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Welcome to the 17th report in our global
financial services briefing programme,
entitled Reward: A new paradigm?




Introduction: Is reform essential?

In the wake of the credit crisis, searching
questions are being asked about whether
compensation systems in financial services had
a part to play in creating or fuelling the current
situation. To some observers, rewards and the
culture that created them are one of the most
important factors, while to others, they play no
substantive role at all.

What is beyond doubt is that recent events have,
rightly or wrongly, generated significant scrutiny
of compensation in the sector, from market
participants, regulators and government officials.
And while there is general agreement — even
among industry participants themselves - that
some degree of reform to reward systems would
be beneficial, there is less consensus about the
scale of the change required and about what, if
anything, can be done to improve the current
system in a way that benefits the industry

as a whole.

In May 2008, the Economist Intelligence Unit
(EIU) conducted a global survey on behalf of
PricewaterhouseCoopers' to gain insight into
these vital questions. The survey attracted

264 senior participants from across the financial
services industry. The report that follows,
presents the highlights of those survey findings,
along with related additional insights drawn from
a programme of interviews with prominent
industry executives and commentators, including
board members from large financial institutions.

Due to the controversial nature of the subject
matter, some names and related details

of specific interviewees are being withheld
by request.

| am confident that you will find the briefing
insightful and thought-provoking. If you would
like to discuss any of the issues raised in this
briefing in more detail, please speak with your
usual contact at PricewaterhouseCoopers or one
of the editorial board members listed at the end
of this briefing. We would also appreciate your
feedback on this briefing, as it helps us to ensure
that we are addressing the issues that you are
focusing on.

TS

Jeremy Scott

Chairman, Global Financial Services
Leadership Team
PricewaterhouseCoopers (UK)

1 PricewaterhouseCoopers refers to the global network of member firms of PricewaterhouseCoopers International Limited, each of which is a separate and independent legal entity.
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There Is overwhelming agreement
that there are problems with
current compensation systems

in financial services




Executive summary

Although there is divergence of opinion among
participants in this study on the extent to which
compensation was a cause or symptom of the
credit crisis, there is widespread agreement that
there are serious problems with the current
approach to compensation. Asked about what
they saw as the main problems with
compensation systems, our survey respondents
pointed to a number of issues. For example, they
claim that there is a tendency for rewards to be
skewed towards the short term; that they
encourage excessive risk-taking in order to
maximise short-term gains; and that they do not
provide for sufficient clawback in the event of
poor performance over the longer term. However,
not all areas of financial services are viewed as
equally in need of reform. Investment banking is
generally perceived as being the most in need of
changes. By contrast, the view in some sectors,
such as insurance, is that the practices in other
sectors have, unfairly, cast a shadow across the
whole of financial services.

Despite support for reform,
executives in the industry fear the
‘first-mover disadvantage.’

Although there is widespread recognition by
survey respondents of the need for change, there
are significant barriers that prevent wholesale
reform. Respondents are particularly concerned
that the implementation of changes to
compensation systems would place them at a
competitive disadvantage in terms of recruitment
and retention, and could lead to an exodus of
key talent. As a result, industry participants

say that they are far more likely to support
reform if it is an industrywide initiative, rather
than one conducted single-handedly by their
own organisation.

Change is already taking place in the
industry, spurred on by pressure
from compensation committees,
shareholders and regulators.

Despite the problems associated with
implementing reform to compensation, change is
already under way in several areas within the
industry. Significant proportions of respondents
say that they have made adjustments to the use
of long-term incentives, while growing numbers
are using or investigating risk-adjusted
performance metrics. Executive teams
themselves have recognised that reform is
necessary, and this is being reinforced by
pressure from compensation committees and
shareholders. Other than in isolated cases,
regulators have not yet intervened, but they are
likely to be a significant catalyst for change.
There is recognition of the need for closer
communication with stakeholders, including
shareholders and regulators, in order to increase
mutual understanding of the issue.
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Executive summary continued

More change is coming, and the
industry needs to pay attention to a
number of key areas in the design of
compensation arrangements.

The reform that is required in financial services
organisations falls into three main categories.
First, greater account needs to be taken of risk
by using risk-adjusted performance metrics.
Secondly, there needs to be a greater focus on
longer term remuneration, beyond the deferral
into stock that is already widespread. This
means both wider use of incentive plans based
on performance over several years, and
revamped deferral schemes that create a closer
alignment between bonuses and the long-term
profitability of the business on which those
bonuses are based. And thirdly, a better balance
needs to be struck between the performance of
the individual, business unit and overall group
performance.

06 Reward: A new paradigm?
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Compensation is a core business
issue for many firms, which cannot
simply be delegated to the human
resources department.

In too many cases, the design of compensation
programmes has been left to human resources
functions, which by themselves are unlikely to
be able to address all the implications, given the
complexity of many financial services
businesses. Much greater input from finance,
risk and treasury is required to achieve a more
joined-up approach to the design and
management of compensation arrangements.

Fixing the problem is more than just
a compensation issue.

Compensation did not cause the credit crisis
and nor can it be used to solve the ensuing
problems. Although reform in compensation
is required, it needs to be combined with a
consistent approach to risk management
culture, management of performance and
the development of talent.

A prospectus for reform

A one-size-fits-all approach to compensation
design is clearly not appropriate. However, firms
should consider how they would ‘comply or
explain’ against the following principles.

1) Incentive payments should be based on
performance measures that adequately
account for the risk taken in producing
profits.

2) Bonus pools should not be struck below the
level at which cost and risk can be allocated.

3) Rewards should be aligned with the risk
profile borne by the firm.

4) Deferrals should be linked to the realised
profitability of the business on which the
bonus was based.

5) Managers should have significant proportion
of remuneration based on divisional or
group-based bonuses.

6) Compensation design should be considered
a key business competence and resourced
as such.

7) Compensation design should be viewed in
conjunction with wider people management
practices in order to support a consistent
approach to achieving the desired culture.







A convergence of market,
political and regulatory
forces over the last year
has brought into question
the compensation

practices of the financial
services industry.




Rewards: A call for reform

Commentators have criticised financial services
firms for compensation practices that encourage
undesirable behaviours ranging from excessive
risk-taking to over emphasis on short-term
results. None of this can be proven definitively.
As can be seen from the survey results, there is a
wide divergence of opinion as to the role
compensation played in the credit crisis. What is
known for certain is that in response to these
market, political and regulatory pressures,
compensation practices are receiving increased
scrutiny across the financial services industry.

The compensation debate has seen a number of
high-profile commentators express strong views
on the subject. For example, in April 2008,
Mervyn King, the governor of the Bank of
England, launched a fierce attack against
bonuses paid to City bankers. ‘I intend the Bank
to contribute to the design of regulatory and
incentive structures... to try to curb the
excessive build-up of risk-taking and credit
creation..., which was seen ahead of the recent
crisis’, he said in a speech to the Commons
Treasury Committee.

In July 2008, the Institute of International Finance
(IIF), a global association of financial institutions
chaired by Josef Ackermann, Chief Executive of
Deutsche Bank, published a report on market
best-practices, in which compensation policies
were seen as one among many factors requiring
closer scrutiny and reform. ‘Market changes that
have both catalysed and resulted from the
growth of the originate-to-distribute business
model have created incentives for both firms and
individual employees that have, in some cases,
conflicted with sound underwriting practices,
realisation of risk management goals, or the
long-term interests of shareholders’, noted the
report. It went on to outline principles of conduct
for compensation policies and approaches by
which firms can realign compensation incentives
with shareholder interests and risk-adjusted
returns (Table 1). These included the
recommendation that incentives should be based
on performance and long-term, firmwide
profitability, taking into account overall risk and
the cost of capital.

Table 1
Principles of Conduct:

Principle IL.i: Compensation incentives should be
based on performance and should be aligned with
shareholder interests and long-term, firmwide
profitability, taking into account overall risk and the
cost of capital.

Principle ILii: Compensation incentives should
not induce risk-taking in excess of the firm’s
risk appetite.

Principle ILiii: Payout of compensation incentives
should be based on risk-adjusted and cost of
capital-adjusted profit and phased, where possible,
to coincide with the risk time horizon of such profit.

Principle ILiv: Incentive compensation should have
a component reflecting the impact of business
units’ returns on the overall value of related
business groups and the organization as a whole.

Principle Il.v: Incentive compensation should
have a component reflecting the firm’s overall
results and achievement of risk management and
other general goals.

Principle Il.vi: Severance pay should take into
account realized performance for shareholders
over time.

Principle Il.vii: The approach, principles, and
objectives of compensation incentives should be
transparent to stakeholders.

Source: Final Report of the IIF Committee on Market Best Practices:
Principles of Conduct and Best Practice Recommendations, July 2008
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Respondents to a survey
conducted by the Economist
Intelligence Unit (EIU) on behalf
of PricewaterhouseCoopers
would seem to agree with the

findings from the |IF report.




