ﾏW;ゲ┌ヴWげ ;ﾐS デ;ｷﾉ ヴｷゲﾆゲが and that these issues should be addressed 

by means of deferrals and ex post adjustments instead. For example, the BCBS recognises that けW┝ 
;ﾐデW ヴｷゲﾆ ;Sﾃ┌ゲデﾏWﾐデ ｷゲ ﾉWゲゲ ﾉｷﾆWﾉ┞ デﾗ ┘ﾗヴﾆ WaaWIデｷ┗Wﾉ┞げ where risks ;ヴW けSｷaaｷI┌ﾉデ デﾗ ﾏW;ゲ┌ヴWが デﾗ ﾏﾗSWﾉ 
or are simply not known at デｴW デｷﾏW ﾗa デｴW ;┘;ヴSげ, but ゲ┌ｪｪWゲデゲ ｴﾗヮWa┌ﾉﾉ┞ デｴ;デ けSWaWヴヴ;ﾉ could help 

ヴWS┌IW ｷﾐIWﾐデｷ┗Wゲ デﾗ デ;ﾆW ゲ┌Iｴ ヴｷゲﾆゲげ.79
 In other words, the BCBS recognises that some risks cannot 

be prevented by ex ante risk adjustment, and that deferral and ex post adjustments to remuneration 

will be required. Ex post adjustments and deferral certainly accord with notions of justice, and 

realign the interests of risk-takers with those of shareholders. However, they will not prevent banks 

from becoming insolvent if risk-takers take excessive risks that are not picked up on by regulators. 

Nor will they help if moral hazard leads risk-takers to decide to take the chance of an ex post risk 

adjustment in order to benefit from the massive upside of a particular action, knowing that their 

losses will not exceed their bonus. This is a grave weakness from the perspective of preventing social 

costs: if, as seems likely, ex ante risk assessment is incomplete, and those risks eventuate and 

imperil the financial system, deferral and ex post adjustment will do nothing to change this.
80

 

Recent events highlight the limitations of a regulatory scheme that relies on ex post adjustments. 

The Financial Times reported that remuneration committees in financial institutions are imposing 

ﾏﾗヴW W┝ ヮﾗゲデ ;Sﾃ┌ゲデﾏWﾐデゲ デﾗ けゲデヴｷヮ ゲデ;aa ﾗa ;┘;ヴSゲ デｴW┞ ヴWIWived for past performances that no 

ﾉﾗﾐｪWヴ ﾉﾗﾗﾆ ゲﾗ a;┗ﾗ┌ヴ;HﾉWげく O┗Wヴ デｴW ﾉ;ゲデ デｴヴWW ┞W;ヴゲが けHｷｪ E┌ヴﾗヮW;ﾐ H;ﾐﾆゲくくく ｴ;┗W WﾐaﾗヴIWS Iﾉ;┘H;Iﾆ 
Sﾗ┣Wﾐゲ ﾗa デｷﾏWゲげ ｷﾐ ヴWﾉ;デｷﾗﾐ デﾗ W┝IWゲゲｷ┗W ヴｷゲﾆ-taking which ultimately produces losses, such as JP 

Mﾗヴｪ;ﾐげゲ ﾏ;ゲゲｷ┗W ﾉﾗゲゲes on a credit derivatives position, as well as in relation to frauds of various 

kinds, such as the LIBOR fixing scandal or pension mis-selling, and for breaches of money-laundering 

regulations.
81

 None of these risks were picked up by bank remuneration committees, or by 

ヴWｪ┌ﾉ;デﾗヴゲ ┘ｴﾗ ┘WヴW ﾗ┗WヴゲWWｷﾐｪ デｴW H;ﾐﾆゲげ ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ゲIｴWﾏWゲ ｷﾐ ﾉｷﾐW ┘ｷデｴ デｴW C‘Dが ┞Wデ the 

actions which led to these losses were arguably incentivised by remuneration schemes. It is 

aﾗヴデ┌ﾐ;デW デｴ;デ JP Mﾗヴｪ;ﾐげゲ SWヴｷ┗;デｷ┗W ﾉﾗゲゲWゲ SｷS ﾐﾗデ Hヴｷﾐg down the bank, because if they had, 

enforcing clawback on the errant traders in question would have done nothing to protect taxpayers 

and other stakeholders from further catastrophic losses.  

