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The Advanced Institute of Management Research (AIM) develops UK-based
world-class management research. AIM seeks to identify ways to enhance

the competitiveness of the UK economy and its infrastructure through research
into management and organisational performance in both the private and

public sectors.

AIM consists of:

m QOver 300 AIM Fellows and Scholars — all leading
academics in their fields...

®m Working in cooperation with leading international
academics and specialists as well as UK policymakers
and business leaders...

m Undertaking a wide range of collaborative research
projects on management...

®m Disseminating ideas and shared learning through
publications, reports, workshops and events...

m Fostering new ways of working more effectively
with managers and policymakers...

® To enhance UK competitiveness and productivity.

AlM'’s Objectives

Our mission is to significantly increase the contribution
of and future capacity for world class UK management
research.

Our more specific objectives are to:

® Conduct research that will identify actions to enhance
the UK'’s international competitiveness

® Raise the quality and international standing of UK
research on management

®m Expand the size and capacity of the active UK research
base on management

®m Engage with practitioners and other users of research
within and beyond the UK as co-producers of
knowledge about management

Current AIM research projects focus on:

How can UK policymakers evaluate and address

concerns surrounding the UK's performance in relation

to other countries?

National productivity has been the concern of economists,
government policymakers, and corporate decision-makers
for some time. Further research by scholars from a range
of disciplines is bringing new voices to the debates about
how the productivity gap can be measured, and what the
UK can do to improve the effectiveness of UK industry
and its supporting public services.

How can UK managers capture the benefits of innovation
while meeting other demands of a competitive and social
environment?

Innovation is a key source of competitive advantage and
public value through new strategies, products, services
and organisational processes. The UK has outstanding
exemplars of innovative private and public sector
organisations and is investing significantly in its science
and skills base to underpin future innovative capacity.

How can UK managers disseminate their experience
whilst learning from others?

Improved management practices are identified as
important for enhancing productivity and performance.
The main focus is on how evidence behind good or
promising practices can be systematically assessed,
creatively adapted, successfully implemented and
knowledge diffused to other organisations that will
benefit.
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Introduction

The group we have assembled is unique, as it spans
diverse backgrounds with regard to the industry —
practitioners at the sharp end in the various subsectors
of the financial system, academics and members of
professional services firms. Normally, such a varied
background leads to disconnect, divergent agendas and
vocabularies. Our experiences here, however, have been
to the contrary — we speak the same language and are
united in our care for the financial system as a whole.

We are aware that surfacing those themes will not be in
the interest of the many stakeholders, including parts of
the financial services industry, whether regulated or
shadow, that prefer the status quo. It will therefore be
very difficult to surface them in an attributed fashion.

Whatever measure or suggestions are proposed as

a result of our conversations, must therefore, as they
should anyway, stand on their own merits, without the
weight of authorial reputation behind them.

¢¢...we put together a working
group to help shape the current
debate around the future of the
financial services industry and
financial system.??

The following briefing document summarises the outputs of the collaboration
between co-hosts from major banks, consultancies, the World Economic Forum
and academia, under the auspices and with the support of the Advanced Institute
of Management (AIM) Research and London Business School. Building on recent
AlM-sponsored research at London Business School, and bridging the worlds of
academia and industry, we put together a working group to help shape the current
debate around the future of the financial services industry and financial system.

Our intention is, eventually, to draft position papers around
a number of themes, and feed them into the ongoing
debate on the financial system at the national and
international level. The debate in the UK, following the
recent publication of the interim report of the Independent
Commission on Banking (and the ensuing legislation that
may follow) is an opportunity to revisit some key topics.
And while the momentum for an effective global financial
redesign appears to falter disconcertingly, we still hope
that these thoughts may help inform future discussions
and sessions in Davos, the G20 (and B20) process,

or other appropriate channels.

This brief note summarises our discussions to date,
identifying some of the key themes involved. These also
represent inconvenient truths — topics that are, we believe,
still unresolved or misunderstood after the crisis.

We hope that the views of our working group will help
further the debate.



All stakeholders want to see a constructive resolution of
compensation issues — policymakers, regulators, society
and even the industry itself. Yet they find it hard to agree
on how to move forward in the most constructive way.

In many areas of financial services, compensation is no
more of an issue than elsewhere. The average branch
employees in a retail bank, for example, do not earn multi-
million bonuses. Instead, the pay levels for such employees
are reasonably well aligned with national average wages.
Nor do such employees contribute in a significant way

to systemic risk.

The issue of compensation is concentrated in the area
of systemically relevant financial institutions, in particular
wholesale banking, or firms that behaviourally mimic
such institutions. Within those institutions, there is again
a wide dispersion of roles — clearly, the reception staff

or IT helpdesk do not contribute to systemic risk and are
paid broadly in line with national wage distributions.

It is the relatively small population of risk takers or producers
in systemically relevant firms where compensation is an
outlier to anyone looking at national averages. To put this
into perspective, of the 1.2m financial services employees

in the UK, some 3,000 are estimated to earn in excess

of £1m per annum’ (and by extrapolation probably some
10,000 to 20,000 staff in excess of £600,000).

Some challenges

There are three main challenges levelled at historic
compensation practices: the mechanisms of awarding
compensation encourage inappropriate risk taking —
particularly as they reward short-term gains, but do not
penalise long-term losses; the absolute levels of
compensation are too high, when compared to other jobs
with similar levels of qualification or the contribution of
financial services to society; related to the previous point,
employees are seen to hold the industry and shareholders
to ransom — pointing towards an inefficient market for talent.

It is also helpful to consider the different employee
populations in the industry, with different risk and
pay profiles:
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Compensation in financial services

Two years after the financial crisis, compensation in financial services (FS)

still features prominently on the agenda of policymakers and the public at large.
From this alone, it should be clear that residual issues exist in the area — or at least
there is a lack of awareness about changes that have been made to the system.

Market makers (trading and sales): their role is to help
firms with day-to-day risk management and give access to
markets. In doing so, market traders have to build books

of inventory to anticipate client demand, and in the process
can build up significant systemic risk — if, for example,

one bank ends up facilitating most of the market in a given
product. Pay can be very high, particularly when the profits
from longerterm strategies are accounted for upfront.

As such, they can be subject to inappropriate risk taking.

Advisory bankers (M&A and origination): their role is

to help firms merge or raise capital, and those roles contain
limited systemic riskiness, per se. Pay levels can be very
high, due to the way flagship transactions are priced.

Control staff: their role is to oversee the producers (that
normally fall into the first two categories). