1 Research is based on data between

2000 and 2010.

2 Research paper based on data
between 2004 and 2009 from

30 European retail banks.

B ANKI NG

S ECT OWR

Bank manager compensation
systems that materially impact
the risk profile of large

Furopean banks

Zoltdn Zéman, Jozsef Téth, Péter Kalmdr, LdszI6 Hajés

Szent Istvan University

Following the recent economic crisis a need has emerged to regulate the existing remuneration
practices which created a professional environment where high short-term profits led to
generous bonus payments to managers without adequate consideration of the longer-term risks
they imposed on their institutions. In 2009 for the first time the Financial Stability Forum (later
Financial Stability Board) issued a set of Principles for Sound Compensation Practices. These
principles were later incorporated into the Basel Ill Accord and have been part of the Capital
Requirement Regulation and Directive since 2013 in the European Union. This article provides

an overview on the different regulatory expectations with attention on theirimplementation

in the European Union. Based on samples taken, it analyses data on remuneration disclosed by
European banks in 2014 as part of the latest European stress testing.

INTRODUCTION

The overall compensation system of bank man-
agers at large financial institutions was one of the
many contributing factors to the financial crisis
that began in 2007.The lack of regulations around
the remuneration practices created a professional
environment where high short-term profits led to
generous bonus payments to staff without ade-
quate consideration of the longer-term risks they
imposed on theirinstitutions. These inappropriate
incentives amplified risk-taking to excessive lev-
els that severely threatened the stability not only
of the national financial system, but also of the
global financial system. Bebchuk (2010) and later
Uhde (2015)", on the basis of the examination
of 63 banks from 16 European countries, found
statistical evidence that increased compensation,
especially the increased variable element of the
overall compensation, results in higher levels of
risk-taking. This harmful risk-taking practice can
be put under control by new regulations. How-
ever, they can jeopardize the efficiency of the
banking system, for such regulations can lead to
declining performance of senior managers (Fahl-
enbrach and Stulz, 2011). Furthermore, as the re-
search of Ayadi and Boujelbene (2012)? suggest,
a negative change in the overall compensation of
bank managers is inversely proportional to banks'
solvency. In other words, the increase in the re-
muneration of bank managers increases the
chance of maintaining bank's solvency. Murphy
(2013) also highlights that the increased propor-
tion of the fix element of the overall compensa-
tion will put the efficiency, performance and new
value adding processes at risk. Such changes in
remuneration practice erode competitiveness
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and can eventually lead to higher cost of capital
in the European banking sector.

In the recent years many researchers have been
focusing on the new regulations. They are aiming
to determine the impact of the change in the
proportions of the fix and variable elements of
the compensations packages. Although the new
regulations standardised the remuneration of
bank managers, Hittenbrinka et al. (2014) found
that the overall income of bank managers in
countries with stricter regulations is higher than
in other countries. Other studies concentrated
on the time horizon over which the variable ele-
ment can be paid to the senior management,
based on the new regulations. Liesen (2011) be-
lieves that withholding of performance bonuses
would not prevent managers with material im-
pact on the bank’s risk profile to take excessive
risks. More recently, the study by Cullen and
Johsen (2015) suggests that such withholding is
required not only for 3 to 5 years but for 7 to 10
years instead.

The previously cited publications are focusing
on different parts of the new remuneration poli-
cies: a group of these studies are assessing the
impact of the policies on banks' performance,
efficiency and solvency. Other researches are fo-
cusing on the fix, variable and withholding ele-
ments of compensation. In the next section the
current study summarises the main parts of the
new remuneration policies and their formation.

THE REFORM OF THE REMUNERATION
SYSTEM

In order to address the above detailed problem,
the Financial Stability Forum (FSF) issued a set of
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Principles for Sound Compensation Practices in
2009. These principles aimed to regulate: the ef-
fective governance of compensation; the effec-
tive alignment of compensation with prudent
risk taking; and the effective supervisory over-
sight and engagement by stakeholders. In the
same year the FSF (later restructured to Financial
Stability Board — FSB) issued new standards to
help the implementation of the principles. The
standard expected large financial institutions,
especially institutions where insolvency could
put the national financial system in danger, to
set up Compensation committees as part of the
prudent banking operations. The committee has
to have enough legal power to exercise compe-
tent and independent judgment on compen-
sation policies and practice. It should carefully
evaluate practices by which compensation is
paid for potential future revenues whose timing
and likelihood remain uncertain. Furthermore
it has to work closely with other committees in
the evaluation of the incentives created and of
the compensation system. Furthermore, it has
to ensure that an independent compensation
review is conducted annually. The firm's com-
pensation policy has to be in compliance with
the FSB Principles and Standards as well as with
complementary guidance by the Basel Commit-
tee.

The primary aim of the Compensation Princi-
ples and Standards Assessment Methodology
guide (Basel Committee on Banking Supervi-
sion, 2010) is to give guidance to supervisors
in reviewing the assessed firms’ compensation
practice whether these are compliant with the
FSB Principles for Sound Compensation Practic-
es and their implementation standards. For revi-
sions of the compensation system of assessed
firms, the following guidance has been given to
the supervisors:

* The firm's board of directors must monitor and
review periodically the compensation system
to ensure the system operates as intended.

¢ Staffengaged in financial and risk control must
be independent, have appropriate authority,
and be compensated in a manner that is in-
dependent of the business areas they oversee
and commensurate with their key role in the
firm.

¢ Compensation must be adjusted for all types
of risk and both quantitative measures and
human judgment should play a role in deter-
mining risk adjustments.

* Compensation systems should link the size of
the bonus pool to the overall performance of
the firm.

* Compensation pay-out schedules must be
sensitive to the time horizon of risks.

* The firm has to choose the adequate mix of
awards. It can include a mix of cash, equity
and other forms of compensation, but must
always be consistent with risk alignment.

* Supervisory review of compensation practices
must be rigorous and sustained.

* Firms must disclose clear, comprehensive and
timely information about their compensation
practices to facilitate constructive engage-
ment by all stakeholders.

The main objective of Pillar 3 disclosure re-
quirements for remuneration (Basel Commit-
tee on Banking Supervision, 2011) is to help the
market to receive standardised and reliable in-
formation about the compensation practices at
large firms. In order to achieve the desired level
of transparency, the Basel Committee combined
the principles outlined by the PSF (PSB) and
Compensation Principles and Standards Assess-
ment Methodology guide. These regulations re-
quire banks, depending on their risk materiality
or proportionality, to publish information relat-
ing to the design and structure of remunera-
tion processes, e.g. information relating to the
number of material risk takers, their compensa-
tion as well as the division between variable and
fix remuneration on an annual basis.

In 2009 the European Commission issued the
Recommendation on remuneration policies
in the financial services sector (2009/384/EC),
according to which the remuneration policy
should be in line with the business strategy, ob-
jectives, values and the long-term interests of
the financial institution. The recommendation
is in line with the PSF (PSB) principles and rein-
forces the need for a risk-focused remuneration
policy where the compensation methods are
standardised and variable elements are respec-
tive of the long-term risks of the firm.

Also the Regulation on prudential require-
ments for credit institutions and investment
firms (European Parliament and Council, 2013a)
and the Directive on access to the activity of
creditinstitutions and the prudential supervision
of credit institutions and investment firms (Eu-
ropean Parliament and Council, 2013b) consider
the remuneration practices of credit institutions.
These regulations were an important milestone
in the legislation. Unlike the previously detailed
principles and standards which were not man-
datory for all institutions in Europe, the Regula-
tion is to be applied in all Member States. Only
the Directive can be amended to reflect national
specifications, but all elements of the basic con-
cept have to be maintained. The Regulation, in
accordance with the recommendations of the
European Commission, oblige banks to disclose
detailed information on their remuneration poli-
cies, practices, composition of committees and
the aggregated remuneration details of manag-
ers taking material risks:
® aggregated quantitative information on fixed

and variable remuneration,

e aggregated amounts for those members of
staff whose professional activities have a ma-
terial impact on the risk profile of the institu-
tion,

* the mix of awards (cash, equity and other
forms of compensation),

® compensation pay-out schedules.
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3 The EU-wide stress included 123
financial institutions from 22
European countries

4 Data for one of the banks were
not available and the bank was
excluded from the calculation.
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In addition to the above detailed require-
ments, large firms and firms that could have
a systemic impact on the economy are required
to disclose the compensation information on
staff with material impact on the institution’s risk
profile on an individual basis. The Directive also
covers the questions around the remuneration
practice of credit institutions. It limits the ratio
of variable and fix compensation by stating that
the variable element cannot exceed the fix com-
pensation. Only the shareholders’ approval can
change the ratio, but limitations still remain: the
variable component cannot be more than 200%
of the fix compensation. The Directive requires
financial institutions to defer at least 40% of
the variable compensation element over a pe-
riod which is not less than three to five years.
It is also required to correctly align the bonus
component with the nature of the business, its
risks and the activities of the member of staff in
question.

The remuneration of bank managers with ma-
terial impact on the banks'risk profiles in 2014

In the current study authors have assessed
the following metrics and ratios based on the
disclosed remuneration information of the staff
identified as material risk-takers at large financial
institutions in Europe:

* the proportion of staff with material impact
on the bank's risk profile;

* the average income of the staff with material
impact on the bank’s risk profile;

* the proportion of fixand variable components
at the assessed credit institutions;

* the correlation between the number of staff
with material impact and the total assets;

* the strength and the direction of the relation-
ship between the accumulated compensation
of staff with material impact on the bank'’s risk
profile and the total assets.

The selection of considered financial institu-
tions and the analysis were conducted on the
basis of the latest EU-wide stress® test of the
European Banking Authority (2014). The current
analysis included banks with Common Equity
Tier 1 capital greater than or equal to €4,750 mil-
lion at the end of 2013. 51 European and 2 Swiss
Banks met the criteria but 19 financial institu-
tions had not complied with the information
disclosure requirements set by the Regulation
before the start of the current analysis. Therefore
the study summarises the data from 34 credit
institutions only. Although the sample size may
seem small, it is important to highlight that the
aggregated total assets of these financial insti-
tutions in 2014 was €23,786 billion out of the
€35,704 billion total assets stock of all European
creditinstitutions (European Central Bank, 2015).
Hence the examined sample (excluding the two
Swiss institutions) represents banks with over
66% of the total European banking assets.

To identify the number of staff with material
impact on the bank’s risk profile and the related
data, annual reports and the disclosure reports
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required by Pillar 3 were also used in the study.
However, in some cases it was not possible to
find the dividing line between fix and variable
remuneration, the annual bonus provisions and
in some cases the mix of cash, equity and other
forms of compensation. Therefore, calculations
and ratios include only banks from the sample
where data was available for the relevant metric*.

The total number of staff in the sample (34
financial institutions) was 2,404,930 employees,
of which the number of managers with mate-
rial impact on the bank’s risk profile was 24,062.
In other words, on average one hundredth of
employees have material risk impact. Their av-
erage compensation was €572,937. Concerning
the compensation structure, all European banks
complied with the limits set by the Directive for
the ratio of variable and fix compensation. The
variable element was lower than the fix com-
ponent in 27 financial institutions. In five cases
the variable element exceeded the fix element,
nevertheless the variable component was not
more than twice of the fix compensation. Only
the two Swiss banks exceeded that limit, how-
ever, these banks are exempt from the require-
ments of the Directive. These two examples
suggest that, in the absence of existing regula-
tions, there are some European financial institu-
tions that would potentially continue or adopt
the practice of greater variable compensation
than fix remuneration in the current economic
environment. Therefore, the question is whether
the regulations of the remuneration would in-
fluence risk taking behaviour only, or it would
also influence managers' performance in longer
term. For example, Murphy (2013) concluded
that out of two managers with the same initial
performance and impact on their institutions’
risk profiles, one with and one without the requ-
lations on compensation, the manager with the
‘less’ compensation would eventually perform
poorly compared to the other manager.

The correlation between the number of staff
with material impact on risk and the total assets
was evaluated with a linear, bivariate regression
analysis. In this analysis the total assets were
considered as independent variable and the
number of staff was the dependent variable. The
correlation coefficient was 0.54, which suggest
that statistically there is a moderate relationship
between the number of staff with material im-
pact on risk and the total assets. Although such
a relationship exists, the total assets, or in other
words the size of the institution, is only one fac-
tor, and other factors like geography, structure
and risk management process need to be con-
sidered as well. In order to describe the relation-
ship of these variables we can use the linear for-
mula:

§ = 289.3967+0.00056x (M

In this context (1) every increment of €1,000
million to the total assets yields 0.56 staff incre-
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The relationship between the number of staff
with material impact and the total assets
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ment in the stock of staff with material impact
on the bank’s risk profile. Figure 1 shows the dis-
persion of the different data points in the space
of total asset and to the number of material risk
takers.

The relationship is significantly different in the
case of six financial institutions. Any values great-
er or less by 500 employees at any given point
(dotted lines on the graph) compared to the re-
gression line (red continuous line on the graph)
were considered significantly different; such data
points are marked with a triangle. The correlation
coefficient increases to 0.76 if we exclude the
mentioned six extreme credit institutions from
the sample. Another regression analysis was car-
ried out to understand the strength and the di-
rection of the relationship between the accumu-
lated compensation of staff with material impact
on the bank’s risk profile and the total assets:

y =-27.8+0.0006x )

The linear model shows that the bigger the
total assets of the financial institution the more
compensation they pay to staff with material
impact on the bank’s risk profile. Every addition-
al €1 million of the total asset results in a €0.0006
million spent in such compensation. For exam-
ple, if the volume of total assets is €400,000 mil-
lion, the remuneration of the high risk-impact
managers is €240 million. The correlation coef-
ficient of the variables is 0.61, which represents
a moderate relationship.

BeNcHMARKING TRENDS AND RATIOS

Following the implementation of the Capital
Requirement Regulation and the Directive, the
European Banking Authority (EBA) is required

to benchmark remuneration trends at the Eu-
ropean Union level and to publish aggregated
data on high earners and other compensation
related questions. The EBA in a recent (2015)
study found that all Member States except for
Belgium, Slovenia, Sweden and Romania have
implemented the possibility for institutions to
increase the maximum ratio between the va-
riable and the fix remuneration to 200% with
shareholders’ approval. Following the introduc-
tion of the limitation, the average ratio for all
identified staff plunged to 65.48% compared
to 104.27% in 2013. Furthermore, the most re-
cent EBA study (2016) concludes that the num-
ber of high earners, who have been awarded
€1 million or more annual remuneration for
2014, increased significantly, from 3,178 in 2013
to 3,865 in 2014 (+21.6%), mainly driven by
changes in the exchange rate between EUR and
GBP. However, the average total remuneration
per identified staff decreased from 347.595 in
2013 to 307.281 in 2014 (-14.6%). This reflects
mainly the fact that, after entering into force
(June 2014) of the RTS that introduced a harmo-
nised set of qualitative and quantitative criteria
to identify staff who have a material impact on
the institution’s risk profile, the number of iden-
tified staff increased significantly, from 34,060 in
2013 to 62,787 in 2014 (+84.34%). In 2014, ove-
rall 2.34% of staff in institutions were marked as
identified staff compared to only 1.17% in 2013.

ConcLusION

In response to the excessive risk-taking practi-
ce of bank managers, which led to the financial
crisis in 2007, the different financial committe-
es and forums issued recommendations about
the remuneration of managers with material
impact on the bank’s risk profile. Later, after the
implementation of the Capital Requirement Re-
gulation and the Directive, the compensation
system became officially regulated. One of the
key changes concerning remuneration of bank
managers was the introduction of compensa-
tion pay-outs aligned to the time horizon of risks
and the maximisation of the ratio between the
fix and variable components.

The study confirmed that the total amount of
variable compensation paid to bank managers
in 2014 did not exceed the fix element in the
majority of assessed European financial institu-
tions. The analysis also highlighted the fact that
the variable compensation component in banks
that were included into the stress tests but are
not established in the European Union, exceed-
ed twice the fix element of the compensation
in the same vyear. Furthermore, based on the
analysis of the disclosed remuneration data of
the 34 assessed banks it can be stated that there
is a moderate relationship between the total as-
sets and the compensation of employees with
significant influence on the organisational risk
taking.
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