                                                           
78

 op cit, n6, 267 
79

 BCBS, け‘;ﾐｪW ﾗa MWデｴﾗSﾗﾉﾗｪｷWゲ aﾗヴ ‘ｷゲﾆ ;ﾐS PWヴaﾗヴﾏ;ﾐIW AﾉｷｪﾐﾏWﾐデ ﾗa ‘Wﾏ┌ﾐWヴ;デｷﾗﾐげが Para 37, emphasis 

added. 
80

The recent recommendations of the Parliamentary Commission for Banking Standards suffer from the same 

weakness: longer deferral and the threat of ex post confiscation of bonuses in the event that a bank needs a 

bail out will not prevent the enormous social costs of a bank bailout should one become necessary (see op cit, 

n4, Vol I, paras 168 and 245).  
81

 けB;ﾐﾆゲ ヴW;S┞ デﾗ Iﾉ;┘ H;Iﾆ ﾏﾗヴW Hﾗﾐ┌ゲWゲげが Financial Times, 27
th

 August 2012. In its Range of Methodologies 

paper, op cit, n79, the BCBS notes at para 21 that けﾏﾗゲデ Iﾉ;┘H;Iﾆゲ ;ヴW デヴｷｪｪWヴWS ﾗﾐﾉ┞ ┘ｴWﾐ デｴW aｷヴﾏ ﾉW;ヴﾐゲ デｴ;デ 
information previously provided by an employee was misstated, or when the firm learns that the employee 

ｴ;S ┗ｷﾗﾉ;デWS ｷﾐデWヴﾐ;ﾉ ヮﾗﾉｷIｷWゲげく This is not entirely reassuring. 



13 

 

The reluctance to intervene prescriptively in remuneration is best explained by reference to the 

ideology of shareholder value, which assumes that it is possible to draft an incentive contract which 

will perfectly align the interests of executives with those of shareholders; once that contract is 

written, the common good will be achieved with no need for any regulatory intervention. This is an 

aspect of the wider belief and operating assumption of policy-makers that markets self-correct and 

that the social benefits of contracts exceed their social costs, whereas regulation only makes things 

worse. It is testament to the strength of that ideology that, even after the social costs occasioned by 

the financial crisis, policy-makers preferred explicitly to contemplate the probable failure of ex ante 

risk adjustment, rather than consider more far-reaching regulatory intervention. CRD III could have 

prohibited particular metrics, or even stock options altogether, as the Commission once canvassed.
82

 

Less prescriptively, it could have required bonuses to be paid in subordinated debt, aligning the 

incentives of executives with more risk-averse creditors,
83

 or in a broader basket of the H;ﾐﾆげゲ 

securities.
84

 In refusing to approach bank remuneration practices in a more precautionary way, CRD 

III created the conditions for the political backlash discussed in the next section. 

 

2013 Reform of the CRD: A Cap on Variable Remuneration 

In the event, the flawed CRD III regulatory scheme proved not to be the last word on remuneration 

in financial institutions. TｴW E┌ヴﾗヮW;ﾐ P;ヴﾉｷ;ﾏWﾐデげゲ EIﾗﾐﾗﾏｷc and Monetary Affairs Committee 

proposed an important amendment to a draft directive (CRD IV) consolidating the provisions of the 

Capital Requirements Directives into a single directive and regulation, implementing certain aspects 

of Basel III and making changes to risk governance.
85

 The amendment provided デｴ;デ けin order to 

avoid excessive risk taking, the variable part of the remuneration should be limited to one time the 

fixed income. The fixed income should be set in a manner that in case of a claw back, it will still be 

sufficient to ensure a proper remuneration of the employee.げ86
 The Financial Times reported that 

Parliamentary approval at first reading was likely, and that the Parliament was けｷﾐ ;ﾐ ┌ﾐ┌ゲ┌;ﾉﾉ┞ 
ゲデヴﾗﾐｪ H;ヴｪ;ｷﾐｷﾐｪ ヮﾗゲｷデｷﾗﾐげが ┘ｷデｴ けゲﾗﾉｷS Iヴﾗゲs-party consensusげ HWｴｷﾐS ｷデく87

 It also received cautious 

support in the Liikanen Report, which recommended that consideration be given to けa┌ヴデｴWヴ 
ヴWゲデヴｷIデｷﾗﾐゲ ふaﾗヴ W┝;ﾏヮﾉW デﾗ ヵヰХぶ ﾗﾐ デｴW ﾉW┗Wﾉ ﾗa ┗;ヴｷ;HﾉW ｷﾐIﾗﾏW デﾗ aｷ┝WS ｷﾐIﾗﾏWげく Iデ ;SSWS デｴ;デ ; 
けIﾉW;ヴ ヴWｪ┌ﾉ;デﾗヴ┞ I;ヮげ ﾗﾐ ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ┘ﾗ┌ﾉS けゲ┌Hゲデ;ﾐデｷ;ﾉﾉ┞ W;ゲW デｴW デ;ゲﾆ ﾗa デｴW ゲ┌ヮWヴ┗ｷゲﾗヴ┞ 
;┌デｴﾗヴｷデｷWゲ ｷﾐ ゲIヴWWﾐｷﾐｪ ﾗ┌デ ┌ﾐSWゲｷヴ;HﾉW ヴWﾏ┌ﾐWヴ;デｷﾗﾐ ヮﾗﾉｷIｷWゲくげ88

 

                                                           
82

 European Commission, Green Paper on Corporate Governance in Financial Institutions and Remuneration 

Policies (COM(2010) 284 final, 2.6.2010), 18. 
83

 F. T┌ﾐｪが けP;┞ aﾗヴ B;ﾐﾆWヴ PWヴaﾗヴﾏ;ﾐIWぎ “デヴ┌Iデ┌ヴｷﾐｪ E┝WI┌デｷ┗W CﾗﾏヮWﾐゲ;デｷﾗﾐ aﾗヴ ‘ｷゲﾆ ‘Wｪ┌ﾉ;デｷﾗﾐげ ヱヰヵ 
Northwestern University Law Review 1205. 
84

 Op cit, n7. 
85

 See Directive on the access to the activity of credit institutions and the prudential supervision of credit 

institutions and investment firms and amending Directive 2002/87/EC of the European Parliament and of the 

Council on the supplementary supervision of credit institutions, insurance undertakings and investment firms 

in a financial conglomerate (COM(2011) 0453). 
86

 Preamble para 48, Report of EP on proposed directive, 30 May 2012, PE 478.506v02-00 A7-0170/2012. 

AヴデｷIﾉW Γヰふヲ;ぶ デｴWﾐ ヮヴﾗ┗ｷSWゲ デｴ;デ けTｴW Cﾗﾏﾏｷゲゲｷﾗﾐ ゲｴ;ﾉﾉ IﾗﾏW aﾗヴ┘;ヴS H┞ デｴW WﾐS ﾗa ヲヰヱヲ ┘ｷデｴ ; ﾉWｪｷゲﾉ;デｷ┗W 
proposal setting a fixed workable ratio between the fixed and variable components of the remuneration in the 

finaﾐIｷ;ﾉ ゲWIデﾗヴくげ 
87

 けB;ﾐﾆゲ Hﾗ┘ デﾗ EU ﾗ┗Wヴ ﾉｷﾏｷデ デﾗ Hﾗﾐ┌ゲWゲげが Fｷﾐ;ﾐIｷ;ﾉ TｷﾏWゲが ヱン J┌ﾐW ヲヰヱヲく 
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 Final Report of the High-level Group on reforming the structure of the EU banking sector, Brussels, 2 October 

2012, 79 and 106. 
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At the time of writing, the Council had reached political agreement on CRD IV.
89

 For the most part, 

CRD IV simply transposes national prudential oversight of remuneration policy from CRD III, and sets 

out the same guidance. It includes a new に albeit less than prescriptive に provision that け┌ヮ デﾗ ヱヰヰХ 
of the total variable remuneration shall be subject to maluゲ ﾗヴ Iﾉ;┘H;Iﾆ ;ヴヴ;ﾐｪWﾏWﾐデゲげが ｷﾐ ヮ;ヴデｷI┌ﾉ;ヴ 
┘ｴWヴW けデｴW ゲデ;aa ﾏWﾏHWヴくくく ヮ;ヴデｷIｷヮ;デWS ｷﾐ ﾗヴ ┘;ゲ ヴWゲヮﾗﾐゲｷHﾉW aﾗヴ IﾗﾐS┌Iデ ┘ｴｷIｴ ヴWゲ┌ﾉデWS ｷﾐ 
ゲｷｪﾐｷaｷI;ﾐデ ﾉﾗゲゲWゲ デﾗ デｴW ｷﾐゲデｷデ┌デｷﾗﾐげく90

 However, by far the most significant change is the cap on 

variable remuneration ﾗa けゲWﾐｷﾗヴ ﾏ;ﾐ;ｪWﾏWﾐデが ヴｷゲﾆ デ;ﾆWヴゲが ゲデ;aa Wﾐｪ;ｪWS ｷﾐ Iﾗﾐデヴﾗﾉ a┌ﾐIデｷﾗﾐゲげ ;ﾐS 
certain other employees,

91
 which is imposed by law, rather than being left to individual financial 

institutions under prudential regulatory oversight.
92

 CRD IV also draws a functional distinction 

HWデ┘WWﾐ aｷ┝WS ヴWﾏ┌ﾐWヴ;デｷﾗﾐが ┘ｴｷIｴ ｷゲ ゲ┌ヮヮﾗゲWS デﾗ ヴWaﾉWIデ けヴWﾉW┗;ﾐデ ヮヴﾗaWゲゲｷﾗﾐ;ﾉ W┝ヮWヴｷWﾐIW ;ﾐS 
ﾗヴｪ;ﾐｷゲ;デｷﾗﾐ;ﾉ ヴWゲヮﾗﾐゲｷHｷﾉｷデ┞くくく ;ゲ ヮ;ヴデ ﾗa デｴW デWヴﾏゲ ﾗa Wﾏヮﾉﾗ┞ﾏWﾐデげが ┘ｴｷﾉW ┗;ヴｷ;HﾉW ヴWﾏ┌ﾐWヴ;デｷﾗﾐ 
ゲｴﾗ┌ﾉS けヴWaﾉWIデ ; ゲ┌ゲデ;ｷﾐ;HﾉW ;ﾐS ヴｷゲﾆ ;Sﾃ┌ゲデWS ヮerformance as well as performance in excess of that 

ヴWケ┌ｷヴWS デﾗ a┌ﾉaｷﾉ デｴW Wﾏヮﾉﾗ┞WWげゲ ﾃﾗH SWゲIヴｷヮデｷﾗﾐくげ93
 

As under CRD III, institutions are still ヴWケ┌ｷヴWS デﾗ ゲWデ け;ヮヮヴﾗヮヴｷ;デW ヴ;デｷﾗゲげ HWデ┘WWﾐ aｷ┝WS ;ﾐS ┗;ヴｷ;HﾉW 
ヴWﾏ┌ﾐWヴ;デｷﾗﾐが H┌デ C‘D IV デｴWﾐ ゲヮWIｷaｷWゲ デｴ;デ けthe variable component shall not exceed 100% of the 

aｷ┝WS IﾗﾏヮﾗﾐWﾐデ ﾗa デｴW デﾗデ;ﾉ ヴWﾏ┌ﾐWヴ;デｷﾗﾐ aﾗヴ W;Iｴ ｷﾐSｷ┗ｷS┌;ﾉげが ┘ｷデｴ MWﾏHWヴ “デ;デWゲ aヴWW デﾗ ゲWデ ; 
lower maximum or to allow shareholders to approve a higher maximum percentage of up to 200%.

94
 

Detailed rules are laid down regarding the process of shareholder approval. The financial institution 

should make a proposal to shareholders, which must be justified by reference to information about 

the number of staff involved and its ﾉｷﾆWﾉ┞ ｷﾏヮ;Iデ ﾗﾐ けデｴW ヴWケ┌ｷヴWﾏWﾐt to maintain a sound capital 

H;ゲWくげ “ｴ;ヴWｴﾗﾉSWヴゲ ﾏ┌ゲデ デｴWﾐ ;ヮヮヴﾗ┗W デｴW ヮヴﾗヮﾗゲ;ﾉ H┞ ┌ﾐa;ﾏｷﾉｷ;ヴ ふ;デ ﾉW;ゲデ デﾗ Eﾐｪﾉｷゲｴ Iﾗﾏヮ;ﾐ┞ 
lawyers) supermajorities of 66% where 50% of shares are represented, or 75% where less than 50% 

of shares are represented.
95

 The national competent authority must be informed of the proposal and 

its justification, as well as the shareholder decision. This information can then be used for 

benchmarking. 

 

Assessment of the CRD IV Reforms 

The decision to cap variable pay in this way has been strongly criticised by financial sector lobby 

groups.
96

 However, the decision can also be justified as follows. It was not acceptable to leave ratios 

between fixed and variable pay to financial institutions under prudential regulatory oversight 

because of the difficulties discussed above. The frequency of significant ex post adjustments since 
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 See Council of the European Union, Interinstitutional File 2011/0203 (COD), 7746/13, 26th March 2013, 

available online at http://register.consilium.europa.eu/pdf/en/13/st07/st07746.en13.pdf (checked 26 June 

2013) 
90

 Art 90(1)(l). 
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 TｴW EBA ｷゲ I┌ヴヴWﾐデﾉ┞ Iﾗﾐゲ┌ﾉデｷﾐｪ ﾗﾐ IヴｷデWヴｷ; H┞ ┘ｴｷIｴ デﾗ ｷSWﾐデｷa┞ I;デWｪﾗヴｷWゲ ﾗa ゲデ;aa ┘ｴﾗ けｴ;┗W ; ﾏ;デWヴｷ;ﾉ 
impact ﾗﾐ デｴW ｷﾐゲデｷデ┌デｷﾗﾐげゲ ヴｷゲﾆ ヮヴﾗaｷﾉWげぎ ゲWW EBAが Cﾗﾐゲ┌ﾉデ;デｷﾗﾐ P;ヮWヴ EBAっCPっヲヰヱンっヱヱが ヲヱくヵくヲヰヱンく 
92

 See Art 90(1)(f) 
93

 Art 88(ヲぶふa;ぶく Cﾗﾐデヴ;ゲデ P┘Cげゲ W┗ｷSWﾐIWが IｷデWS ｷﾐ Changing Banking for Good (op cit, n4, Vol II, para 843), that 

け; さHﾗﾐ┌ゲざ ｷゲ ﾐﾗデ ;ﾐ ;SSWS W┝デヴ; aﾗヴ ﾗ┌デヮWヴaﾗヴﾏ;ﾐIWく Iデ ｷゲ ヮ;ヴデ ﾗa ;ﾐ Wﾏヮﾉﾗ┞WWげゲ W┝ヮWIデWS デﾗデ;ﾉ ヮ;┞ ｷa デｴW┞ ;ﾐS 
their business area perform adequately.げ 
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 There is also some further flexibility, with Member States permitted to allow institutions to apply a discount 

rate (to be set by the EBA) to up to 25% of variable remuneration as long as it is paid in instruments deferred 

for at least five years. This ﾏ;┞ ｴ;┗W HWWﾐ ｷﾐデヴﾗS┌IWS ｷﾐ ヴWゲヮﾗﾐゲW デﾗ デｴW UKげゲ ゲﾗﾉｷデ;ヴ┞ ﾗヮヮﾗゲｷデｷﾗﾐ デﾗ デｴW 
ヮヴﾗ┗ｷゲｷﾗﾐぎ ゲWW けBﾗﾐ┌ゲ C;ヮ ｷゲ ; B;S OﾏWﾐ aﾗヴ Bヴｷデ;ｷﾐげが Financial Times, 18

th
 February 2013. 
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 Directly concerned staff may not exercise any voting rights they may have: Art 90(1)(f)(d). 
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Telegraph, 12 May 2012. 
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the financial crisis suggests that pay practices are still incentivising extreme risk-taking, and that 

regulators are not picking up on this ex ante. A cap on bonuses will not prevent financial institutions 

from giving incentives to their risk-takers to increase profitability and therefore shareholder returns; 

however, it will eliminate the current practice of financial institutions giving their bankers incentives 

to increase risk indiscriminately in pursuit of ever higher returns on equity and associated personal 

rewards; to hide risks in complex off balance sheet structures; and to game the Basel Accords in 

other, as yet unknown, ways. This is very important because the financial crisis showed that the 

hidden risks that accompany these activities cannot be detected by institutional investors, regulators 

or boards. It is strongly arguable that the best way of eliminating them is to take away the incentive 

to create them.  

It should also be recognised that these new rules will be likely to result in higher fixed pay, which will 

eat into shareholder returns in years where profitability is low. The effect of this might be to trigger 

shareholder activism, something which has been strikingly lacking both before and since the crisis.
97

 

In other words, remuneration would go from being a means to correct for the passivity of 

shareholders to being a mechanism for spurring them into action. If the European Union is able to 

;ｪヴWW ﾗﾐ デｴW Cﾗﾏﾏｷゲゲｷﾗﾐげゲ promised proposal to give shareholders in listed companies a binding say 

on pay,
98

 this would strWﾐｪデｴWﾐ ゲｴ;ヴWｴﾗﾉSWヴゲげ I;ヮ;Iｷデ┞ aﾗヴ ;Iデｷ┗ｷゲﾏ and therefore complement the 

cap. Finally, the cap will reduce the difficulties facing national regulators when they attempt to 

identify incentives for excessive risk-taking, and will avoid the problem of regulators taking a passive 

approach and falling back on the ideology of shareholder value when confronted with the radical 

uncertainty inherent in this area. Accordingly, from the perspective of preventing social costs, the 

P;ヴﾉｷ;ﾏWﾐデげゲ ;ﾏWﾐSﾏWﾐデ ｷゲ デﾗ HW ┘WﾉIﾗﾏed. 

Fｷﾐ;ﾉﾉ┞が ヮヴﾗヮﾗゲ;ﾉゲ デﾗ ヴWｪ┌ﾉ;デW H;ﾐﾆWヴゲげ ヮ;┞ ;ヴW Iﾗﾏﾏﾗﾐﾉ┞ ﾏWデ ┘ｷデｴ threats to relocate key bankers 

and even bank headquarters to other jurisdictions.
99

 It is unclear whether the threat to relocate 

headquarters is credible, given the interdependence between banks and the states, with states 

controlling the currencies in which H;ﾐﾆゲげ assets and liabilities are denominated, and backstopping 

the banks in the name of financial stability. It is also far from clear that other states with regulatory 

regimes that appeal to bankers would be willing to backstop the liabilities of banks where they are 

denominated in foreign currencies. 

 

Conclusion 

Mｷﾐゲﾆ┞ Wﾏヮｴ;ゲｷゲWS デｴW ﾐWWS aﾗヴ ヴWｪ┌ﾉ;デﾗヴゲ けデﾗ Iﾗﾐデヴﾗﾉが Iﾗﾐゲデヴ;ｷﾐが ;ﾐS ヮWヴｴ;ヮゲ W┗Wﾐ aﾗヴHｷS デｴW 
financing practices thaデ I;┌ゲWS デｴW ﾐWWS aﾗヴ ﾉWﾐSWヴ ﾗa ﾉ;ゲデ ヴWゲﾗヴデ ;Iデｷ┗ｷデ┞げき ｷa デｴW┞ SｷS ﾐﾗデ Sﾗ デｴｷゲが デｴW┞ 
would essentially validate the practices that caused the last crisis and create the conditions for the 
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 Some accounts emphasise the role of shareholders actually pressing banks to take on more risk before the 

crisis: see Changing Banking for Good, (op cit, n4, Vol II, para 665) and De Larosière (op cit, n1, para 24), while 
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next one.
100

 Given widespread recognition that executive remuneration in financial institutions 

contributed significantly to the financial crisis, it is perhaps surprising that it took so long for 

regulators to get to grips with the practice of executive pay in financial institutions. This article has 

argued that the ideology of shareholder value, and an associated aversion to regulation, was the 

principal obstacle to more far-reaching intervention in remuneration practices. Its influence can be 

seen in the CRD III, which gives regulators an impossible task: they have to make ex ante 

adjustments to remuneration schemes by reference to dangers that are fundamentally uncertain. It 

was explicitly recognised in guidance given to regulators that these ex ante adjustments would be 

likely to fail, and that ex post adjustments would be required. The apparent readiness of regulators 

to contemplate another ゲWヴｷﾗ┌ゲ ﾏｷゲ;ﾉｷｪﾐﾏWﾐデ HWデ┘WWﾐ H;ﾐﾆWヴゲげ ｷﾐIWﾐデｷ┗Wゲ ;ﾐS デｴW ヮ┌HﾉｷI ｪﾗﾗS so 

soon after the last one is astonishing. The hand of shareholder value ideology is clearly visible here: 

it conflates protection of the shareholder interest with the public good, two interests which part 

company when the taxpayer is exposed to the cost of clearing up after another financial crisis. Ex 

post adjustments of remuneration can do much to realign executive remuneration with shareholder 

returns; however, if executives respond to their incentives by increasing bank risk-taking in ways 

which are not apparent to regulators and cause their banks to become insolvent, this will do nothing 

to protect the taxpayer from catastrophic losses. 

Accordinglyが デｴW E┌ヴﾗヮW;ﾐ Uﾐｷﾗﾐげゲ ヮヴﾗヮﾗゲWS I;ヮ ﾗﾐ Hﾗﾐ┌ゲWゲ ｷゲ デﾗ HW ┘WﾉIﾗﾏWSく Iデ ｷゲ IWヴデ;ｷﾐﾉ┞ a 

crude piece of regulatory intervention, which expresses public outrage at the return of business as 

usual in banks, and will lead to distortions. However, it also shows that, after the crisis, it is no longer 

tenable to argue that H;ﾐﾆWヴゲげ ｷﾐIWﾐデｷ┗W Iﾗﾐデヴ;Iデゲ are a private matter, which can be left to bank 

boards, subject only to a fragile system of oversight by under-resourced and pliant regulatory 

authorities. The cap removes the unlimited upside given to bankers to take and conceal risks, safe in 

the knowledge that most of the downside will accrue to shareholders and the taxpayer. If, as many 

predict, it leads to fixed pay moving higher, it may even force large shareholders to take on the 

activist role that has been expected of them for so long. 
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