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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 

͚ŝŶŶŽǀĂƚĞ͛ ŝŶ ǁĂǇƐ ǁŚŝĐŚ 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 

͚excessive͛ 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 ͚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.͛1
 TŚĞ EƵƌŽƉĞĂŶ CŽŵŵŝƐƐŝŽŶ ŶŽƚĞĚ Ă ͚ďƌŽĂĚ ĐŽŶƐĞŶƐƵƐ 

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

ĐŽƌƌĞƐƉŽŶĚŝŶŐ ƌŝƐŬƐ͕ ĐŽŶƚƌŝďƵƚĞĚ ƚŽ ƚŚĞ ŝŶĐĞŶƚŝǀĞƐ ƚŚĂƚ ůĞĚ ƚŽ ĨŝŶĂŶĐŝĂů ŝŶƐƚŝƚƵƚŝŽŶƐ͛ ĞŶŐĂŐĞŵĞŶƚ in 

ŽǀĞƌůǇ ƌŝƐŬǇ ďƵƐŝŶĞƐƐ ƉƌĂĐƚŝĐĞƐ͛͘2
 EůƐĞǁŚĞƌĞ͕ ŝƚ ŶŽƚĞĚ ƚŚĂƚ ĞǆĞĐƵƚŝǀĞ ƉĂǇ ǁĂƐ ͚ŽŶĞ ŽĨ ĨŝǀĞ ĚƌŝǀŝŶŐ 

ĨŽƌĐĞƐ ŽĨ ƚŚĞ ĨŝŶĂŶĐŝĂů ĐƌŝƐŝƐ͕͛ ĂůŽŶŐ ǁŝƚŚ ĐƌĞĚŝƚ ƌĂƚŝŶŐ ĂŐĞŶĐŝĞƐ͕ ĂŶĚ ƌĞŐƵůĂƚŽƌǇ ĂŶĚ ƐƵƉĞƌǀŝƐŽƌǇ 
failures.

3
 These views are echoed in numerous other reports.
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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, ĞǆĞĐƵƚŝǀĞƐ ƐŚŽƵůĚ ďĞ ƉƌĞǀĞŶƚĞĚ ĨƌŽŵ ŝŵƉŽƐŝŶŐ ͚ĂŐĞŶĐǇ ĐŽƐƚƐ͛ ŽŶ ƐŚĂƌĞŚŽůĚĞƌƐ͘5
 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 ŶŽƚĞƐ ƚŚĂƚ ͚ĐŽŵŵĞƌĐŝĂů ďĂŶŬƐ ĂƌĞ ƚŚĞ 
ƉƌŽƚŽƚǇƉŝĐĂů ƐƉĞĐƵůĂƚŝǀĞ ĨŝŶĂŶĐŝĂů ŽƌŐĂŶŝǌĂƚŝŽŶ͛ ďĞĐĂƵƐĞ ƚŚĞǇ ĞŶŐĂŐĞ ŝŶ ƚŚĞ ͚ƐŚŽƌƚ ĨŝŶĂŶĐŝŶŐ ŽĨ ůŽŶŐ 
ƉŽƐŝƚŝŽŶƐ͛͘6

 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 

ďŽƌƌŽǁĞƌƐ͛ ĂďŝůŝƚǇ ƚŽ ƉĂǇ͕ ĂŶĚ ƚŽ ĐŚĂŶŐĞƐ ŝŶ ĨŝŶĂŶĐŝĂů ŵĂƌŬĞƚƐ ǁŚŝĐŚ ĂĨĨĞĐt 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 ďĂŶŬƐ͛ 
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
 “ĞĞ ĨŽƌ ĞǆĂŵƉůĞ͕ ƚŚĞ FŝŶĂŶĐŝĂů “ƚĂďŝůŝƚǇ FŽƌƵŵ͛Ɛ Principles for Sound Compensation Practices; the conclusions 

of ƚŚĞ OECD͛Ɛ “ƚĞĞƌŝŶŐ GƌŽƵƉ ;KŝƌŬƉĂƚƌŝĐŬ͕ G͕ ͚TŚĞ CŽƌƉŽƌĂƚĞ GŽǀĞƌŶĂŶĐĞ LĞƐƐŽŶƐ ĨƌŽŵ ƚŚĞ FŝŶĂŶĐŝĂů CƌŝƐŝƐ͛ Ăƚ 
12); and Changing Banking for Good, Report of the Parliamentary Commission on Banking Standards (London, 

House of Commons and House of Lords, 2013), ƉĂƌƚŝĐƵůĂƌůǇ Ăƚ VŽů II͕ ƉĂƌĂ ϴϯϲ ŶŽƚŝŶŐ ƚŚĂƚ ͚‘ĞŵƵŶĞƌĂƚŝŽŶ ůŝĞƐ Ăƚ 
ƚŚĞ ŚĞĂƌƚ ŽĨ ƐŽŵĞ ŽĨ ďĂŶŬƐ͛ ďŝŐŐĞƐƚ ƉƌŽďůĞŵƐ͛͘ 
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 ƚŽ ͚ƐĞĞŬ ďŝŐŐĞƌ ĂŶĚ ƌŝƐŬŝĞƌ ďĞƚƐ͛͘8
 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 

ŽǀĞƌƌŝĚĚĞŶ ďǇ ƚŚĞŝƌ ͚ŚŝŐŚ-powered incentives͛͘9
 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 ƐƚĂƚĞĚ Ăŝŵ ŝƐ ƚŽ ͚further strengthen the soundness and stability of the international banking 

system͛11
 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 ƵƐĞ ƚŚĞ ͚IŶƚĞƌŶĂů ‘ĂƚŝŶŐƐ-BĂƐĞĚ AƉƉƌŽĂĐŚ͛ ;I‘BͿ 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 

ďĂŶŬƐ͛ ŝŶƚĞƌŶĂů ŵŽĚĞůƐ ʹ and their risk-weightings in particular ʹ 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. BĞďĐŚƵŬ ĂŶĚ H͘ “ƉĂŵĂŶŶ͕ ͚‘ĞŐƵůĂƚŝŶŐ BĂŶŬĞƌƐΖ PĂǇ͛ ϵϴ GĞŽƌŐĞƚŽǁŶ LĂǁ JŽƵƌŶĂů Ϯϰϳ, 258 

8
 A. HĂůĚĂŶĞ͕ ͚CŽŶƚƌŽů ‘ŝŐŚƚƐ ;ĂŶĚ WƌŽŶŐƐͿ͛ (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“ ͚ƐƚĂĨĨ ǁĞƌĞ ŝŶĐĞŶƚŝǀŝƐĞĚ ƚŽ ĨŽĐƵƐ ŽŶ ƌĞǀĞŶƵĞ ƌĂƚŚĞƌ ƚŚĂŶ ƌŝƐŬ͛ ĂŶĚ Ăƚ ϰ͘ϰϴ ƚŚĂƚ ͚under Mr 

CƵŵŵŝŶŐƐ͛ ĞǆĞĐƵƚŝǀĞ ĚŝƌĞĐƚŝŽŶ Ăůů ĂƌĞĂƐ ŽĨ ƚŚĞ ďƵƐŝŶĞƐƐ ĨŽĐƵƐĞĚ ŽŶ ƌĞǀĞŶƵĞ ŐĞŶĞƌĂƚŝŽŶ͛͘ 
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

 TŚĞƌĞ ǁĞƌĞ ĚĞ ŵŝŶŝŵŝƐ ƉƌŽǀŝƐŝŽŶƐ ǁŚŝĐŚ ĂƉƉůŝĞĚ ƚŽ ďĂŶŬƐ͛ ŵŽĚĞůƐ ĂŶĚ ƉƌĞǀĞŶƚĞĚ ƚŚĞŵ ĨƌŽŵ ĐŽŶĐůƵĚŝŶŐ ƚŚĂƚ 
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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ƚŚĞ ďĂŶŬƐ ŵŝŐŚƚ ƚƵƌŶ ŽƵƚ ƚŽ ďĞ ŝŶĂĐĐƵƌĂƚĞ͖ ƐĞĐŽŶĚ͕ ƚŚĞƌĞ ŝƐ ͚ƉŽƚĞŶƚŝĂů ĨŽƌ ŝŶƚĞŶƚŝŽŶĂů ĚŝƐƚŽƌƚŝŽŶ ŽĨ 
ŵŽĚĞů ŝŶƉƵƚƐ͖͛ ĂŶĚ ƚŚŝƌĚ͕ ƚŚĞƌĞ ŝƐ Ă ͚ĚĞĂƌƚŚ ŽĨ ƵƐĞĨƵů ŚŝƐƚŽƌŝĐĂů ĚĂƚĂ͛ ŽŶ ǁŚŝĐŚ ƚŽ ďĂƐĞ ƚŚĞ ƌŝƐŬ ŵŽĚĞůƐ͕ 
making it difficult to backtest the models.

15
 As Satiyajit Das presciently noted, the IRB approach 

created the ͚ŝůůƵƐŝŽŶ ŽĨ ƉƌĞĐŝƐŝŽŶ͕͛ ǁŚŝůƐƚ in reality ͚most of the inputs were either unavailable or 

ĚŝĨĨŝĐƵůƚ ƚŽ ǀĞƌŝĨǇ͛͘16
 

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 ďĂŶŬƐ͛ ŝŶƚĞƌŶĂů 
models indicated that their operations were less risky than the standardised approach. Northern 

‘ŽĐŬ͛Ɛ ƌĞƐƉŽŶƐĞ to the FSA authorising it to use the IRB Approach is an interesting example. The UK 

House of Commons Treasury Committee concluded:  

͚NŽƌƚŚĞƌŶ ‘ŽĐŬ ǁĂƐ ƚŽůĚ ďǇ ƚŚĞ 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 ͞anticipated regulatory capital surplus over the next 3 to 4 years͛͘͟17
 

In his evidence to the Select Committee, Chief ExĞĐƵƚŝǀĞ AƉƉůĞŐĂƌƚŚ ƐĂŝĚ ƚŚĂƚ NŽƌƚŚĞƌŶ ‘ŽĐŬ͛Ɛ I‘B 
ĂƉƉƌŽǀĂů ͚saw our risk weighting for residential mortgages come down from 50% to 15%. That clearly 

ƌĞƋƵŝƌĞĚ ůĞƐƐ ĐĂƉŝƚĂů ďĞŚŝŶĚ ŝƚ͕ ƐŽ ƚŚĂƚ ůŝŶŬƐ ƚŽ ǁŚǇ ǁĞ ǁĞƌĞ ĂďůĞ ƚŽ ŝŶĐƌĞĂƐĞ ƚŚĞ ĚŝǀŝĚĞŶĚ͛͘18
 He 

confirmed ƚŚĂƚ ĞǆĞĐƵƚŝǀĞƐ͛ ͚salaries incentives were linked to profit growth and total shareholder 

returns͛͘19
 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. TŚŝƐ ͚ƐŚĂĚŽǁ ďĂŶŬŝŶŐ ƐǇƐƚĞŵ͛ ĨƌĞĞĚ up regulatory capital to back fresh loans, 

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

 yet ͚ƌĞŐƵůĂƚŽƌƐ 
ƐĞĞŵĞĚ ŽŶůǇ ǀĂŐƵĞůǇ ĂǁĂƌĞ ŽĨ ǁŚĂƚ ƚŚĞ ďĂŶŬƐ ǁĞƌĞ ƌĞĂůůǇ ĚŽŝŶŐ͛͘21

 Crucially, however, banks still 

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

through the provision of lines of credit, guarantees and ͚ůŝƋƵŝĚŝƚǇ ďĂĐŬƐƚŽƉƐ͕͛ ǁŚŝĐŚ ĐŽŵŵŝƚƚĞĚ ƚŚĞŵ 
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

 “ĞĞ HŽƵƐĞ ŽĨ CŽŵŵŽŶƐ TƌĞĂƐƵƌǇ CŽŵŵŝƚƚĞĞ͕ ͚TŚĞ ‘ƵŶ ŽŶ ƚŚĞ ‘ŽĐŬ͕͛ FŝĨƚŚ ‘ĞƉŽƌƚ ŽĨ “ĞƐƐŝŽŶ ϮϬϬϳ-08, HC 56ʹ
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. “ŽƵůĞůĞƐ͕ ͚“ƉĞĐŝĂů PƵƌƉŽƐĞ VĞŚŝĐůĞƐ ĂŶĚ “ĞĐƵƌŝƚŝǌĂƚŝŽŶ͛ ŝŶ M CĂƌĞǇ ĂŶĚ ‘ĞŶĠ M͘ 
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 

͚ŵĂŶǇ ĂƐƉĞĐƚƐ ŽĨ ŝƚƐ ĂƉƉƌŽĂĐŚ ƚŽ ƚŚĞ ƐƵƉĞƌǀŝƐŝŽŶ ŽĨ systemically important firms in the pre-crisis 

ƉĞƌŝŽĚ ǁĞƌĞ ŝŶĂĚĞƋƵĂƚĞ͛.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 

ƚŚĂƚ ƚŚĞ UK͛Ɛ ŐŽǀĞƌŶŵĞŶƚ͛Ɛ ƐƵƉƉŽƌƚ ƚŽ ƚŚĞ ďĂŶŬŝŶŐ ƐĞĐƚŽƌ ǁŽƵůĚ ƚŽƚĂů ƐŽŵĞ ϴϭ͘ϲй ŽĨ ϮϬϬϴ 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 ƚŚĞ ƚĞĐŚŶŝĐĂů ŽŶĞ ŽĨ ͚ŽƉƚŝŵĂů ĐŽŶƚƌĂĐƚŝŶŐ͕͛ ƚŚĂƚ ŝƐ͕ ĂůŝŐŶŝŶŐ ďĂŶŬĞƌƐ͛ ŝŶĐĞŶƚŝǀĞƐ ǁŝth 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, ͚FŝƐĐĂů IŵƉůŝĐĂƚŝŽŶ ŽĨ ƚŚĞ GůŽďĂů EĐŽŶŽŵŝĐ ĂŶĚ FŝŶĂŶĐŝĂů CƌŝƐŝƐ͕͛ ϵ JƵŶĞ ϮϬϬϵ Ăƚ ϳ͘ 
TheƌĞ ĂƌĞ ͚ƐŝŐŶŝĨŝĐĂŶƚ ƵŶĐĞƌƚĂŝŶƚŝĞƐ͛ ĂďŽƵƚ ƚŚĞ 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 Ϯ͘ϱй ŽĨ GDP͘ HŽǁĞǀĞƌ͕ ƚŚĞ UK͛Ɛ ĐŽƐƚƐ ǁŽƵůĚ ďĞ ůŝŬĞůǇ ƚŽ 
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 ŶŽƚĞƐ ƚŚĂƚ ͚large American 

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

American bankingͶĞǀĞƌǇƚŚŝŶŐ͛͘ 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, n4͕ ǁŚŝĐŚ ƌĞĐŽŐŶŝƐĞƐ ƚŚĂƚ ͚ƵŶďĂůĂŶĐĞĚ ŝŶĐĞŶƚŝǀĞƐ͘͘͘ ƉĞƌǀĂĚĞ 
ďĂŶŬŝŶŐ͛ ďƵƚ ƐĞĞŬƐ ƚŽ ĐŽƌƌĞĐƚ ƚŚĞŵ ǁŝƚŚ Ğǆ ƉŽƐƚ ƌĞŵĞĚŝĞƐ ƐƵĐŚ ĂƐ ĞŶĨŽƌĐĞŵĞŶƚ ƐĐŚĞŵĞƐ ĂŶĚ ĚĞĨĞƌƌĂů ŽĨ 
bonuses (Vol I, paras 167 and 234), even whilsƚ ĂĚŵŝƚƚŝŶŐ ƚŚĂƚ ͚ƌŝƐŬ ĂŶĚ ƌĞŵƵŶĞƌĂƚŝŽŶ ĂƌĞ ƐƵďũĞĐƚŝǀĞ͛͘ Iƚ ŝŶƐŝƐƚƐ 
ƚŚĂƚ ͚ŝŶĚŝǀŝĚƵĂů ƌĞǁĂƌĚƐ ƐŚŽƵůĚ ďĞ ƉƌŝŵĂƌŝůǇ Ă ŵĂƚƚĞƌ ĨŽƌ ďĂŶŬƐ ĂŶĚ ƚŚĞŝƌ ŽǁŶĞƌƐ͕͛ ĂŶĚ ͚ĞŶĐŽƵƌĂŐĞƐ 
ƐŚĂƌĞŚŽůĚĞƌƐ ƚŽ ƚĂŬĞ Ă ŵŽƌĞ ĂĐƚŝǀĞ ŝŶƚĞƌĞƐƚ ŝŶ ůĞǀĞůƐ ŽĨ ƐĞŶŝŽƌ ƌĞŵƵŶĞƌĂƚŝŽŶ͛ ;VŽů I͕ ƉĂƌas 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 ƚŚĞ ŶĞĞĚ ͚ƚŽ ƌĞ-align compensation 

incentives with shareholder interests and long-term, firm-ǁŝĚĞ ƉƌŽĨŝƚĂďŝůŝƚǇ͕͛ but stressing the 

importance of not ͚ŝŵƉŝŶŐŝŶŐ ŽŶ ƚŚĞ ƌĞƐƉŽŶƐŝďŝůŝƚǇ ŽĨ ĨŝŶĂŶĐŝĂů ŝŶƐƚŝƚƵƚŝŽŶƐ ŝŶ ƚŚŝƐ ĨŝĞůĚ͛͘ Iƚ concluded 

that ͚ƐƵƉĞƌǀŝƐŽƌƐ ƐŚŽƵůĚ ŽǀĞƌƐĞĞ ƚŚĞ ĂĚĞƋƵĂĐǇ ŽĨ ĨŝŶĂŶĐŝĂů ŝŶƐƚŝƚƵƚŝŽŶƐ͛ ĐŽŵƉĞŶƐĂƚŝŽŶ ƉŽůŝĐŝĞƐ͛, and 

should require boards to reassess them where they ĐŽŶĨůŝĐƚ ǁŝƚŚ ͚Ădequate risk management or are 

systematically encouraging short-term risk-ƚĂŬŝŶŐ͛͘29
 Similarly, the Financial Stability Forum (FSF) 

ďĞŐĂŶ ďǇ ĞŵƉŚĂƐŝƐŝŶŐ ƚŚĞ ͚ƚŚĞŽƌĞƚŝĐĂů͛ ƌŽůĞ ŽĨ ͚ƐƚŽĐŬ-ďĂƐĞĚ ĐŽŵƉĞŶƐĂƚŝŽŶ͛ ŝŶ ŵŽƚŝǀĂƚŝŶŐ ĞŵƉůŽǇĞĞƐ 
͚ƚŽ ĂĐƚ ŝŶ ƚŚĞ ŝŶƚĞƌĞƐƚƐ ŽĨ ƚŚĞ Ĩŝƌŵ͛Ɛ ƐŚĂƌĞŚŽůĚĞƌƐ͛͘30

 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 ͚ŐĞŶĞƌĂů ĚĞƐŝŐŶ ƉŚŝůŽƐŽƉŚǇ ŽĨ ƚŚĞ 
ƐǇƐƚĞŵ͖͛ ƚŚĞ ƐĐŚĞŵĞ͛Ɛ risk adjustment provisions; and the way the scheme links compensation to 

performance over time.
31

 While ͚ƌŝŐŽƌŽƵƐ ĂŶĚ ƐƵƐƚĂŝŶĞĚ͛ ƐƵƉĞƌǀŝƐŽƌǇ ƌĞǀŝĞǁ ŽĨ ĐŽŵƉĞŶƐĂƚŝŽŶ 
practices is essential, ͚ƚŚĞ ŝŶĚƵƐƚƌǇ ŵƵƐƚ ĞǆƉĞƌŝŵĞŶƚ͛ with risk adjustment.

32
 The FSF openly 

acknowledges that risk-takers will still ďĞ ĂďůĞ ͚ƚŽ ďŽŽƐƚ ƐŚŽƌƚ-ƚĞƌŵ ƉĞƌĨŽƌŵĂŶĐĞ͛ ďǇ ĐŽŶĐĞĂůŝŶŐ ƚĂŝů 
risks, and accepts ƚŚĂƚ ƌŝƐŬ ĂĚũƵƐƚŵĞŶƚ ǁŝůů ŽŶůǇ ǁŽƌŬ ͚ŝĨ ƚŚĞ ƚĂŝů ƌŝƐŬƐ ƚŚĞ ĞŵƉůŽǇĞĞ ďƵƐŝŶĞƐƐ ƵŶŝƚ 
ƚĂŬĞƐ ĂƌĞ ŵĞĂƐƵƌĞĚ ǁĞůů͛͘33

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

prudential oversight of remuneration are discussed below.  

 

TŚĞ CŽŵŵŝƐƐŝŽŶ͛Ɛ RĞĐŽŵŵĞŶĚĂƚŝŽŶƐ 

IŶ ŝƚƐ MĂƌĐŚ ϮϬϬϵ CŽŵŵƵŶŝĐĂƚŝŽŶ͕ ͚DƌŝǀŝŶŐ EƵƌŽƉĞĂŶ ‘ĞĐŽǀĞƌǇ͕͛34
 the Commission responded by 

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

͚ƌĞŵƵŶĞƌĂƚŝŽŶ ƐĐŚĞŵĞƐ ǁŝƚŚŝŶ ƚŚĞ ƐĐŽƉĞ ŽĨ ƉƌƵĚĞŶƚŝĂů ŽǀĞƌƐŝŐŚƚ͛͘35
 Those Recommendations 

ƉƌŽǀŝĚĞ ͚ƉƌŝŶĐŝƉůĞƐ ĂŶĚ ďĞƐƚ ƉƌĂĐƚŝĐĞƐ͛ ĂĚĚƌĞƐƐĞĚ ƚŽ MĞŵďĞƌ “ƚĂƚĞƐ ƚŽ ĞŶƐƵƌĞ ƚŚĂƚ ĐŽŵƉĂŶŝĞƐ 
ŝŵƉůĞŵĞŶƚ ͚ƉĂǇ ƉŽůŝĐŝĞƐ ǁŚŝĐŚ reward long-ƚĞƌŵ ƐƵƐƚĂŝŶĂďůĞ ƉĞƌĨŽƌŵĂŶĐĞ͕͛ ĂŶĚ ĞŵƉŚĂƐŝƐĞ ƚŚĞ ŶĞĞĚ 
ĨŽƌ ͚ĐƵůƚƵƌĞ ĐŚĂŶŐĞ ŝŶ ƚŚĞ ďƵƐŝŶĞƐƐĞƐ ĐŽŶĐĞƌŶĞĚ͛͘36

 The accompanying Impact Assessment 

                                                                                                                                                                                     

ůĂƚĞƌ ĂĚŵŝƚƐ ƚŚĂƚ ͚ŝƚ ǁŽƵůĚ ďĞ Ă ŵŝƐƚĂŬĞ ƚŽ ĞǆƉĞĐƚ ŐƌĞĂƚĞƌ ĞŵƉŽǁĞƌŵĞŶƚ ĂŶĚ ĞŶŐĂŐĞŵĞŶƚ ŽĨ ƐŚĂƌĞŚŽůĚĞƌƐ ƚŽ 
ůĞĂĚ ƚŽ ƚŚĞ ĞǆĞƌĐŝƐĞ ŽĨ ƉƌŽĨŽƵŶĚ ĂŶĚ ƉŽƐŝƚŝǀĞ ŝŶĨůƵĞŶĐĞ ŽŶ ƚŚĞ ŐŽǀĞƌŶĂŶĐĞ ŽĨ ďĂŶŬƐ͛͘ ;VŽů II͕ PĂƌĂ ϲϲϲͿ͘ 
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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ĚĞŵŽŶƐƚƌĂƚĞƐ ƚŚĂƚ ƚŚĞ ĐƌŝƐŝƐ ŚĂƐ ŶŽƚ ĐŚĂŶŐĞĚ ƚŚĞ CŽŵŵŝƐƐŝŽŶ͛Ɛ ŽƉĞƌĂƚŝŶŐ ĂƐƐƵŵƉƚŝŽŶ ƚŚĂƚ 
remuneration should be understood in shareholder value terms.

37
 

The Recommendation on Remuneration Policies in the Financial Sector
38

 claims that it ǁŝůů ͚ŝŶĐƌĞĂƐĞ 
ƚŚĞ ůŝŬĞůŝŚŽŽĚ͛ ƚŚĂƚ ƌŝƐŬ ŵĂŶĂŐĞŵĞŶƚ and control systems will become effective.

39
 Member States 

should ensure that financial institutions have remuneration policies which ƉƌŽŵŽƚĞ ͚ƐŽƵŶĚ ĂŶĚ 
ĞĨĨĞĐƚŝǀĞ ƌŝƐŬ ŵĂŶĂŐĞŵĞŶƚ͛ ĂŶĚ ĚŽ ŶŽƚ ͚ŝŶĚƵĐĞ ĞǆĐĞƐƐŝǀĞ ƌŝƐŬ-ƚĂŬŝŶŐ͛͘40

 Bonuses should be deferred, 

ǁŝƚŚ ƚŚĞ ĚĞĨĞƌƌĞĚ ĞůĞŵĞŶƚ ͚ƚĂŬŝŶŐ ŝŶƚŽ ĂĐĐŽƵŶƚ ƚŚĞ ŽƵƚƐƚĂŶĚŝŶŐ ƌŝƐŬƐ associated with the 

ƉĞƌĨŽƌŵĂŶĐĞ͖͛ ďŽĂƌĚs should determine remuneration ƌĞůǇŝŶŐ ŽŶ ŵĞŵďĞƌƐ ǁŝƚŚ ͚relevant expertise 

ĂŶĚ ĨƵŶĐƚŝŽŶĂů ŝŶĚĞƉĞŶĚĞŶĐĞ ĨƌŽŵ ƚŚĞ ďƵƐŝŶĞƐƐ ƵŶŝƚƐ ƚŚĞǇ ĐŽŶƚƌŽů͖͛ ĂŶĚ ŶĂƚŝŽŶĂů ĐŽŵƉĞƚĞŶƚ 
authorities should monitor whether these principles are followed.

41
 

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

ŚŽǁ ƌĞŐƵůĂƚŽƌƐ ĂƌĞ ƐƵƉƉŽƐĞĚ ƚŽ ĞŶƐƵƌĞ ƚŚĂƚ ƌĞŵƵŶĞƌĂƚŝŽŶ ƐĐŚĞŵĞƐ ŝĚĞŶƚŝĨǇ ĂŶĚ ͚ƚĂŬĞ ŝŶƚŽ ĂĐĐŽƵŶƚ 
the outstanding risks associated with the perĨŽƌŵĂŶĐĞ͛͘42

 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 

ƌĞŵƵŶĞƌĂƚŝŽŶ ƉŽůŝĐŝĞƐ ĂŶĚ ƉƌĂĐƚŝĐĞƐ ĨŽƌ ƐƚĂĨĨ ͚ǁŚŽƐĞ ƉƌŽĨĞƐƐŝŽŶĂů ĂĐƚŝǀŝƚŝĞƐ ŚĂǀĞ Ă ŵĂƚĞƌŝĂů ŝŵƉĂĐƚ ŽŶ 
ŝƚƐ ƌŝƐŬ ƉƌŽĨŝůĞ͛͘47

 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

 ͚WŚĞƚŚĞƌ͕ ĂŶĚ ƚŚĞ ĞǆƚĞŶƚ ƚŽ ǁŚŝĐŚ͕ ĂŶ ĞǆĞĐƵƚŝǀĞ ĚŝƌĞĐƚŽƌ͕ ǁŝůů ĨƵůůǇ ƉƵƌƐƵĞ ƐŚĂƌĞŚŽůĚĞƌƐ͛ ŝŶƚĞƌĞƐƚƐ ĚĞƉĞŶĚƐ 
ŽŶ ĨŝŶĚŝŶŐ ĂŶ ĂƉƉƌŽƉƌŝĂƚĞ ǁĂǇ ƚŽ ŵŽƚŝǀĂƚĞ ƚŚĞ ĞǆĞĐƵƚŝǀĞ ĚŝƌĞĐƚŽƌ͕͛ ǁŝƚŚ ĂŐĞŶĐǇ ƚŚĞŽƌǇ ƐƵŐŐĞƐƚŝŶŐ ƚŚĂƚ ͚ƚŚĞ 
performance-bĂƐĞĚ ƉĂǇ ĐŽŶƚƌĂĐƚ͕ ǁŚŝĐŚ ůŝŶŬƐ ƉĂǇ ƚŽ ƚŚĞ ĐŽŵƉĂŶǇ͛Ɛ ǁĞĂůƚŚ ǀŝĂ ƉĞƌĨŽƌŵĂŶĐĞ ŝŶĚŝĐĂƚŽƌƐ͕ ŝƐ ƚŚĞ 
most appropriate way.͛ (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

 IŶ ƚƵƌŶ͕ ŝŶ ƚŚĞ UK͕ ƚŚĞ FCA͛Ɛ ‘ĞŵƵŶĞƌĂƚŝŽŶ CŽĚĞ ŝŵƉůĞŵĞŶƚƐ 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 ŶĂƚŝŽŶĂů ĐŽŵƉĞƚĞŶƚ ĂƵƚŚŽƌŝƚŝĞƐ ƚŽ ĞŶƐƵƌĞ ƚŚĂƚ ĨŝŶĂŶĐŝĂů ŝŶƐƚŝƚƵƚŝŽŶƐ ŚĂǀĞ ͚ƌŽďƵƐƚ 
ŐŽǀĞƌŶĂŶĐĞ ĂƌƌĂŶŐĞŵĞŶƚƐ͕͛ ŝŶĐůƵĚŝŶŐ ͚ƌĞŵƵŶĞƌĂƚŝŽŶ ƉŽůŝĐŝĞƐ ĂŶĚ ƉƌĂĐƚŝĐĞƐ ƚŚĂƚ ĂƌĞ ĐŽŶƐŝƐƚĞŶƚ ǁŝƚŚ 
ĂŶĚ ƉƌŽŵŽƚĞ ƐŽƵŶĚ ĂŶĚ ĞĨĨĞĐƚŝǀĞ ƌŝƐŬ ŵĂŶĂŐĞŵĞŶƚ͛͘49

 “ƵƉĞƌǀŝƐŽƌƐ ĂƌĞ ƚŽ ͚assess whether those 

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

them ͚ƉŽǁĞƌ ƚŽ ŝŵƉŽƐĞ ĨŝŶĂŶĐŝĂů ĂŶĚ ŶŽŶ-financial penalties or ŽƚŚĞƌ ŵĞĂƐƵƌĞƐ͛͘51
 Annex V sets out a 

ŶƵŵďĞƌ ŽĨ ƉƌŝŶĐŝƉůĞƐ͕ ƌĞƋƵŝƌŝŶŐ͕ ŝŶƚĞƌ ĂůŝĂ͕ ƚŚĂƚ ƌĞŵƵŶĞƌĂƚŝŽŶ ƉŽůŝĐŝĞƐ ĚŽ ŶŽƚ ͚ĞŶĐŽƵƌĂŐĞ ƌŝƐŬ ƚĂŬŝŶŐ 
ƚŚĂƚ ĞǆĐĞĞĚƐ ƚŚĞ ůĞǀĞů ŽĨ ƚŽůĞƌĂƚĞĚ ƌŝƐŬ ŽĨ ƚŚĞ ĐƌĞĚŝƚ ŝŶƐƚŝƚƵƚŝŽŶ͖͛ ƚŚĂƚ Ăƚ ůĞĂƐƚ ϰϬй ŽĨ ǀĂƌŝĂďůĞ 
remuneration shoulĚ ďĞ ͚ĚĞĨĞƌƌĞĚ ŽǀĞƌ Ă ƉĞƌŝŽĚ ǁŚŝĐŚ ŝƐ ŶŽƚ ůĞƐƐ ƚŚĂŶ ƚŚƌĞĞ ƚŽ ϱ ǇĞĂƌƐ͛ ĂŶĚ 
͚correctly aligned with the nature of the business, its risks and the activities of the member of staff in 

question͖͛ ĂŶĚ ƚŚĂƚ ƌĞŵƵŶĞƌĂƚŝŽŶ ƐŚŽƵůĚ ŽŶůǇ ďĞ ƉĂŝĚ Žƌ ǀĞƐƚ ͚ŝĨ ŝƚ ŝƐ ƐƵƐƚainable according to the 

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

ƚŚĞ ĐƌĞĚŝƚ ŝŶƐƚŝƚƵƚŝŽŶ͕ ƚŚĞ ďƵƐŝŶĞƐƐ ƵŶŝƚ ĂŶĚ ƚŚĞ ŝŶĚŝǀŝĚƵĂů ĐŽŶĐĞƌŶĞĚ͛͘ TŚĞƐĞ ƉƌŝŶĐŝƉůĞƐ ƌĞĨůĞĐƚ ďŽƚŚ 
the FSF Guidelines and tŚĞ CŽŵŵŝƐƐŝŽŶ͛Ɛ ‘ĞĐŽŵŵĞŶĚĂƚŝŽŶ͕ ǁŚŝůĞ ƚŚĞ ŵŽƌĞ ĚĞƚĂŝůĞĚ ĐŽŵƉŽŶĞŶƚƐ͕ 
ƐƵĐŚ ĂƐ ƚŚĞ ĚĞĨĞƌƌĂů ƌĞƋƵŝƌĞŵĞŶƚƐ ĂƌĞ ƚĂŬĞŶ ƐƚƌĂŝŐŚƚ ĨƌŽŵ ƚŚĞ BĂƐĞů CŽŵŵŝƚƚĞĞ͛Ɛ 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 Guidelines͕ ŚĞĂĚĞĚ ͚“ƉĞĐŝĨŝĐ ‘ĞƋƵŝƌĞŵĞŶƚƐ ŽŶ ‘ŝƐŬ AůŝŐŶŵĞŶƚ͕͛52
 advises national regulators to 

ensure tŚĂƚ ŝŶƐƚŝƚƵƚŝŽŶƐ ͚ƚĂŬĞ ŝŶƚŽ ĂĐĐŽƵŶƚ ďŽƚŚ ĐƵƌƌĞŶƚ ĂŶĚ ĨƵƚƵƌĞ ƌŝƐŬƐ ƚŚĂƚ ĂƌĞ ƚĂŬĞŶ ďǇ ƚŚĞ ƐƚĂĨĨ 
ŵĞŵďĞƌ͕͛ ͚ǁŚĞƚŚĞƌ ŽŶ Žƌ ŽĨĨ ďĂůĂŶĐĞ ƐŚĞĞƚ͕͛53

 and that their risk adjustment measures include 

͚ĚŝĨĨŝĐƵůƚ-to-ŵĞĂƐƵƌĞ͛ ƌŝƐŬƐ͘54
 Regulators should ensure that institutŝŽŶƐ ͚ĐŽŶƐŝĚĞƌ ƚŚĞ ĨƵůů ƌĂŶŐĞ ŽĨ 

ĐƵƌƌĞŶƚ ĂŶĚ ƉŽƚĞŶƚŝĂů ;ƵŶĞǆƉĞĐƚĞĚͿ ƌŝƐŬƐ ĂƐƐŽĐŝĂƚĞĚ ǁŝƚŚ ƚŚĞ ĂĐƚŝǀŝƚŝĞƐ ƵŶĚĞƌƚĂŬĞŶ͕͛ ŝŶĐůƵĚŝŶŐ ͚ƐĞǀĞƌĞ 
ƌŝƐŬƐ Žƌ ƐƚƌĞƐƐĞĚ ĐŽŶĚŝƚŝŽŶƐ͛ ĂŶĚ ŵĂŬĞ Ğǆ ĂŶƚĞ ƌŝƐŬ ĂĚũƵƐƚŵĞŶƚƐ ǁŚŝĐŚ ƚĂŬĞ ĂĐĐŽƵŶƚ ŽĨ ƚŚĞŵ͘55

 The 

Guidelines recognise that ex ante risk adjustments may fail ͚ĚƵĞ ƚŽ ƵŶĐĞƌƚĂŝŶƚǇ͕͛56
 making ex post 

adjustments of remuneration, such as malus or clawback,
57

 ͚ĂďƐŽůƵƚĞůǇ ŶĞĐĞƐƐĂƌǇ͛ to allow financial 

ŝŶƐƚŝƚƵƚŝŽŶƐ ͚ƚŽ ĂĚũƵƐƚ... variable remuneration as time goes by and the outcomes ŽĨ ƚŚĞ ƐƚĂĨĨ͛Ɛ 
ĂĐƚŝŽŶƐ ŵĂƚĞƌŝĂůŝǌĞ͛͘58

 AĐĐŽƌĚŝŶŐůǇ͕ ƌĞŐƵůĂƚŽƌƐ ĂƌĞ ĞŶĐŽƵƌĂŐĞĚ ĐŚĞĐŬ ƚŚĂƚ ͚Ğǆ ƉŽƐƚ ƌŝƐŬ ĂĚũƵƐƚŵĞŶƚƐ 
ĂƌĞ ĚĞĨŝŶĞĚ ĂŶĚ ĚĞƚĂŝůĞĚ͛͘59

 

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 

ƌĞƚƵƌŶ ĂŶĚ ŽƚŚĞƌ ŵĞĂƐƵƌĞƐ ǁŚŝĐŚ ͚ĚŽ ŶŽƚ ŝŶĐŽƌƉŽƌĂƚĞ ĞǆƉůŝĐŝƚ ƌŝƐŬ ĂĚũƵƐƚŵĞŶƚ ĂŶĚ ĂƌĞ ǀĞƌǇ ƐŚŽƌƚ-ƚĞƌŵ͕͛ ĂŶĚ ƐŽ 
͚ĂƌĞ ŶŽƚ ƐƵĨĨŝĐŝĞŶƚ ƚŽ ĐĂƉƚƵƌĞ Ăůů ƚŚĞ ƌŝƐŬƐ ŽĨ ƚŚĞ ƐƚĂĨĨ ŵĞŵďĞƌ͛Ɛ ĂĐƚŝǀŝƚŝĞƐ͛͘  
56

 Id, 59 
57

 Malus ͚ŽƉĞƌĂƚĞƐ ďǇ ĂĨĨĞĐƚŝŶŐ ƚŚĞ ǀĞƐƚŝŶŐ ƉƌŽĐĞƐƐ ĂŶĚ ĐĂŶŶŽƚ ŽƉĞƌĂƚĞ ĂĨƚĞƌ ƚŚĞ ĞŶĚ ŽĨ ƚŚĞ ĚĞĨĞƌƌĂů ƉĞƌŝŽĚ͕͛ 
ǁŚŝůĞ ĐůĂǁďĂĐŬ ͚ƚǇƉŝĐĂůůǇ ŽƉĞƌĂƚĞƐ ŝŶ ƚŚĞ ĐĂƐĞ ŽĨ ĞƐƚĂďůŝƐŚĞĚ ĨƌĂƵĚ Žƌ ŵŝƐůĞĂĚŝŶŐ ŝŶĨŽƌŵĂƚŝŽŶ͛͘ TŚĞƐĞ ŵĞĂƐƵƌĞƐ 
ƐŚŽƵůĚ ďĞ ͚ďĂƐĞĚ ŽŶ ďŽƚŚ ƋƵĂŶƚŝƚĂƚŝǀĞ ŵĞĂƐƵƌĞƐ ĂŶĚ ŝŶĨŽƌŵĞĚ ũƵĚŐŵĞŶƚ͛ ;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 ƚŽ ůĂǇ ĚŽǁŶ ͚ƐƉĞĐŝĨŝĐ ĐƌŝƚĞƌŝĂ͛ ĨŽƌ ĚĞƚĞƌŵŝŶŝŶŐ ƚŚĞ ƌĂƚŝŽ ďĞƚǁĞĞŶ ĨŝǆĞĚ 
and variable pay. The Guidelines ŶŽƚĞ ƚŚĂƚ ͚ƚŚĞ ŚŝŐŚĞƌ ƚŚĞ ƉŽƐƐŝďůĞ ǀĂƌŝĂďůĞ ƌĞŵƵŶĞƌĂƚŝŽŶ͕ ƚŚĞ 
stronger the incentive will be to deliver the needed performance, and the bigger the associated risks 

ǁŝůů ďĞĐŽŵĞ͛͘60
 The CEBS recommended that policies ƐĞƚ ŽƵƚ ͚ĞǆƉůŝĐŝƚ ŵĂǆŝŵƵŵ ƌĂƚŝŽ;ƐͿ ŽŶ ƚŚĞ 

variable component in relation to the fixed component͛61
 ďƵƚ ĚĞĐůŝŶĞĚ ƚŽ ͚decree one optimal 

ƌĞůĂƚŝŽŶƐŚŝƉ ďĞƚǁĞĞŶ ƚŚĞ ĨŝǆĞĚ ĂŶĚ ǀĂƌŝĂďůĞ ĐŽŵƉŽŶĞŶƚƐ͛͘62
 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 

͚ůĂĐŬ ŽĨ ĞǆƉƌĞƐƐ ƌĞƋƵŝƌĞŵĞŶƚƐ ƚŽ ƐƵƉĞƌǀŝƐĞ ƌŝƐŬƐ ĂƌŝƐŝŶŐ ŝŶ ĐŽŶŶĞĐƚŝŽŶ ǁŝƚŚ ƌĞŵƵŶĞƌĂƚŝŽŶ ƉŽůŝĐŝĞƐ͛ ĨŽƌ 
the ͚ŝŶƐƵĨĨŝĐŝĞŶƚ ƐƵƉĞƌǀŝƐŽƌǇ ŽǀĞƌƐŝŐŚƚ͛ ŽĨ ƌĞŵƵŶĞƌĂƚŝŽŶ 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 ͚ƌŝƐŬ ƚŚĂƚ ƐǇƐƚĞŵŝĐ ƐŚŽĐŬƐ ŽĨ Ă ƐŝŵŝůĂƌ ƐĐĂůĞ ŽĐĐƵƌ ŝŶ ƚŚĞ ĨƵƚƵƌĞ͕͛ 
͚ƐƵďũĞĐƚŝŶŐ Ă ǁŝĚĞ ƌĂŶŐĞ ŽĨ ƐƚĂŬĞŚŽůĚĞƌƐ͕ ŝŶĐůƵĚŝŶŐ ďĂŶŬ ĐƌĞĚŝƚŽƌƐ ;Ğ͘Ő͘ ĚĞƉŽƐŝƚŽƌƐͿ͕ ƐŚĂƌĞŚŽůĚĞƌƐ͕ 
ĞŵƉůŽǇĞĞƐ͕ ďŽƌƌŽǁĞƌƐ ĂŶĚ ƚĂǆƉĂǇĞƌƐ͕ ƚŽ ƵŶƉƌĞĐĞĚĞŶƚĞĚ ĞĐŽŶŽŵŝĐ ĐŽƐƚƐ͛͘65

 The ͚ŵŽƐƚ ŵĂƚĞƌŝĂů 
ĞǆƉĞĐƚĞĚ ďĞŶĞĨŝƚ͛ ŽĨ ƚŚĞ ƐĐŚĞŵĞ ŝƐ ƚŚĞ ͚ĐŽŶƚĂŝŶŵĞŶƚ͛ ŽĨ ďĂŶŬŝŶŐ ůŽƐƐĞƐ ŝŶ ƚŚĞ ĨƵƚƵƌĞ, and this ͚ďǇ ĨĂƌ 
outweighs the costs͛ ŽĨ ƚŚĞ ƐĐŚĞŵĞ͘ CŽŵĨŽƌƚŝŶŐůǇ͕ ƚŚĞ ƐĐŚĞŵĞ ǁŝůů ŶŽƚ ĐƌĞĂƚĞ Ă ĚĂŶŐĞƌ ŽĨ Ă ͚ĚƌĂŝŶ ŽĨ 
ƚĂůĞŶƚ ĂďƌŽĂĚ͛ ǁŚŝĐŚ ŵĂǇ ͚ŝŵƉĂĐƚ ŽŶ ƚŚĞ ƐƵƉƉůǇ ŽĨ ƚĂůĞŶƚ ƚŽ ƚŚĞ ŝŶĚƵƐƚƌǇ͛͘66

 The crucial assumption 

here ʹ which is questioned in detail in the next section ʹ 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 ƐƚĂƚĞƐ ƚŚĂƚ ͚CƌĞĚŝƚ ŝŶƐƚŝƚƵƚŝŽŶƐ ƐŚĂůů ƐĞƚ ƚŚĞ ĂƉƉƌŽƉƌŝĂƚĞ ƌĂƚŝŽƐ 
between the fixed and variable component of the totaů ƌĞŵƵŶĞƌĂƚŝŽŶ͛͘ 
64

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

investment firms were arguably ĂůƌĞĂĚǇ ŽďůŝŐĞĚ ͚ƚŽ ĞŶƐƵƌĞ ƚŚĂƚ ƌĞŵƵŶĞƌĂƚŝŽŶ ƉŽůŝĐŝĞƐ ĂŶĚ ƉƌĂĐƚŝĐĞƐ ĚŽ ŶŽƚ 
expose the firm to unmanagĞĂďůĞ ƌŝƐŬƐ ƚŚĂƚ ĞǆĐĞĞĚ ƚŚĞ ůĞǀĞů ƚŽůĞƌĂƚĞĚ ďǇ ƚŚĞ Ĩŝƌŵ͕͛ ďƵƚ that these obligations 

ǁĞƌĞ ͚ŝŶƐƵĨĨŝĐŝĞŶƚůǇ ĞǆƉůŝĐŝƚ͛͘ 
65

 Id, 20. 
66

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

ŝŶĐĞŶƚŝǀĞƐ ĨŽƌ ͚ĞǆĐĞƐƐŝǀĞ ƌŝƐŬ-ƚĂŬŝŶŐ͛, 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 

ŶŽƚĞĚ ƚŚĂƚ ͚ƐƵƉĞƌǀŝƐŽƌƐ ĂŶĚ ƌĞŐƵůĂƚŽƌƐ ǁĞƌĞ ǀĞƌǇ ƌĞůŝĂŶƚ ƵƉŽŶ ƌŝƐŬ ĂƐƐĞƐƐŵĞŶƚƐ ƉƌŽǀŝĚĞĚ ďǇ ĐƌĞĚŝƚ 
ƌĂƚŝŶŐƐ ĂŐĞŶĐŝĞƐ͕ Žƌ ĐƌĞĂƚĞĚ ďǇ ďĂŶŬƐ ƵƐŝŶŐ ƚŚĞŝƌ ŽǁŶ ŵĂƚŚĞŵĂƚŝĐĂů ƌŝƐŬ ŵŽĚĞůƐ͛͘67

 For its part, the 

F“A ĂĐĐĞƉƚƐ ƚŚĂƚ ŝƚ ŽĨĨĞƌĞĚ ͚ŝŶƐƵĨĨŝĐŝĞŶƚ ĐŚĂůůĞŶŐĞ ƚŽ ŵĂŶĂŐĞŵĞŶƚ ĂƐƐƵŵƉƚŝŽŶƐ ĂŶĚ ũƵĚŐĞŵĞŶƚƐ͕͛ Ăs 

well as failing to address ŽďǀŝŽƵƐ ƌŝƐŬƐ ĂƌŝƐŝŶŐ ĨƌŽŵ ‘B“͛Ɛ ĚĞƉĞŶĚĞŶĐĞ ŽŶ ͚ŶŽŶ-sterling short-term 

ǁŚŽůĞƐĂůĞ ĨƵŶĚŝŶŐ͛͘ 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 bĂŶŬƐ͛ ŽƉĞƌĂƚŝŽŶƐ ǁĞƌĞ ƐŝŵƉůǇ ƚŽŽ ĐŽŵƉůĞǆ ĨŽƌ ƌĞŐƵůĂƚŽƌƐ ƚŽ ŐƌĂƐƉ 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 ͚ŶŽƌŵĂů͛ 
risk-taking, which is the core business of banks that fund long-term assets with short-term liabilities, 

and remuneration which encourages ͚ĞǆĐĞƐƐŝǀĞ͛ ƌŝƐŬ-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 ͚LĞƐƐŽŶƐ ĨƌŽŵ ƚŚĞ ŐůŽďĂů ĨŝŶĂŶĐŝĂů ĐƌŝƐŝƐ ĨŽƌ 
ƌĞŐƵůĂƚŽƌƐ ĂŶĚ ƐƵƉĞƌǀŝƐŽƌƐ͕͛ PĂƉĞƌ ƉƌĞƐĞŶƚĞĚ Ăƚ Ϯϱth

 Anniversary Workshop of the Advanced Studies Program 

of the IFW, KŝĞů ŽŶ ͞TŚĞ GůŽďĂů FŝŶĂŶĐŝĂů CƌŝƐŝƐ͗ LĞƐƐŽŶƐ ĂŶĚ OƵƚůŽŽŬ͘͟ See also J. KǁĂŬ͕ ͚CƵůƚƵƌĂů CĂƉƚƵƌĞ ĂŶĚ 
ƚŚĞ FŝŶĂŶĐŝĂů CƌŝƐŝƐ͛ ŝŶ 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, ĂƌŐƵŝŶŐ ƚŚĂƚ ͚ƌĞŐƵůĂƚŝŽŶ ĚĞǀĞůŽƉƐ ǁŝƚŚŝŶ ďƌŽĂĚĞƌ ĨƌĂŵĞǁŽƌŬƐ ŽĨ 
ƵŶĚĞƌƐƚĂŶĚŝŶŐ͕ ǁŚĞƌĞ ŶĂƌƌĂƚŝǀĞƐ ĨƌĂŵĞ ǁŚĂƚ ŝƐ ƉŽƐƐŝďůĞ Žƌ ŶĞĐĞƐƐĂƌǇ͛͘ Even by 1986, Minsky was remarking on 

the influence of neoclassical economics, noting ƚŚĂƚ ͚ĨĂƐŚŝŽŶĂďůĞ ĞĐŽŶŽŵŝĐ ƚŚĞŽƌǇ ĂƌŐƵĞƐ ƚŚĂƚ ŵĂƌŬĞƚƐ ĂƌĞ 
ƐƚĂďůĞ ĂŶĚ ĞĨĨŝĐŝĞŶƚ͕͛ ǁŚŝĐŚ ƉƵƚƐ ƚŚĞ ƌĞŐƵůĂƚŽƌƐ ͚ƵŶĚĞƌ ƉƌĞƐƐƵƌĞ ƚŽ ĂůůŽǁ ĨŝŶĂŶĐŝĂů ƉƌĂĐƚŝĐĞƐ ƚŽ ĞǀŽůǀĞ ŝŶ 
ƌĞƐƉŽŶƐĞ ƚŽ ͞ŵĂƌŬĞƚ ĨŽƌĐĞƐ͕͛͟ ŶŽƚǁŝƚŚƐƚĂŶĚŝŶŐ ƚŚĞŝƌ ͚ƌŝŐŚƚ ĂŶĚ ƌĞƐƉŽŶƐŝďŝůŝƚǇ͛ ĂƐ ůĞŶĚĞƌ ŽĨ ůĂƐƚ ƌĞƐŽƌƚ ĂŶĚ 
ŝŶƐƵƌĞƌ ŽĨ ƚŚĞ ĨŝŶĂŶĐŝĂů ƐǇƐƚĞŵ ƚŽ ͚ĐŽŶƚƌŽů ĂŶĚ ƉƌĞǀĞŶƚ ďƵƐŝŶĞƐƐ ƉƌĂĐƚŝĐĞƐ ƚŚĂƚ ƚĞŶĚ ĞŝƚŚĞƌ ƚŽ ĐƌĞĂƚĞ or to 

ǁŽƌƐĞŶ ĨŝŶĂŶĐŝĂů ĐƌŝƐĞƐ͛ ;op cit, n6, 51-2). 
71

 Op cit, n67, 18. 
72

 Op cit, n23, 29, noting that the F“A ŽƉĞƌĂƚĞĚ ŝŶ Ă ĐŽŶƚĞǆƚ ͚ǁŚŝĐŚ ĞŶƚĂŝůĞĚ͘͘͘ Ă ƐƚƌŽŶŐ ĨŽĐƵƐ ŽŶ ƚŚĞ ŝŵƉŽƌƚĂŶĐĞ 
ŽĨ ƚŚĞ ͞ĐŽŵƉĞƚŝƚŝǀĞŶĞƐƐ͟ ŽĨ ƚŚĞ UK ĨŝŶĂŶĐŝĂů ƐĞƌǀŝĐĞƐ ƐĞĐƚŽƌ ĂŶĚ ƐŽ ŽĨ ĂǀŽŝĚŝŶŐ ͞ƵŶŶĞĐĞƐƐĂƌǇ͟ ƌĞŐƵůĂƚŝŽŶ͛ Ă 
ĨŽĐƵƐ ǁŚŝĐŚ ͚ƌĞĨůĞĐƚĞĚ ŝŶ ƉĂƌƚ͛ Ɛection 2(3) of the Financial Services and Markets Act 2000, which instructed the 

F“A ƚŽ ͚ŚĂǀĞ ƌĞŐĂƌĚ ƚŽ͛ 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: 

͚UŶĚĞƌƐƚĂŶĚŝŶŐ ƚŚĞ ĞĨĨĞĐƚ ŽĨ Ă ŚĞƚĞƌŽŐĞŶĞŽƵs 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 

ƚŚĞ ƌĞŐƵůĂƚŽƌ͛͘73
 

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 ŽƵƚĐŽŵĞƐ ďƵƚ ĚŽ ŶŽƚ ŬŶŽǁ ƚŚĞ ĚŝƐƚƌŝďƵƚŝŽŶ ŽĨ ƉƌŽďĂďŝůŝƚŝĞƐ͕ ďĞĐĂƵƐĞ ͚ƚŚĞƌĞ ŝƐ ŶŽ 
ǀĂůŝĚ ďĂƐŝƐ ŽĨ ĂŶǇ ŬŝŶĚ ĨŽƌ ĐůĂƐƐŝĨǇŝŶŐ ŝŶƐƚĂŶĐĞƐ͛. Under risk, they know the distribution of 

probabilities either a priori or statistically.
74

 The regulatory scheme emphasises the importance of 

ŝŶĐůƵĚŝŶŐ ͚ĚŝĨĨŝĐƵůƚ ƚŽ ŵĞĂƐƵƌĞ͛ ƌŝƐŬƐ ǁŝƚŚŝŶ ƚŚĞ ƐĐŽƉĞ ŽĨ ŽǀĞƌƐŝŐŚƚ͕ 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 ƚŚĞ ƚĞƌŵ ͚ƵŶĐĞƌƚĂŝŶ͛ ĨŽƌ ŵĂƚƚĞƌƐ ĨŽƌ ǁŚŝĐŚ there is ͚no scientific basis 

on which to form any calculable probability whatever͛͘76
 The complexity and opacity of financial 

ŵĂƌŬĞƚƐ͕ ƚŚĞ ĐŽŶƐƚĂŶƚ ƋƵĞƐƚ ĨŽƌ ͚ŝŶŶŽǀĂƚŝŽŶ͛ 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 ĚŝƐƚŝŶŐƵŝƐŚ ďĞƚǁĞĞŶ ͚ŶŽƌŵĂů͛ 
ĂŶĚ ͚ĞǆĐĞƐƐŝǀĞ͛ ƌŝƐŬ-taking. Minsky ĚŝǀŝĚĞĚ ůŽĂŶƐ ŝŶƚŽ ͚ŚĞĚŐĞ ĨŝŶĂŶĐĞ͕͛ ǁŚĞƌĞ ƚŚĞ ƉĂƌƚŝĞƐ ĞǆƉĞĐƚ ƚŚĞ 
ĐĂƐŚ ĨůŽǁ ĨƌŽŵ ƚŚĞ ĂƐƐĞƚƐ ƚŽ ƐĞƌǀŝĐĞ ŝŶƚĞƌĞƐƚ ĂŶĚ ƌĞƉĂǇŵĞŶƚ ŽďůŝŐĂƚŝŽŶƐ͕ ĂŶĚ ͚ƐƉĞĐƵůĂƚŝǀĞ ĂŶĚ PŽŶǌŝ 
ĨŝŶĂŶĐĞ͕͛ ǁŚĞƌĞ ƚŚĞ ƉĂƌƚŝĞƐ ĚŽ ŶŽƚ ĞǆƉĞĐƚ ĂĚĞƋƵĂƚĞ ĐĂƐŚ ĨůŽǁ ĂŶĚ ǁŝůů ďĞ ĚĞƉĞŶĚĞŶƚ ƵƉŽŶ ĂĐcess to 

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

                                                           
73

 Op cit, n70, 23 and 38. Buiter͛Ɛ ƉƌĞĨĞƌƌĞĚ ƐŽůƵƚŝŽŶ ŝƐ Ă ďŝŶĚŝŶŐ 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. Taleb͕ ͚BůĂĐŬ “ǁĂŶƐ ĂŶĚ ƚŚĞ DŽŵĂŝŶƐ ŽĨ “ƚĂƚŝƐƚŝĐƐ͛ ;ϮϬϬϳͿ ϲϭ;ϯͿ TŚĞ AŵĞƌŝĐĂŶ 
Statistician 1. 
76

 J.M. KĞǇŶĞƐ͕ ͚TŚĞ GĞŶĞƌĂů TŚĞŽƌǇ ŽĨ EŵƉůŽǇŵĞŶƚ͛ ;ϭϵϯϳͿ ϱϭ Quarterly Journal of Economics 209. In a similar 

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

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

 )Ăůŵ͕ ĨŽƌ ĞǆĂŵƉůĞ͕ ĂƌŐƵĞƐ ƚŚĂƚ ƚŚĞ ĐƌĞĂƚŝŽŶ ŽĨ ƚŚĞ ƐĞĐƵƌŝƚŝƐĂƚŝŽŶ ŵĂƌŬĞƚ ĂŵŽƵŶƚĞĚ ƚŽ Ă ͚ƌĞŐŝŵĞ ĐŚĂŶŐĞ͛ ŝŶ 
ǁŚŝĐŚ ͚Ăůů ƚŚĞ ƐƚĂƚŝƐƚŝĐƐ ŽĨ ƚŚĞ ƉĂƐƚ ďĞĐŽŵĞ ŝƌƌĞůĞǀĂŶƚ͕͛ ďƵƚ ǁŚŝĐŚ ǁĂƐ ͚ŽǀĞƌůŽŽŬĞĚ ďǇ ŝŶǀĞƐƚŽƌƐ ĂŶĚ ƌŝƐŬ-

ŵĂŶĂŐĞƌƐ͛͘ G. )Ăůŵ͕ ͚TŚĞ FŽƌŐŽƚƚĞŶ ‘ŝƐŬ͗ FŝŶĂŶĐŝĂů IŶĐĞŶƚŝǀĞƐ͛ (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. AƐ MŝŶƐŬǇ ƉƵƚƐ ŝƚ͕ ͚ƚŚĞ ƌŝƐŬƐ ďĂŶŬĞƌƐ ĐĂƌƌǇ ĂƌĞ ŶŽƚ ŽďũĞĐƚŝǀĞ ƉƌŽďĂďŝůŝƚǇ ƉŚĞŶŽŵĞŶĂ͖ ŝŶƐƚĞĂĚ 
ƚŚĞǇ ĂƌĞ ƵŶĐĞƌƚĂŝŶƚǇ ƌĞůĂƚŝŽŶƐ ƚŚĂƚ ĂƌĞ ƐƵďũĞĐƚŝǀĞůǇ ǀĂůƵĞĚ͛͘78

 Since objective probabilities cannot be 

assigned to the chances of default on particular loans, the ƌĞŐƵůĂƚŽƌ͛Ɛ ĂƐƐĞƐƐŵĞŶƚ ŽĨ ǁŚĞƚŚĞƌ ƌŝƐŬƐ 
ĂƌĞ ͚ĞǆĐĞƐƐŝǀĞ͛ ǁŝůů ďĞ ĂƐ ƐƵďũĞĐƚŝǀĞ ĂƐ ƚŚŽƐĞ ŽĨ ƚŚĞ ďĂŶŬĞƌƐ ǁŚŽ ŵĂĚĞ ƚŚĞ ŽƌŝŐŝŶĂů ůŽĂŶ. 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 ĨŽƌ ͚ĚŝĨĨŝĐƵůƚ-to-ŵĞĂƐƵƌĞ͛ ĂŶĚ ƚĂŝů ƌŝƐŬƐ͕ and that these issues should be addressed 

by means of deferrals and ex post adjustments instead. For example, the BCBS recognises that ͚Ğǆ 
ĂŶƚĞ ƌŝƐŬ ĂĚũƵƐƚŵĞŶƚ ŝƐ ůĞƐƐ ůŝŬĞůǇ ƚŽ ǁŽƌŬ ĞĨĨĞĐƚŝǀĞůǇ͛ where risks ĂƌĞ ͚ĚŝĨĨŝĐƵůƚ ƚŽ ŵĞĂƐƵƌĞ͕ ƚŽ ŵŽĚĞů 
or are simply not known at ƚŚĞ ƚŝŵĞ ŽĨ ƚŚĞ ĂǁĂƌĚ͛, but ƐƵŐŐĞƐƚƐ ŚŽƉĞĨƵůůǇ ƚŚĂƚ ͚ĚĞĨĞƌƌĂů could help 

ƌĞĚƵĐĞ ŝŶĐĞŶƚŝǀĞƐ ƚŽ ƚĂŬĞ ƐƵĐŚ ƌŝƐŬƐ͛.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 

ŵŽƌĞ Ğǆ ƉŽƐƚ ĂĚũƵƐƚŵĞŶƚƐ ƚŽ ͚ƐƚƌŝƉ ƐƚĂĨĨ ŽĨ ĂǁĂƌĚƐ ƚŚĞǇ ƌĞĐĞived for past performances that no 

ůŽŶŐĞƌ ůŽŽŬ ƐŽ ĨĂǀŽƵƌĂďůĞ͛͘ OǀĞƌ ƚŚĞ ůĂƐƚ ƚŚƌĞĞ ǇĞĂƌƐ͕ ͚ďŝŐ EƵƌŽƉĞĂŶ ďĂŶŬƐ͘͘͘ ŚĂǀĞ ĞŶĨŽƌĐĞĚ ĐůĂǁďĂĐŬ 
ĚŽǌĞŶƐ ŽĨ ƚŝŵĞƐ͛ ŝŶ ƌĞůĂƚŝŽŶ ƚŽ ĞǆĐĞƐƐŝǀĞ ƌŝƐŬ-taking which ultimately produces losses, such as JP 

MŽƌŐĂŶ͛Ɛ ŵĂƐƐŝǀĞ ůŽƐƐes 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 

ƌĞŐƵůĂƚŽƌƐ ǁŚŽ ǁĞƌĞ ŽǀĞƌƐĞĞŝŶŐ ƚŚĞ ďĂŶŬƐ͛ ƌĞŵƵŶĞƌĂƚŝŽŶ ƐĐŚĞŵĞƐ ŝŶ ůŝŶĞ ǁŝƚŚ ƚŚĞ C‘D͕ ǇĞƚ the 

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

ĨŽƌƚƵŶĂƚĞ ƚŚĂƚ JP MŽƌŐĂŶ͛Ɛ ĚĞƌŝǀĂƚŝǀĞ ůŽƐƐĞƐ ĚŝĚ ŶŽƚ ďƌŝŶg 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.  
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 op cit, n6, 267 
79

 BCBS, ͚‘ĂŶŐĞ ŽĨ MĞƚŚŽĚŽůŽŐŝĞƐ ĨŽƌ ‘ŝƐŬ ĂŶĚ PĞƌĨŽƌŵĂŶĐĞ AůŝŐŶŵĞŶƚ ŽĨ ‘ĞŵƵŶĞƌĂƚŝŽŶ͕͛ 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

 ͚BĂŶŬƐ ƌĞĂĚǇ ƚŽ ĐůĂǁ ďĂĐŬ ŵŽƌĞ ďŽŶƵƐĞƐ͕͛ Financial Times, 27
th

 August 2012. In its Range of Methodologies 

paper, op cit, n79, the BCBS notes at para 21 that ͚ŵŽƐƚ ĐůĂǁďĂĐŬƐ ĂƌĞ ƚƌŝŐŐĞƌĞĚ ŽŶůǇ ǁŚĞŶ ƚŚĞ Ĩŝƌŵ ůĞĂƌŶƐ ƚŚĂƚ 
information previously provided by an employee was misstated, or when the firm learns that the employee 

ŚĂĚ ǀŝŽůĂƚĞĚ ŝŶƚĞƌŶĂů ƉŽůŝĐŝĞƐ͛͘ This is not entirely reassuring. 
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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 ďĂŶŬ͛Ɛ 

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. TŚĞ EƵƌŽƉĞĂŶ PĂƌůŝĂŵĞŶƚ͛Ɛ EĐŽŶŽŵŝc 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 ƚŚĂƚ ͚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.͛86
 The Financial Times reported that 

Parliamentary approval at first reading was likely, and that the Parliament was ͚ŝŶ ĂŶ ƵŶƵƐƵĂůůǇ 
ƐƚƌŽŶŐ ďĂƌŐĂŝŶŝŶŐ ƉŽƐŝƚŝŽŶ͕͛ ǁŝƚŚ ͚ƐŽůŝĚ ĐƌŽƐs-party consensus͛ ďĞŚŝŶĚ ŝƚ͘87

 It also received cautious 

support in the Liikanen Report, which recommended that consideration be given to ͚ĨƵƌƚŚĞƌ 
ƌĞƐƚƌŝĐƚŝŽŶƐ ;ĨŽƌ ĞǆĂŵƉůĞ ƚŽ ϱϬйͿ ŽŶ ƚŚĞ ůĞǀĞů ŽĨ ǀĂƌŝĂďůĞ ŝŶĐŽŵĞ ƚŽ ĨŝǆĞĚ ŝŶĐŽŵĞ͛͘ Iƚ ĂĚĚĞĚ ƚŚĂƚ Ă 
͚ĐůĞĂƌ ƌĞŐƵůĂƚŽƌǇ ĐĂƉ͛ ŽŶ ƌĞŵƵŶĞƌĂƚŝŽŶ ǁŽƵůĚ ͚ƐƵďƐƚĂŶƚŝĂůůǇ ĞĂƐĞ ƚŚĞ ƚĂƐŬ ŽĨ ƚŚĞ ƐƵƉĞƌǀŝƐŽƌǇ 
ĂƵƚŚŽƌŝƚŝĞƐ ŝŶ ƐĐƌĞĞŶŝŶŐ ŽƵƚ ƵŶĚĞƐŝƌĂďůĞ ƌĞŵƵŶĞƌĂƚŝŽŶ ƉŽůŝĐŝĞƐ͛͘88
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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 ʹ albeit less than prescriptive ʹ provision that ͚ƵƉ ƚŽ ϭϬϬй 
of the total variable remuneration shall be subject to maluƐ Žƌ ĐůĂǁďĂĐŬ ĂƌƌĂŶŐĞŵĞŶƚƐ͕͛ ŝŶ ƉĂƌƚŝĐƵůĂƌ 
ǁŚĞƌĞ ͚ƚŚĞ ƐƚĂĨĨ ŵĞŵďĞƌ͘͘͘ ƉĂƌƚŝĐŝƉĂƚĞĚ ŝŶ Žƌ ǁĂƐ ƌĞƐƉŽŶƐŝďůĞ ĨŽƌ ĐŽŶĚƵĐƚ ǁŚŝĐŚ ƌĞƐƵůƚĞĚ ŝŶ 
ƐŝŐŶŝĨŝĐĂŶƚ ůŽƐƐĞƐ ƚŽ ƚŚĞ ŝŶƐƚŝƚƵƚŝŽŶ͛͘90

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

variable remuneration ŽĨ ͚ƐĞŶŝŽƌ ŵĂŶĂŐĞŵĞŶƚ͕ ƌŝƐŬ ƚĂŬĞƌƐ͕ ƐƚĂĨĨ ĞŶŐĂŐĞĚ ŝŶ ĐŽŶƚƌŽů ĨƵŶĐƚŝŽŶƐ͛ ĂŶĚ 
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 

ďĞƚǁĞĞŶ ĨŝǆĞĚ ƌĞŵƵŶĞƌĂƚŝŽŶ͕ ǁŚŝĐŚ ŝƐ ƐƵƉƉŽƐĞĚ ƚŽ ƌĞĨůĞĐƚ ͚ƌĞůĞǀĂŶƚ ƉƌŽĨĞƐƐŝŽŶĂů ĞǆƉĞƌŝĞŶĐĞ ĂŶĚ 
ŽƌŐĂŶŝƐĂƚŝŽŶĂů ƌĞƐƉŽŶƐŝďŝůŝƚǇ͘͘͘ ĂƐ ƉĂƌƚ ŽĨ ƚŚĞ ƚĞƌŵƐ ŽĨ ĞŵƉůŽǇŵĞŶƚ͕͛ ǁŚŝůĞ ǀĂƌŝĂďůĞ ƌĞŵƵŶĞƌĂƚŝŽŶ 
ƐŚŽƵůĚ ͚ƌĞĨůĞĐƚ Ă ƐƵƐƚĂŝŶĂďůĞ ĂŶĚ ƌŝƐŬ ĂĚũƵƐƚĞĚ Ɖerformance as well as performance in excess of that 

ƌĞƋƵŝƌĞĚ ƚŽ ĨƵůĨŝů ƚŚĞ ĞŵƉůŽǇĞĞ͛Ɛ ũŽď ĚĞƐĐƌŝƉƚŝŽŶ͛͘93
 

As under CRD III, institutions are still ƌĞƋƵŝƌĞĚ ƚŽ ƐĞƚ ͚ĂƉƉƌŽƉƌŝĂƚĞ ƌĂƚŝŽƐ͛ ďĞƚǁĞĞŶ ĨŝǆĞĚ ĂŶĚ ǀĂƌŝĂďůĞ 
ƌĞŵƵŶĞƌĂƚŝŽŶ͕ ďƵƚ C‘D IV ƚŚĞŶ ƐƉĞĐŝĨŝĞƐ ƚŚĂƚ ͚the variable component shall not exceed 100% of the 

ĨŝǆĞĚ ĐŽŵƉŽŶĞŶƚ ŽĨ ƚŚĞ ƚŽƚĂů ƌĞŵƵŶĞƌĂƚŝŽŶ ĨŽƌ ĞĂĐŚ ŝŶĚŝǀŝĚƵĂů͕͛ ǁŝƚŚ MĞŵďĞƌ “ƚĂƚĞƐ ĨƌĞĞ ƚŽ ƐĞƚ Ă 
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 ůŝŬĞůǇ ŝŵƉĂĐƚ ŽŶ ͚ƚŚĞ ƌĞƋƵŝƌĞŵĞŶt to maintain a sound capital 

ďĂƐĞ͛͘ “ŚĂƌĞŚŽůĚĞƌƐ ŵƵƐƚ ƚŚĞŶ ĂƉƉƌŽǀĞ ƚŚĞ ƉƌŽƉŽƐĂů ďǇ ƵŶĨĂŵŝůŝĂƌ ;Ăƚ ůĞĂƐƚ ƚŽ EŶŐůŝƐŚ ĐŽŵƉĂŶǇ 
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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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 

ĂŐƌĞĞ ŽŶ ƚŚĞ CŽŵŵŝƐƐŝŽŶ͛Ɛ promised proposal to give shareholders in listed companies a binding say 

on pay,
98

 this would strĞŶŐƚŚĞŶ ƐŚĂƌĞŚŽůĚĞƌƐ͛ ĐĂƉĂĐŝƚǇ ĨŽƌ ĂĐƚŝǀŝƐŵ 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 

PĂƌůŝĂŵĞŶƚ͛Ɛ ĂŵĞŶĚŵĞŶƚ ŝƐ ƚŽ ďĞ ǁĞůĐŽŵed. 

FŝŶĂůůǇ͕ ƉƌŽƉŽƐĂůƐ ƚŽ ƌĞŐƵůĂƚĞ ďĂŶŬĞƌƐ͛ ƉĂǇ ĂƌĞ ĐŽŵŵŽŶůǇ ŵĞƚ ǁŝƚŚ 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 ďĂŶŬƐ͛ 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 

MŝŶƐŬǇ ĞŵƉŚĂƐŝƐĞĚ ƚŚĞ ŶĞĞĚ ĨŽƌ ƌĞŐƵůĂƚŽƌƐ ͚ƚŽ ĐŽŶƚƌŽů͕ ĐŽŶƐƚƌĂŝŶ͕ ĂŶĚ ƉĞƌŚĂƉƐ ĞǀĞŶ ĨŽƌďŝĚ ƚŚĞ 
financing practices thaƚ ĐĂƵƐĞĚ ƚŚĞ ŶĞĞĚ ĨŽƌ ůĞŶĚĞƌ ŽĨ ůĂƐƚ ƌĞƐŽƌƚ ĂĐƚŝǀŝƚǇ͖͛ ŝĨ ƚŚĞǇ ĚŝĚ ŶŽƚ ĚŽ ƚŚŝƐ͕ ƚŚĞǇ 
would essentially validate the practices that caused the last crisis and create the conditions for the 
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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 ƐĞƌŝŽƵƐ ŵŝƐĂůŝŐŶŵĞŶƚ ďĞƚǁĞĞŶ ďĂŶŬĞƌƐ͛ ŝŶĐĞŶƚŝǀĞƐ ĂŶĚ ƚŚĞ ƉƵďůŝĐ ŐŽŽĚ 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. 

Accordingly͕ ƚŚĞ EƵƌŽƉĞĂŶ UŶŝŽŶ͛Ɛ ƉƌŽƉŽƐĞĚ ĐĂƉ ŽŶ ďŽŶƵƐĞƐ ŝƐ ƚŽ ďĞ ǁĞůĐŽŵĞĚ͘ Iƚ ŝƐ ĐĞƌƚĂŝŶůǇ 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 ďĂŶŬĞƌƐ͛ ŝŶĐĞŶƚŝǀĞ ĐŽŶƚƌĂĐƚƐ 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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