Beyond a compensation issue

Seventy per cent cited rewards as a factor in the
credit crisis, (in Figure 1). However, significantly,

ahead of reward systems were cited culture and
excessive risk-taking, and the mispricing of risk.

This suggests that, rather than being a cause of
the credit crisis, compensation was just a by-
product of other things that went wrong. And it has
to be remembered that compensation is always an
easy target for the press and other commentators,
given the emotional resonance pay issues create
among the public. In this context, pay provides

a handy scapegoat for those seeking someone

or something to blame for the current crisis.

Although remuneration may have played some
part in the current situation, it would be wrong
to pinpoint it as the main cause, according to

a Non-Executive Director at a major UK bank.
‘To make the case that remuneration caused the
credit crisis, you have to prove that the system
drove people to behave in ways that were
materially different from what is prudent’, he says.
‘And that doesn’t seem to be true. Instead, the
problems in the credit market were something
unanticipated and unprecedented and they
cascaded into a larger issue.’

Figure 1

Question 4. What factors have created the conditions for the current credit/banking crisis?

Culture and excessive risk-taking
Mis-pricing of risk

Reward systems

Lack of transparency

Lax credit standards

Diversity and complexity of financial
instruments used

Lack of independence in

risk governance

Ineffective regulatory oversight
Poor business strategies and models
Lack of profitability and risk metrics

Monetary policy 31

0 20 40

60 80 100%

Percentage who considered significant

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.

‘I don’t believe those banks with the greatest
losses had the worst remuneration incentives
or the least ethical people or traders’, he
continues. ‘Instead, | feel it’s a case that people
made strategic choices which in retrospect they
wish they hadn’t.’

Other executives see larger issues. ‘I think
there’s this unrealistic pressure to consistently
outperform markets and the competition’, says
Richard Kearns, Chief Administrative Officer at
Zurich Financial Services. ‘“You get into this
“copy-cat mentality” where everyone chases the

Reward: A new paradigm? 11
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Beyond a compensation ISSU€ continued

same returns, the same innovations — without
thinking through both the medium- and the
long-term. What is needed,” says Mr Kearns, ‘are
compensation systems that support doing right
over the long term, aligned with shareholders
and rewarding team efforts — not encouraging
lone wolves.’

‘Remuneration is a problem but the main issue is
the underlying culture that created it’, says Peter
Montagnon, Head of Investment Affairs at the
Association of British Insurers. ‘If the culture
required banks to have a longer-term vision,
then remuneration practice would change in
keeping with that.’

The issue of underlying culture is one that also
resonates with John Peace, Chairman of
Experian Group and a Non-Executive Director

12 Reward: A new paradigm?
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at Standard Chartered. ‘Pay can have a
significant bearing on the culture of the
organisation’, he explains. ‘Incentive
programmes can provide a clear line of sight and
clear motivation if correctly structured, and this
subsequently has a direct effect on the culture
and people in the organisation.’

This is not to say that incentives
must always have a negative impact
on culture, or vice versa. ‘Incentives
can drive growth in a business

and add to the culture’, he adds.

‘It is when you get them wrong

and they get excessive that there
are problems.’

This suggests that, rather than being a cause of
undesirable behaviour, remuneration is a
symptom of more fundamental problems, related
to excessive risk-taking and a short-termist
culture, and exacerbated by factors such as
accounting rules, monetary policy and ineffective
management oversight.

In an interesting comparison, The Banking
Banana Skins 2008, an annual survey of bankers,
observers and regulators conducted by the
Centre for the Study of Financial Innovation on
behalf of PricewaterhouseCoopers, finds
management incentives at a relatively lowly 17th
position in the risk rankings.






The argument over whether
rewards are a cause or

a symptom of the credit
crisis is, to some extent,

a rather philosophical one.




Reform required

Where there is a clear consensus among the
executives questioned for our research is that there
are significant problems with remuneration in
financial services. ‘Undoubtedly there are problems
with the current system’, says Sir Win Bischoff,
Chairman of Citi. ‘But the events of the past year
will hopefully act as a catalyst whereby the rewards
will be much more commensurate with knowing
the outcome of the actions that people have taken.’

Sir Andrew Likierman, Professor of Management
Practice at the London Business School,
expresses a similar view. ‘I've been talking to
remuneration committee chairmen, remuneration
consultants and City analysts,’ he explains, ‘and
the consensus is that this is an area where
considerable attention is needed.’” Industry
executives themselves — in overwhelming
numbers — believe something should be done.
Fully 95% of survey participants say that at least
some degree of reform is necessary.

So what are the problems? Approximately 90%
of survey respondents agreed with the following
diagnosis. First, incentive models are skewed
towards short-term reward. Secondly, there is
little or no opportunity for clawback once a
transaction has been made in the event that the
trade turns out to be damaging over the long
term. This creates an asymmetry between reward
and performance. Finally, the current
compensation systems encourage excessive
risk-taking.

Tom Gosling, a partner at PricewaterhouseCoopers
(UK), says that the alignment of risk and reward

is central to the remuneration discussion and that
too many firms have not properly factored risk

into compensation.

‘Retention pressures caused by the bull market led
to banks paying key individuals on an ‘eat what you
kill basis’, with rewards driven down to ever-more
localised measures of performance’, he says. ‘In
many cases, rewards were cascaded down to a
level that went beyond their ability to measure risk.
This led to situations where bonuses were based
on profit without any allowance for the risk taken to
generate that profit, or worse still, based just on
revenues.’ Such practices can clearly undermine
the incentive to manage risk appropriately.

Although 95% of survey respondents agree

that reform is required, a closer look at these
numbers reveals that executives are evenly split
between those who say that compensation
systems in general need reform (45%) and those
who believe that the problem is concentrated
only in certain subsectors (50%).

Asked about the areas of financial services that are
most in need of reform, respondents point to
investment banking first, followed by hedge funds
and asset management. In a related finding, 52% of
executives agree that problems with compensation
systems are largely confined to investment banking.

Other sectors of the industry, such as retail
banking and real estate, are perceived as being
considerably less problematic. The insurance
industry is seen as least problematic of all, a view
that is echoed by Andrew Moss, Chief Executive
of Aviva. ‘Fundamentally,” he says, ‘insurance
companies, and particularly long-term life and
pensions companies, are run for their
shareholders and policy-holders and this is a
very long-term business. We should not be
motivated to take short-term risks and we don’t.’

The perception that the problem is most acute in
investment banking (see Figure 2 overleaf) is a
view that is shared by a number of the
interviewees questioned for this report. ‘I find it
irritating that the rest of us are left with an image
that is completely wrong when it’s the excesses
of a very limited number of firms that caused

all these credit market problems’, says Michel
Tilmant, Chairman of ING. ‘Compensation is only
part of these excesses, but it’s still something
that needs to be addressed by some sectors far
more than others.’

Even investment banking executives questioned
for our survey seem to hold the view that change
is needed. Asked about the sectors within
financial services that are most in need of reform,
they were just as likely to choose their own
industry as the overall set of respondents.
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Reform required continued

Figure 2

Question 2. In which of the following subsectors of financial services do you think reform is

most needed?

Investment banking

Hedge funds

Asset management

Private banking/wealth management
Private equity/venture capital
Corporate banking

Retail banking

Real estate/leasing

Primary brokerage

Life insurance

Non-life insurance
Reinsurance

Property and casualty insurance

0 20 40

60 80 100%

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.

To an extent, the investment banking community
seems to be taking ownership of its remuneration
issues. As a financial executive from a US
investment bank explains: ‘1 won’t say
remuneration was the root cause of what
happened here, but | can tell you it’s one of several
pieces that is getting very close attention today.’

This is a trend that appears to be under way
elsewhere. For example, in August 2008, UBS
announced that as part of a repositioning of the

16 Reward: A new paradigm?
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bank a new incentive plan would be introduced
in the investment bank to balance risk and
reward, and that staff and management would be
rewarded for shareholder value creation in their
division under a revised incentive plan. In May
2008, the Financial Times reported that Deutsche
Bank was considering reform to its rewards
structure, which would emphasise performance
over several years. Josef Ackermann, Chief

Executive of the company, said at the bank’s
annual meeting that a ‘multiyear’ bonus scheme
was under consideration.

In terms of the departments within institutions where
reform is needed, respondents overwhelmingly say
that it is the remuneration of front-office executives
that is in need of attention (see Figure 3). A far
smaller proportion point to the risk function as being
in need of reform and fewer still view either back-
office or middle-office compensation as a priority.

Although investment banking is seen as being most
in need of reform, other sectors of financial services
should not be complacent, according to Michael
Rendell, a partner at PricewaterhouseCoopers
(UK): ‘First, many large retail banks and insurance
companies have pockets of business where market
pressures have led to reward models similar to
those found in investment banking. They need to
ensure that they are not repeating mistakes made
elsewhere. Second, if, as seems increasingly likely,
regulators start taking reward systems into account
when assessing risk, then all financial services
companies will potentially be affected and will need
to prepare their response.’

Furthermore, it is not just the investment banks
that have been subjected to criticism over their
remuneration arrangements. In May, for example,
HSBC faced criticism from some shareholders
over proposed changes to its pay packages for top



executives, which included placing a greater focus
on short-term bonuses, while HBOS faced
opposition over plans to place greater emphasis
on short-term rewards and reduce hurdle rates
on long-term incentives for top executives. Both
proposals were eventually passed with more than
80% of shareholder support, but these levels of
support were low by historic UK standards, and
the associated press commentary reinforced the
view that concerns about financial services
remuneration are not limited to investment
banking.

Figure 3

Question 3. In which of the following functions are the compensation

systems most in need of reform?

Front office 63
Risk function 23

Back office 7
Middle office 7

This view is also reflected in the survey responses.
In many cases, respondents highlighted the need
for remuneration reform within their own subsector
to a greater extent than outside observers. For
example, although only 16% of all survey
respondents said that reform is needed in retail
banking, this percentage rises to nearly 40%
among retail banking respondents. Similarly, over
25% of life insurance respondents believe their
subsector is in need of reform, compared with
just 10% of all survey participants.

Figure 4

Nonetheless, while all sectors of financial
services face remuneration challenges, none

is as great as in investment banking, because
of the key role that bonuses play in the
compensation packages, and because of the
consequent impact when those bonuses are

no longer delivering the expected rewards.
According to our research, 63% of respondents
from investment banks report a decrease in
bonuses as a result of the credit crisis, and 8%
cite decreases of more than 50% (see Figure 4).

Question 12. Investment banks only - To what extent have bonuses at

your organisation changed as a result of the current credit/banking crisis?

Bonuses have...

...increased more than 50%
...increased 40-50%
...increased 30-40%

0 20 40 60 80

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.

...increased 20-30%
...increased 10-20%

...increased less than 10%

100%

...not changed
...decreased less than 10%
...decreased 10-20%
...decreased 20-30%
...decreased 30-40%
...decreased 40-50%

...decreased more than 50%

20 40 60 80 100%

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.
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A broad range of
stakeholders is
pressuring financial
services companies
to revamp their

remuneration strategies
and practices.




A change ahead?

Although the media, regulators, shareholders and
even employees are making their voices heard,
respondents to the survey say that it is their own
executive management that is exerting the
greatest pressure for reform. This appears to
reflect a consensus that some form of change is
required, and that it is best achieved pre-emptively,
rather than waiting for pressure from shareholders,
regulators or governments. Executive management
is often spurred on to look at the issue by
compensation committees. As Sean O’Hare, a
partner at PricewaterhouseCoopers (UK) explains:
‘Non-Executive Directors are increasingly
concerned about their personal reputation in the
eyes of shareholders. As a result, they are keen to
be seen to be proactive in tackling the perceived
problems with compensation in the sector.’

Although the greatest pressure for reform may
come from within, shareholders are not far behind
(see Figure 5). Growing numbers of investors can
be expected to become more active in scrutinising
remuneration practices. The institutional fund
manager Hermes is one such organisation that is
already looking for change. ‘Significant losses from
the credit crisis are forcing us to look at the reward
issue more closely’, explains Paul Lee, a Director
at Hermes. ‘For example, we are talking with major
investment banks where we have a stake to see
how they can improve in this area.’

Figure 5

Question 16. Which of the following stakeholders currently exert the greatest pressure on your
organisation to change its compensation programmes?

Executive management

Shareholders

Employees or their representatives
Remuneration/compensation committee
Media

Non-executive directors

Regulators

Clients

Government

Revenue authorities

60 80 100%

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.

Mr Montagnon of the ABI makes the point that
shareholders should scrutinise the underlying
business, rather than focus exclusively on
remuneration. ‘Where shareholders should take
interest is in the riskiness of the business model’,
he explains. ‘It’s legitimate for them to question
that but if they’re only going to look at pay, that’s
too narrow a focus. It’s a more fundamental
question about the business.’

Asked whether their shareholders have
expressed concern over aspects of their
compensation programmes, 32% of survey
respondents reported that investors had
expressed displeasure over an excessive focus
on short-term measures and rewards, while 27%
reported similar concerns over a lack of
alignment between incentives and corporate
performance (see Figure 6 overleaf).
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A change ahead? continued

But how much change will shareholder pressure
really bring about, when shareholder resolutions
on pay continue to be passed with comfortable
majorities in all but the most extreme cases?
Since 2004, a vote on remuneration policies has
been required at the annual general meetings of
all UK-listed companies, but significant votes
against these policies are rare. For example, in
2007, only one in ten UK companies had more
than 15% of shareholders vote against or abstain
on their remuneration report.

In that context, levels of dissent approaching the
20% level, which have been seen several times
this year in the financial services industry, might

Figure 6

be seen as a significant issue. Mr Gosling of
PricewaterhouseCoopers (UK) explains, however,
that there is the potential for a disconnect here.
‘On the one hand, we have shareholders thinking
they have handed out significant warnings, but
on the other we have companies thinking “80%
—that’s not so bad”, and potentially being
emboldened to push the envelope further.’

Regulators are another potential source of
change. Survey respondents indicate that
regulators currently exert little influence over their
compensation programmes, and indeed,
regulators themselves are clear that direct
intervention in the design of compensation

Question 17. In the past year, have shareholders expressed concern about any of the following
aspects of your company’s compensation programmes?

Excessive focus on short-term measures and reward 32
Lack of alignment between incentives and corporate performance 27
Lack of alignment between incentives and risk-taking 25
Levels of compensation paid to executives and senior employees 25
Lack of alignment between executive reward and shareholder returns 19
Tendency for incentive arrangements to encourage excessive risk-taking 17
1 1 1 1 J
0 20 40 60 80 100%

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.
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arrangements should not be their role. For
example, as a spokesperson for the UK’s
Financial Services Authority (FSA) explains: ‘It is
neither an appropriate role nor our desire to
regulate compensation.’

This is not to say that regulators and
governments have no interest in the subject.
According to the FSA executive, there is too
much asymmetry between the ways that
individual employees and executives are
receiving their rewards and the long-term
interests of shareholders. ‘There are too many
institutions whose incentive structures have a
tendency to encourage excessive short-term
risk-taking. And in addition, quite a number of
incentive payouts take place on mark-to-market
profits, not ultimate profitability.” Firms should,
says the spokesman, ‘look carefully’ into these
key areas.

In terms of redress, the FSA executive suggests
various means such as greater degrees of
deferred compensation, clawback, or more
medium- to long-term equity-like structures.
But ultimately, while regulators may be vocal

on these subjects, direct intervention in

design is unlikely.



Although regulators may be unable or unwilling
to intervene in either the quantum or structure of
remuneration, they are already looking at other
ways of factoring in pay when considering the
overall risk of the institution. In the UK, the FSA
has signalled its intention to consider rewards
and incentive frameworks as part of its overall
assessment of a bank’s capital requirements.

In a speech before the Investment Management
Association on 20 May 2008, the FSA’s Chief
Executive, Hector Sants, told the audience that
organisations need to do a better job of
controlling risks that might result from
inappropriate incentives. Moreover, he continued,
the FSA ‘will consider the implications of
remuneration when judging the overall risk of
individual institutions. We will do this with
increased intensity.’

‘This seems like a sensible idea’, says Mr
Montagnon of the Association of British Insurers
(ABI). ‘It doesn’t mean that there is a direct
intervention into remuneration and it doesn’t stop
banks being competitive. But it does mean that if
they have a risky pay structure supporting a risky
business model, then they will find that the
regulators will come down more harshly and
require that they hold more capital.’

Other regulators around the world are likely to
follow the FSA's initiative. For example, in South
Africa, banking regulator Errol Kruger has said
that incentive schemes can produce potentially
disastrous behaviour among top staff. In a Reserve
Bank circular issued in July 2008, Mr Kruger
said: ‘| want to avoid a “heads | win, tails you
lose” scenario where staff receive golden hellos,
earn big bonuses, bet the house, do one deal
too many and still get a golden handshake.’

Regulatory intervention is only supported by 20%
of survey respondents, in sharp contrast to the
70% that support a voluntary code of conduct.
But, according to Clare Thompson, a partner at
PricewaterhouseCoopers (UK), an intelligently
applied regulatory regime need not be all bad news.

‘Many organisations see the need for reform,’
she says, ‘but are concerned about the risks of
being a first mover in this area. This explains the
widespread support we hear for a voluntary code
of conduct. However, without some kind of
regulatory teeth, | am skeptical as to whether by
itself such a code could deliver change.’

Although some form of regulatory intervention
into remuneration has been hotly debated, there
are some significant challenges to overcome.

With regulators operating at a national level, or
with control over only a limited part of the
industry, a regulatory initiative over rewards runs
the risk of lacking real weight. To be workable,
regulation would need to be global — something
that experience in other areas suggests is
extremely difficult to develop and enforce,
although the regulators of the major territories
are seeking to collaborate on the matter.

‘It may be that the most likely outcome in the
short term is ‘regulation by speech’, where
influential regulators announce their intention

to take pay into account, but only gradually
implement the mechanisms by which this actually
happens,’ says Dominic Nixon, Financial Services
Asia leader at PricewaterhouseCoopers
(Singapore). An initial step might involve
regulators asking probing questions and seeking
further information from companies on their
remuneration policies, in the hope that the mere
fact of greater scrutiny will encourage action.
Concrete regulatory actions, such as capital
reliefs and penalties, would then follow, once
regulators’ understanding of the issues had
increased. Another implication of this approach
is that, where regulators lead, rating agencies
are likely to follow, and this will potentially add
another layer of influence.
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But even as executive management and
shareholders cry out for substantive
remuneration reform, the priorities

of most financial services companies
seem to lie elsewhere.




Differing priorities

For example, asked about their remuneration
priorities of the past year, more than two-thirds of
respondents say that their primary objective was
to strengthen talent management processes.

Their second most important priority has been to
ensure that profitable performers are being
adequately compensated. In other words, as the
credit crisis continues, financial institutions are
focusing on retaining the employees that are
most critical to revenue generation.

According to Justin Ong, a partner at
PricewaterhouseCoopers
(Singapore), the need to focus on
talent management processes really
resonates. ‘In Asia,” he explains,
‘financial services are in expansion
mode. There are sectors that are

growing at incredible rates — for
example, private banking in China is
growing at 35%. Consequently, the
focus here is on finding and retaining
talent. Other compensation issues
are taking a back seat.’

Other important initiatives of the past year,
according to respondents, include improving
performance measurement and management
techniques and strengthening communications
with employees — a reasonable measure during a
time of uncertainty.

Bringing up the rear at 24% is the issue that
seems top of mind to shareholders: shifting a
greater element of compensation towards
long-term reward.

However, as a senior financial executive at a
prominent US-based regional bank explains:
‘Shareholders are often fighting the wrong battle
at the wrong time. Right now, we’re not on as
firm a footing as we’re accustomed and it’s time
to stay afloat.’

He adds that steps to improve compensation
policy will follow, but should only take place
when banks are in a better position to implement
them. ‘Then, we can take more strategic steps,
such as improving controls, tightening the
linkage between risk management and
operations - really elevating the role of risk
management — and take a look at what we can
do with longer-term, equity-like compensation.’
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Looking to the
future, there is good
and bad news.




The willingness to change

The good news is that executives appear very
open to making changes to compensation
structures and that some degree of reform is
already under way. The bad news is that
executives also realise that many of the necessary
changes will be difficult to implement unless
adopted more broadly by the industry as a whole.
As Sir Win Bischoff of Citi explains: ‘There is no
first-mover advantage with compensation reform.’

Despite the problems associated with reform of
compensation systems, the survey shows that the
industry is taking steps to address key issues.
Some of the most visible developments include:

Figure 7

A shift towards longer term incentives
Asked about the changes they have already
made to their compensation plans, 43% of
survey respondents report an increase in the
use of long-term incentives and 32% report an
increase in the proportion of remuneration paid
for periods of three years or longer. Taken
together, these findings in Figure 7 illustrate a
gradual trend towards a longer term focus
among respondents.

‘It's possible that we will see a trend towards
more deferral, and more remuneration paid in
stock, which clearly you can argue is more

aligned with the interests of shareholders’,
says Mr Moss of Aviva. ‘| would expect
remuneration committees would be thinking
about this issue and it may lead to some
voluntary changes.’

Among the survey respondents, more than half
say that they would support a move within their
organisations to act independently — regardless
of whether the industry follows in lockstep —

to increase long-term reward as a percentage

of total compensation. By comparison, about
one-third of executives say they would do so only
if such a shift becomes an industry-wide initiative.

Question 6. Over the past year, what changes have you made to the following aspects of your compensation plans?

Relative proportion of total remuneration paid for periods of performance for three years or longer (eg, stock/equivalent)

Hurdle rates or performance targets for long-term incentives

Proportion of total remuneration paid as annual bonuses

Overall bonus pool/levels

Use of long-term incentives
Use of non-financial measures
Greater scrutiny of compensation of risk officers

0

Increase

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.
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No significant change Decrease
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The willingness to change continued

Just over one-third of survey participants say
that they would support the use of more deferred
bonuses, while a similar number would support
such a move only as an industry-wide initiative.
The idea of making the eventual receipt of
deferred bonuses subject to longer term
performance conditions is also of interest, with
39% saying that they would support this
independently, and the same proportion only if it
were an industry-wide move. ‘People talk about
whether reward should be measured over the
longer term through the increased use of
deferrals’, says Mr Lee of Hermes. ‘But our view
is that this does not go far enough. The period
over which performance is judged needs to be
extended to encourage more of a longer term
view. It’s a crucial area we are arguing for and
one where there seems to be a very significant
misalignment of interest.

Bonuses should be driven, not by an annual
measure of performance, but on performance
measured over a period closer to the life of the
product — at least three years — so that there

is not an incentive to make a quick flip but
genuinely to create value over the longer term.’
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Eamonn Maguire, a Managing Director at
PricewaterhouseCoopers (US), believes that
steps can be taken to generate alignment.
‘Market forces limit the extent to which
compensation is deferred, so you will never get a
perfect match between the timescales of risk and
reward, but you can improve the alignment’, he
explains. ‘And another key issue is looking at
what any deferral is linked to — as an alternative
to deferring into stock, organisations should be
exploring how to link the value of the deferred
bonus to the long-term profitability of the
business area. This also helps to stop
intergenerational issues where people are
punished because of loss-making business
instigated several years ago by someone who
may now have left the firm.’

Of course, executives can be somewhat, if not
staunchly, resistant to the conversion of
significant portions of their bonuses to equity
structures. ‘The nature of what | do is very
focused, very transparent and it creates an easily
measurable value over a very specific timeframe’,
explains a vice-president from a major US
investment bank. ‘So essentially, [the institution]

makes its money in the current quarter or the
current year — and | believe it is fair for me and
my team to do the same.’

Well over one-third of executives say that they
would also like to see a greater linkage between
long-term performance and some sort of bonus
clawback (see Figure 8). In this case, however,
46% of executives say that they would support
such a move only if broadly adopted by their
peers. ‘Getting the industry to accept something
like that would be very challenging’, believes

Mr Tilmant of ING.

A more intensive focus on risk

If nothing else, the credit crisis has resulted in

a healthy debate on both real and potential
shortcomings in the alignment between risk
management and compensation. One-quarter of
executives, for example, say that shareholders
have expressed concern regarding incentives
and risk-taking (see Figure 6 on page 20). In
particular, there is concern that risk and
compensation are not always closely aligned.
For example, an executive might be able to take
a bonus, based on a mark-to-market profit in one
year, which becomes a loss in subsequent years.



Figure 8

Question 20. Which of the following initiatives would you support in your organisation, and
which would you support only if it were an industry-wide initiative?

More deferral of bonuses

Greater symmetry with bonus clawbacks for poor performance
in later years

Greater symmetry with loss of bonus deferrals for poor performance
in later years

Stop the use of guaranteed bonuses

Reducing annual bonuses as a percentage of total compensation
Increasing longer term reward as a percentage of total compensation
Escrow arrangements

Making receipt of deferred bonus subject to performance conditions
Increasing deferral period to more than five years

Better risk measurement and management techniques

Use of scenario modelling to identify downside risks

Use of stress tests to identify downside risks

Greater use of risk-adjusted measures

Individually within
our organisation

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.
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While companies are definitely looking to
address this situation, answers are not always
easy. ‘There can be great difficulty in finding
appropriate common denominators between risk
and reward’, says Edward Bonham-Carter, Chief
Executive of Jupiter Asset Management. ‘Let’s
take a nuclear engineer as an example. The risk
of what he does might not materialise for 35
years, so will you claw back his pension when
he’s 85?” So while it is important for financial
services companies to try to more closely align
risks with compensation, drawing a clear line
and establishing an appropriate timeframe is not
always straightforward.

Once an organisation begins to charge for the
relative risk of the capital employed, debates
may become heated. ‘If | say the risk is “this”,
then some other manager will be able to provide
100 arguments why | got it wrong and why the
risk is actually so much less’, explains Sir Win
Bischoff of Citi. Although he agrees that it is
important to begin paying more attention to the
role of risk in remuneration, ultimately it won’t be
easy. ‘Risk,” he says, ‘is very much in the eye of
the beholder.’

Reward: A new paradigm? 27
PricewaterhouseCoopers — September 2008



The willingness to change continued

Figure 9

Question 7. Does your company use a risk-adjusted profitability measure, such as risk-adjusted
return on capital (RAROC), risk-adjusted cost of capital or capital-adjusted value at risk (VaR),
to determine performance-based compensation?

Yes 30
No, but we intend to introduce this 15
No, but we are open to evaluating this 32
No, and we currently have no intention of introducing this 23
1 1 1 1 J
0 20 40 60 80 100%

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.
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Sir Andrew Likierman from the London Business
School agrees that companies in general have
not been able to come to grips with the
relationship between risk and performance.
‘There’s a lot of room for improvement’, he
explains. ‘Companies need to consider the
relationship of risk to the individual in terms

of meeting their performance target and what
that risk means to the organisation. Individuals
may take risks that are too great, or they may
take insufficient risks. Either has implications
for the organisation and they need to sort

out the relationship.’

In recognition that certain business activities are
significantly more risky than others, executives
are expressing greater interest in creating
risk-based performance metrics. Just under
one-third of executives say that their companies
utilise risk-based measures, such as RAROC or
VaR, but an additional 47% say that they either
intend to introduce the use of these measures, or
are open to evaluating them. Again, this finding
seen in Figure 9 reflects a trend towards greater
attention being paid to risk adjustment.



The implementation of risk metrics is far from
straightforward, however. ‘When it comes to
allocating capital, we absolutely look at risk’, says
an executive from a major US hedge fund. ‘Once
that capital is allocated, all people care to look at
is the total number of dollars that capital
generates. My bonuses? They’re based on the
dollars | bring in, the value | create, not the
relative risk of the capital | use.’

There are also problems with defining and
measuring risk. ‘If you start basing compensation
on the relative risk of capital, who’s going to be
the arbiter of whose capital is risky and whose
isn’t?’ says an executive from a US hedge fund.

‘Will you spend time to create a model? Will you
update the model? | think you’ll get into lots of
trouble going down this path plus you’ll stop
taking on the sorts of investments that can really
pay off in the long run.’

Other market observers, however, say that
risk-adjusted performance measures are an idea
whose time is long overdue.

Companies looking for a means of evaluating and
establishing the relative risk of capital employed,
need look no further than the Basel Il capital
framework. As part of this framework, banks are
establishing risk-adjusted performance measures,
which enable them to measure returns against
risks taken.

Mr Gosling of PricewaterhouseCoopers
(UK) says that although risk-adjusted
performance measures are not a
panacea, they have to be part of the
solution.

‘One of the reasons why relatively few
organisations have linked bonuses robustly to
risk-adjusted metrics is that smart people who are
resistant to the change can always come up with
100 reasons why it won’t work. Senior
management needs to be prepared just to say
“OK, we know it isn’t perfect but it’s better than
what we’ve got and we’re going to push it through”.’

A shift from individual to organisational

The survey also reveals that some companies are
attempting to shift their cultures towards a more
group-wide performance orientation. For example,

as seen in Figure 10 overleaf, nearly half say that
they are increasing the percentage allocated,
based on group performance, although it is worth
noting that 46% forecast no change and 6% say
that this will actually decrease.

Introducing a group performance bonus may
seem a small step but, in practice, it is
challenging to implement. ‘There’s always a
difficult balance to strike when rewarding
individuals for their own performance and for the
performance of the company as a whole,’ says
Mr Lee of Hermes, ‘but it’s very clear that banks
are terrified of being the first mover on this.’
Despite the difficulties, Mr Lee believes that
financial institutions need to pursue such
initiatives and that reform must begin at the top.

‘Senior managers should be driving the
organisation as a whole,” he says, ‘so their
compensation should set an example, too.’

Ron Collard, a partner at PricewaterhouseCoopers
(Singapore), highlights the difficulty of rewarding
individual performance when the overall
organisation has performed poorly. ‘1 was
speaking with an executive who was saying that,
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The willingness to change continued

Figure 10

Question 9. In the next year, what change do you expect to make to the proportion of the bonus

paid for performance in the following areas?

Group performance 6
Divisional performance 8
Desk performance 11
Individual performance 13
1 1 J
60 80 100%
Increased No significant Decreased
allocation change allocation
|

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.

while his securitisation desk had lost a great deal
of money, there were others in the organisation
who had an incredible year.” So can an
organisation pay bonuses to one area while
another is losing money? Is it prudent or even
necessary to pay bonuses to well-performing
executives, even if the company overall is losing
money? A majority of survey respondents think
so, with 61% agreeing with the statement that it is
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acceptable for a high-performance individual to
receive significant rewards, even when the overall
business has performed badly.

An executive from an investment bank highlights
some of the retention difficulties associated

with a shift to a group-wide view. ‘There will

be quarters or years where we make a ton

of money on our book and everyone else is
going nowhere’, he says. ‘It may feel right to

share the pain, but that’s going to increase the
odds that a lot of very talented and valuable
people are (going to) pull up tent stakes.’

He adds that it is not fair to deal-makers to force
them to accept ‘the vagaries’ of overall company
stock performance. ‘It's appropriate to provide
some degree of compensation in the form of
long-term equity — | can appreciate how that creates
commitment to a “brand” and promotes integrity
and internal co-operation’, he says. ‘However, what
happens when things outside my control depress
the stock price? That’s robbing a person of the
value of their labour and intellectual capital — and
that’s going to create a very bad feeling.’

As ever, it is a question of striking the right
balance. While a degree of group performance in
remuneration seems sensible, institutions should
be careful to prevent too great a shift. The profits
of many institutions are derived not just from
teams, but also primarily from the vision and
efforts of talented and motivated individuals. To
go too far in the direction of group performance
over individual rewards could potentially do more
harm than good by removing the incentives that
drive the top performers in the industry.



Striking the balance between variable and fixed
A number of the interviewees questioned for this
report point to problems, particularly in
investment banking, with the variability of
salaries and the skewing towards bonus rather
than fixed salary. ‘If you pay a too low fixed
salary,” explains Mr Tilmant, ‘what happens is
that people need their bonus for their standard
of living. So the large degree of bonus
compensation becomes a device to take risk.
They simply cannot pay their bills without a good
part of their bonus. The total compensation
needs to be sufficiently stable.’

A related issue is that investment banks treat
bonuses as though they are a variable cost,
when in reality, they are fixed, at least to an
extent. More than one major investment bank
has allowed its compensation costs as a
percentage of net revenues to rise above the
normal range in order to retain key staff. If part
of the bonus pool really is fixed, perhaps this
should be acknowledged explicitly in how

pay is structured.

Figure 11

Question 23. What steps does your organisation plan to take to improve stakeholder relations

around rewards?

Greater transparency and reporting

More effective benchmarking against competitors
Better communication with investors

Participation in industry-wide forums/panels on rewards
Closer engagement with regulators

More frequent communication with the media

80 100%

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.

Introducing greater communication in
remuneration issues

Financial institutions recognise that there

are fences that need mending in terms of
communication with stakeholders. An important
goal will be to provide assurances that
compensation systems are fair, as well as being
aligned with stakeholder needs and longer term
outcomes. To this end, 69% of organisations say
that they will offer greater transparency and
reporting to stakeholders, while just over half

say that they will begin using more effective
benchmarking with competition (see Figure 11).
A similar proportion say that they will engage

in closer communication with shareholders
regarding remuneration. Other measures include
greater participation in industry-wide forums

on compensation and rewards, which just over
one-third say that they will undertake, and closer
alignment with regulators — an initiative for just
over one-quarter.
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Achieving change

Implementing the kind of changes detailed
above will not be easy. ‘This is not a case of
moving the deck chairs’, says Jon Terry, a
partner at PricewaterhouseCoopers (UK). One
challenge, he believes, is a lack of coherence
within organisations in terms of how functions
are brought together in the design of
compensation arrangements.
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“Too often, design and management
of reward programmes is viewed as
a human resources (HR) issue’, he
says. ‘But HR departments can’t

be expected to have the skills to
understand and model all the
complexities of a modern financial
services business. We need a new
way of ensuring that senior
executives responsible for risk,
finance and treasury work closely
with HR, and are jointly accountable
for the design of pay programmes.’

Moreover, the idea that reform of compensation
by itself can achieve change is an illusion. John
Garvey, Financial Services US Advisory leader
at PricewaterhouseCoopers (US) explains:
‘Governance structures, decision rights and
controls, risk and financial reporting and
performance metrics all need to be aligned if
you’re going to change the culture - by itself,
pay is not enough.’



The risks and rewards

Figure 12

Question 15. In your view, what are the biggest risks associated with reforming the current compensation system?

Greater difficulty retaining talent

Competitive disadvantage arising from implementing reform ahead of competitors

Potential that a reformed system will not provide adequate incentives
Greater difficulty recruiting talent

Disengagement between employees and management

Increased difficulty disposing of poor performers

Potential for legal challenges

Reduced motivation

Source: PricewaterhouseCoopers/Economist Intelligence Unit survey, May 2008.

There are risks associated with implementing
compensation reform that need to be
considered. For example, the survey revealed a
number of concerns among respondents, such
as greater difficulty in retaining talent, reduced
motivation or the potential that a reformed
system will not provide adequate incentives.
But the biggest risk of all, according to
respondents, is talent retention. By reforming
compensation systems, executives are

concerned that top performers would fall into the
hands of rival firms that may offer more generous
incentive packages. That point is further
bolstered by 41% of respondents who say that
they could create a competitive disadvantage for
themselves by implementing reform ahead of
their competitors (see Figure 12).

100%
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The risks and rewards continued

Consider the following scenario. Imagine if one
investment bank were immediately to halve or
even suspend its annual bonuses, converting
instead to long-term equity incentive structures.
‘The immediate effect would be your top
performers jumping ship — going right next door

where the bonus scheme is still skewed towards
near-term payout’, explains an executive from a
large US bank.

The same is true for myriad strategies and
practices. Attempt to implement any sort of
longer term oriented remuneration practice to a

significant degree, and the talent vacates. ‘You
can only swim against the stream for a short
time’, explains the Non-Executive Director
introduced earlier in the report. ‘Unless others in
your sector adopt the same policies, you'll be at
a commercial disadvantage.’

A history lesson

In 1994, the US investment bank, Salomon
Brothers, was rocked by scandals and facing a
loss for the year of almost US$1 billion. In
October of that year, Chief Executive Deryck
Maughan announced a plan supported by the
bank’s largest shareholder, Warren Buffett of
Berkshire Hathaway, to rein in what was seen as
extravagant bonuses, and to prevent individual
traders from earning huge sums at a time when
the bank overall was losing money.

The new compensation scheme stipulated that
traders would only receive bonuses if the bank
itself earned a profit. The plans were watched

carefully by the industry as a whole, which
would have been likely to emulate the proposals
if they had been successful.

Salomon traders were infuriated by the new
compensation structure. With many likely to
see their pay cut by almost two-thirds
compared with the previous year, an exodus
of key employees followed. Within months,
30 of the bank’s 210 managing directors had
resigned, including three members of the
executive committee.

The scale of the departures took the board and
shareholders of Salomon by surprise and
ultimately prompted an about-turn. In April

1995, it was announced that outstanding
performers would, after all, be rewarded, if the
bank failed to reach its targets. A large part of
the experiment had failed and Salomon
Brothers ultimately returned to its traditional
compensation system.

There are interesting parallels between the
situation that faced Salomon Brothers and

the position in which investment banks find
themselves today. While many banks would
like to reform their compensation systems and
prevent huge payouts despite overall losses,
they are extremely nervous about experiencing
a similar reaction to that at Salomon Brothers.
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This fear underlines an important point about
reform in compensation systems — without
industrywide support for change, it will be very
difficult for individual institutions to implement
significant reforms. The fear that they will lose key
staff is simply too great.

One way such risks might be mitigated is through
coordinated, industrywide effort. ‘If an industry
body were to come up with a recommendation
and policies — such as a code of conduct - then
90% of the largest institutions would likely
subscribe’, explains a senior US banking
executive. ‘In the short run, a number of

institutions might instead attempt to exploit the
situation by poaching talent and failing to adopt
the new guidelines. But over the long term, such
an industry-wide move would eventually cause
others to come along.’

Other risks also bear mentioning. Poorly
implemented reforms to a remuneration system
could reduce motivation or simply fail to provide
adequate incentives. The danger here is that
banks restructure their compensation systems to
please shareholders or regulators, only to find that
employees are no longer sufficiently incentivised
to perform to the level that is required.

This risk is leading many organisations to adopt a
‘wait and see’ approach. ‘At the moment, you’re
hearing a lot about reforming remuneration’, says
Mr Bonham-Carter of Jupiter Asset Management.
‘But this pressure for reform may dwindle. If the
credit crisis unwinds fairly rapidly and if we avoid
a severe downturn, then you might see a lot of
this fade into the background.” Should that
happen, it will be the loss of a great opportunity.
As Mr Bonham-Carter concludes: ‘Remuneration
needs genuine reform.’
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A prospectus for reform

So how can financial services companies
navigate this uncertain environment, and what
actions should they be considering? Each
company clearly needs to consider its own
circumstances, and target reform where the
risks and misalignments are greatest. In some
cases, little change will be required, while in
others, major reconstruction of compensation
arrangements will be the order of the day.

At the very least, companies should be
prepared to respond to challenges about their
pay policies from compensation committees,
shareholders and regulators. A one-size-fits-all
approach to compensation design is clearly not

appropriate. However, firms should consider how

they would ‘comply or explain’ against the
following principles.

1. Incentive payments should be based on
performance measures that adequately
account for the risk taken in
producing profits.

Too many incentive plans ignore risk when
assessing bonus payments. Apparently strong
results can look more anaemic when the risk
taken to produce them is properly factored in.
There seems little doubt that better practices in
this area would have lessened incentives for
excessive risk-taking and would have provided
an early warning system about the risks being
taken. Change in this area need not lead to the
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much feared first-mover disadvantage. Using
risk-adjusted measures does not necessarily
mean that bonuses need to fall, just that they
need to be justified by real performance.

2. Bonus pools should not be struck below
the level at which cost and risk can
be allocated.

Competitive pressures for talent have led to an
‘eat what you kill’ culture in many investment
banks. In order to retain key staff, many firms
have been driven to align bonus payments with
increasingly localised results. Often, the bonus
assessment is based on such a granular level of
business unit that the firm’s systems can no
longer accurately allocate risk, or even cost. This
has led, for example, to payments based purely
on revenues in some cases.

Firms need to address this from three directions:

i. Significant investment in improved cost and risk
allocation systems to enable a more granular
understanding of risk-adjusted performance
(this is a fundamental business management
issue as well as a compensation issue).

i. Recasting bonus pools at a higher
organisational level, where risks and costs are
already well understood. However, this needs to
be balanced against the risk of losing key
people, as this will be less attractive for some
key revenue generators.

ii.Retention concerns and the time taken to
improve risk reporting and measurement
systems means that firms may need to live for
a period of time with measures that do not
adequately account for risk. Where this is the
case, firms need to recognise that this gives rise
to additional business risk, and counteract this
by: consideration of other risk management
mechanisms such as deferrals; and instigation
of additional controls and review procedures in
the affected business areas.

3. Rewards should be aligned with the risk
profile borne by the firm.

More use should be made of long-term
incentives and deferrals in business areas that
take longer term risks. Exactly matching the term
of different product lines is unlikely to be
practical. And deferrals beyond three to five
years are likely to be so heavily discounted by
executives as to have no impact on behaviour.
But even with these restrictions, better alignment
can be achieved. Structuring separate, explicit,
LTI vehicles may be more effective than deferral
of bonus, given the tendency (increasingly
supported by case law) for bonuses to be paid
out when an individual leaves the business.



4. Deferrals should be linked to the realised
profitability of the business on which the
bonus was based.

Those wishing to argue against deferral as a
solution, point out the fact that Bear Stearns had
higher levels of stock-ownership than many
banks. But deferral into stock, while it might
encourage individuals not to leave, does not do
much to militate against short-term behaviour. For
all but the most senior individuals, the stock price
of the entire enterprise is a very remote concept.
Even with deferral, the prime incentive is still to do
what you need to do to get the stock in the first
place - that is, deliver on the annual bonus
targets. Instead, companies should look at linking
the value of deferrals more closely to the area of
business in which the profits were generated.
Achieving an exact match is likely to face severe
practical constraints, but linking deferrals to future
local business area profits, even if not to the exact
book of business that generated the profits, would
help. This would also support a culture of peer
review, because managers in the same business
area would be encouraged to look at each others’
activities to make sure that the value of their own
deferral was not being put in peril.

5. Managers should have a significant
proportion of remuneration based on
divisional or group-based bonuses.

Bonuses based on very localised measures

of performance are often praised as providing
improved ‘line of sight’. In other words, because
executives can see and control what they need
to do to generate a bonus, it provides a stronger
incentive. However, this also increases risk
unless the metrics are robust (and risk-adjusted)
and the control environment strong. Line of sight
also creates the moral hazard that bonus targets
may be manipulated or achieved in ways that
have unanticipated consequences. Greater

use of divisional or group-based bonus pools
reduces these risks and also encourages
individuals to think more widely about the health
of the entire enterprise. Firms also need to

look at the longer term patterns of remuneration
for individuals over time — is remuneration
excessively volatile, encouraging a short-term
mentality? Or do individuals feel themselves to
be long-term partners in an enterprise in which
they are building long-term value?

6. Compensation design should be
considered a key business competence
and resourced as such.

The bonus culture is a reality in financial services,
and as a result pay does affect behaviour.
Yet too often, compensation design is entirely left

to HR departments that can never be expected
to have the entire range of skills required to
design and monitor compensation in a financial
services environment. Yet in our experience,

HR faces significant difficulties in engaging
other parts of the firm in compensation design.
Organisations need to ensure that appropriate
input from risk, finance and treasury is brought to
bear, together with HR, in compensation design.
These functions must have it impressed upon
them that compensation design is a priority
business activity.

7. Compensation design should be
viewed in conjunction with wider people
management practices in order to support
a consistent approach to achieving the
desired culture.

Although pay is important, it is far from the only
issue, as highlighted in this survey. Looking at
compensation in isolation, is unlikely to achieve
the desired result by itself. Organisations need to
review: how they develop and manage talent;
how they manage performance (what is it that is
really recognised and rewarded?); how
individuals’ careers are developed; and how the
desired culture and expected standards of
behaviour are communicated and reinforced.
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As the credit crisis continues

to unfold, governments,
regulators and the industry itself
continue to seek a better
understanding of its causes

and implications.




Conclusion

Regulators are taking a close interest, and seem
likely, at the very least, to ask probing questions
about remuneration. There is also a political
vacuum to be filled. The combination of
economic downturn and electoral politics

in the US and Europe means that ‘something
must be done’.

Views differ as to whether remuneration was a
symptom or cause of the credit crisis. It is almost
certainly too simplistic to say that it was a prime
cause. But the conclusion from this survey is
clear. There is a widespread consensus that
genuine reform is needed, and should not be
viewed as a fig leaf in response to mounting
external pressures.

Of course, there is a possibility that a quicker
than expected economic recovery will lead to the
current problems being forgotten. But that would
be a mistake. There is currently a window of
opportunity for meaningful reform to take place,
which would benefit the operation and stability
of the financial system as a whole.

Companies should respond positively to this
opportunity to ensure that any reform that takes
place is effective, and supportive of a vigorous,
yet robust, financial services sector. Strong and
visionary leadership will be required to overcome
the fear of change. The case also needs to be
made to employees that initiatives that seem
unattractive in the short term will have a payoff
in the future.

In this way, the sector can regain its rightful place
as one in which innovation flourishes and that
supports economic growth. For this reason,
well-considered voluntary initiatives from industry
bodies, such as the IIF and the Counter-Party
Risk Management Policy Group, are welcome.
There is a fair degree of consistency between the
recommendations emerging from these bodies,
and our own, which suggests a consensus may
be starting to emerge.

Individual firms should review their remuneration
policies against the principles outlined in this
survey and ensure that any deviations can be
justified. How would the firm respond to probing
questions in these areas from the regulators?

By indicating that they are considering these
issues voluntarily, financial institutions should
encourage regulators to take on approaches that
go with, rather than against, the grain of the
market. An appropriate, light-touch, regulatory
response to the issue may be the catalyst
required for reform to take place.

While no one denies the right of individuals

in a talent-driven industry to earn rewards,

it is clear that the financial services sector as a
whole recognises that its current remuneration
practices are in need of reform. As Michael
Rendell, a partner at PricewaterhouseCoopers,
(UK) puts it: ‘All of us involved in financial
services need to ensure that rewards reflect truly
sustainable performance and are not a short
term mirage. First, because it’s the right thing
to do. Second, because it is always better

to embrace change than to have it

forced upon you.’ []
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PricewaterhouseCoopers and the
Economist Intelligence Unit conducted a
global online survey of financial services

iIndustry executives and commentators.
The survey attracted 264 participants from

the Americas, Asia and Europe and was
conducted in May 2008.




Appendix: Survey results

Our thanks are due to all those who participated for sharing their insights with us.

Please note that totals do not always add up to 100 because of rounding, or because respondents could choose more than one answer.

1. Do you think that the compensation systems in the financial
services industry need reform?

Yes 45
Yes, but only in certain sectors 50
No 5

0 20 40 60 80 100%

2. In which of the following sub-sectors of financial services do you
think reform is most needed? Select up to three.

Investment banking
Hedge funds

Asset management

Private banking/wealth
management
Private equity/venture capital

Corporate banking
Retail banking
Real estate/leasing
Primary brokerage
Life insurance
Non-life insurance
Reinsurance

Property and casualty insurance

40 60 80 100%
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Appendix: Survey results continued

3. In which of the following functions are the compensation systems 4. What factors have created the conditions for the current credit/
most in need of reform? banking crisis?

Front office 63 Culture and excessive risk-taking
Risk function 23 Mis-pricing of risk
Back office 7
Middle office 7

Reward systems

| | | | ) Lack of transparency
0 20 40 60 80 100%

Lax credit standards

Diversity and complexity of financial
instruments used

Lack of independence in

risk governance

Ineffective regulatory oversight
Poor business strategies and models
Lack of profitability and risk metrics

Monetary policy

1 1 1 1 J
0 20 40 60 80 100%
Percentage who considered significant
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5. Please indicate whether you agree with the following statements.

Incentive models in financial services are skewed towards short-term reward

Incentive structures are too asymmetrical and do not provide for sufficient downside or ‘clawback’ in the event of
poor performance

Current compensation systems encourage excessive risk-taking in order to maximise short-term rewards
Reform of the compensation systems need to be industry-wide

Problems with the compensation systems are largely confined to investment banking

It is acceptable for a high-performing individual to receive significant rewards, even if the organisation as a whole has
performed badly

The current compensation of risk officers gives rise to a conflict of interest
1 1 1 1 J

0 20 40 60 80 100%

Number of respondents that agreed with the statement

6. Over the past year, what changes have you made to the following aspects of your compensation plans?

Overall bonus pool/levels

Proportion of total remuneration paid as annual bonuses

Relative proportion of total remuneration paid for periods of performance for three years or longer (eg, stock/equivalent)
Hurdle rates or performance targets for long-term incentives

Use of long-term incentives

Use of non-financial measures

Greater scrutiny of compensation of risk officers
1 1 1 1 J

0 20 40 60 80 100%
Increase No significant change Decrease
| |
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Appendix: Survey results continued

7. Does your company use a risk-adjusted profitability measure, such as risk-adjusted return on capital (RAROC), risk-adjusted cost of capital or
capital-adjusted value at risk (VaR), to determine performance-based compensation?

Yes 30
No, but we intend to introduce this 15
No, but we are open to evaluating this 32
No, and we currently have no intention of introducing this 23
1 1 1 1 J
0 20 40 60 80 100%

8. Over the next year, what changes do you expect to make to your compensation plans?

Overall bonus pool/levels

Proportion of total remuneration paid as annual bonuses

Relative proportion of total remuneration paid for periods of performance for three years or longer (eg, stock/equivalent)
Hurdle rates or performance targets for long-term incentives

Greater scrutiny of compensation of risk officers

Use of long-term incentives

Use of non-financial measures
1 1 1 1 J

0 20 40 60 80 100%
Increase No significant change Decrease
| |
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9. In the next year, what change to you expect to make to the 10. Which of the following components do you currently use in your
proportion of the bonus paid for performance in the following areas? compensation programmes and which do you plan to use over the
next three years? Please select all that apply.

Group performance 6
Divisional performance 8 94
Annual cash bonus
Desk performance 11
Individual performance 13 Annual or less frequent
1 1 1 ) granting of share/share
0 20 40 60 80 100% equivalent awards
Increased No significant Decreased Bonus deferral
allocation change allocation

[ | [ |
Performance-based
long-term incentives

Carried interest plans/
co-investment

Share options

48

0 20 40 60 80 100%

Currently Plan to use in Do not
use next three years intend to use
[ | |
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Appendix: Survey results continued

11. Has there been any reduction in headcount at your organisation
as a result of the current credit/banking crisis?

Yes 30
No 70

40 60 80 100%

12. To what extent have bonuses at your organisation changed
as a result of the current credit/banking crisis? Bonuses have...

...increased more than 50%
...increased 40-50% |0
...increased 30-40% | 0
...increased 20-30% | 0
...increased 10-20%

...increased less than 10%
...not changed

...decreased less than 10%
...decreased 10-20%
...decreased 20-30%
...decreased 30-40%
...decreased 40-50%

...decreased more than 50%

40 60 80 100%
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13. If you have reduced bonus levels paid out this year, what has been
the impact on the following?

Employee morale

Attrition rates and employee retention 28
Recruitment difficulties 19
1 1 1 1 J
0 20 40 60 80 100%
Increase No significant change Decrease
| |



14. In the past year, what have been your priorities in terms of improving the management of your organisation’s compensation?

Strengthening talent management processes 67
Greater differentiation to ensure that profitable performers and key employees are adequately rewarded 57
Improving performance measurement and management techniques 55
Improving communication with employees 47
Shifting a greater element of total compensation towards long-term reward 24
L L L L )
0 20 40 60 80 100%

15. In your view, what are the biggest risks associated with reforming the current compensation system?

Greater difficulty retaining talent

Competitive disadvantage arising from implementing reform ahead of competitors
Reduced motivation

Potential that a reformed system will not provide adequate incentives

Greater difficulty recruiting talent

Disengagement between employees and management

Increased difficulty disposing of poor performers

Potential for legal challenges

60 80 100%
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Appendix: Survey results continued

16. Which of the following stakeholders currently exert the greatest pressure on your organisation to change its compensation programmes?

Executive management

Shareholders

Employees or their representatives
Remuneration/compensation committee
Media

Non-Executive Directors

Regulators

Clients

Government

Revenue authorities

60 80 100%

17. In the past year, have shareholders expressed concern about any of the following aspects of your company’s compensation programmes?

Excessive focus on short-term measures and reward 32
Lack of alignment between incentives and corporate performance 27
Lack of alignment between incentives and risk-taking 25
Levels of compensation paid to executives and senior employees 25
Lack of alignment between executive reward and shareholder returns 19
Tendency for incentive arrangements to encourage excessive risk-taking 17
1 1 1 1 J
0 20 40 60 80 100%
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18. How successful do you think your organisation is at managing the following aspects of its compensation strategy?

Aligning incentives with risk 30 37 33
Aligning incentives with corporate performance 49 34 17
Aligning incentives with shareholder interests 46 37 18
Setting appropriate targets 44 36 20
Ensuring that incentives promote long-term corporate performance 32 34 33
Ensuring that incentives adequately reward long-term performance 32 32 36
Using incentives to influence behaviour 43 37 21
Measuring and assessing performance 42 39 19
Differentiating between stronger and weaker performers 44 31 26
Supporting the identification and management of talent 40 38 22
Ensuring that a sufficient proportion of the bonus pool is allocated to high performers 47 34 19
Identifying key employees who should receive long-term incentives 40 34 26
1 1 1 J
0 20 40 60 80 100%
Successful Could be improved Not successful
| |
19. Would you support either of the following, related to compensation in financial services?
Voluntary code of conduct 70
Regulatory intervention 20
1 1 1 1 J
0 20 40 60 80 100

Number of respondents that support aspects of its compensation strategy
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Appendix: Survey results continued

20. Which of the following initiatives would you support in your organisation, and which would you support only if it were an industry-wide initiative?

More deferral of bonuses

Greater symmetry with bonus clawbacks for poor performance in later years
Greater symmetry with loss of bonus deferrals for poor performance in later years
Stop the use of guaranteed bonuses

Reducing annual bonuses as a percentage of total compensation

Increasing longer term reward as a percentage of total compensation
Escrow arrangements

Making receipt of deferred bonus subject to performance conditions
Increasing deferral period to more than five years

Better risk measurement and management techniques

Use of scenario modelling to identify downside risks

Use of stress tests to identify downside risks

Greater use of risk-adjusted measures 36

0 20 40 60 80 100%
Individually within Only as industry-wide
our organisation initiative Not at all
[ | |
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21. In your view, which of the following initiatives would be most effective at leading to better alignment between incentives and risk?

Increasing longer term reward as a percentage of total compensation

Better risk measurement and management techniques

Stop the use of guaranteed bonuses

Greater symmetry with bonus clawbacks for poor performance in later years
More deferral of bonuses

Greater use of risk-adjusted measures

Greater symmetry with loss of bonus deferrals for poor performance in later years
Making receipt of deferred bonus subject to performance conditions
Reducing annual bonuses as a percentage of total compensation

Use of scenario modelling to identify downside risks

Escrow arrangements

Use of stress tests to identify downside risks

Increasing deferral period to more than five years

60 80 100%
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Appendix: Survey results continued

22. Which of the following non-financial measures does your 23. What steps does your organisation plan to take to improve
organisation use or intend to use as part of its incentive scheme? stakeholder relations around rewards?
Please select all that apply.
Greater transparency
and reporting

More effective benchmarking
against competitors

Customer satisfaction

Employee engagement Better communication

with investors

Participation in industry-wide

Brand value forums/panels on rewards

Closer engagement
with regulators

Employee relations More frequent communication

with the media

0 20 40 60 80 100%

Innovation

Management capability

Knowledge retention and transfer

Staff retention

Health and safety

Corporate social responsibility

0 20 40 60 80 100%

Currently Plan to use in Do not
use next three years intend to use
| |
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In which area of financial services do you work? In which region are you personally based?

Retail banking 15 Asia-Pacific 45
Corporate banking 15 North America 19
Asset management/custodian 13 Western Europe 19
Investment banking 12 Eastern Europe 7

Middle East and Africa 7
Latin America |l 3

0 20 40 60 80 100%

Private banking/wealth management
Capital markets

Investment consulting

Life insurance

Private equity/venture capital
Non-life insurance
Broker/dealer

Trading

Hedge fund

Mutual fund

Reinsurance

Property and casualty insurance

N O O T alrlirs

Real estate/leasing
Pension fund trustee || 1

-

Stock exchange/trading system

0 20 40 60 80 100%
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Appendix: Survey results continued

What are your main functional roles? Please choose no more than

three functions.

General management
Finance

Risk

Strategy and business development
Marketing and sales
Operations and production
Customer service

Human resources

IT

Information and research
Legal

R&D

Procurement

Supply-chain management

Other, please specify
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60

80

100%

What is your title?

Board member

CEO/President/Managing Director

CFO/Treasurer/Comptroller
CRO/Chief Risk Officer
Chief Compliance Officer

Other C-level Executive

SVP/VP/Director

Head of Business Unit

Head of Department

Manager

Other, please specify

What are your company’s annual global revenues in US dollars?

$500m or less
$500m to $1bn
$1bn to $5bn
$5bn to $10bn

$10bn or more

30
15
18
10
27
0 20 40 60 80

100%

100%



Contacts

If you would like to discuss any of the issues raised in this briefing in more detail, please speak to your usual contact at PricewaterhouseCoopers

or call one of the following:

PricewaterhouseCoopers Editorial Board

Laurence J Best
PricewaterhouseCoopers (US)
1646 872 8802
laurence.j.best@us.pwc.com

Christopher Box
PricewaterhouseCoopers (UK)
44 20 7804 4957
christopher.oox@uk.pwc.com

Jamie A Burstell
PricewaterhouseCoopers (US)
1646 471 4293
jamie.a.burstell@us.pwc.com

James Clemence
PricewaterhouseCoopers (Singapore)
65 6236 3948
james.clemence@sg.pwc.com

Ron Collard’
PricewaterhouseCoopers (Singapore)
65 6236 3388
ron.p.collard@sg.pwc.com

Della Conroy
PricewaterhouseCoopers (Australia)
61 3 8603 2999
della.conroy@au.pwc.com

Keith Donohue
PricewaterhouseCoopers (US)
1646 471 1667
keith.donohue@us.pwc.com

Ed Donovan
PricewaterhouseCoopers (US)
1646 471 8855
ed.donovan@us.pwc.com

Bernard Dubois
PricewaterhouseCoopers (Luxembourg)
352 49 48 48 4301
bernard.dubois@lu.pwc.com

Debra Eckersley
PricewaterhouseCoopers (Australia)
61 2 8266 9034
debra.eckersley@au.pwc.com

Bonnie Flatt
PricewaterhouseCoopers (Canada)
1416 869 2590
bonnie.flatt@ca.pwc.com

John Garvey
PricewaterhouseCoopers (US)
1646 471 2484
john.garvey@us.pwc.com

Tom Gosling
PricewaterhouseCoopers (UK)
44 20 7212 3973
tom.gosling@uk.pwc.com

Matt King

PricewaterhouseCoopers (UK)
44 20 7212 2801
matthew.king@uk.pwc.com

Robert W Kuipers
PricewaterhouseCoopers (Switzerland)
4158 792 45 30
robert.kuipers@ch.pwc.com

Eamonn D Maguire
PricewaterhouseCoopers (US)
1646 471 7107
eamonn.d.maguire@us.pwc.com

Hank Mlynarski
PricewaterhouseCoopers (US)
1312 298 3436
hank.mlynarski@us.pwc.com

Scott Olsen

PricewaterhouseCoopers (US)
1646 471 0651
scott.n.olsen@us.pwc.com

1 Member of the Global Financial Services Leadership Team.

Reward: A new paradigm? 55
PricewaterhouseCoopers — September 2008



Contacts continued
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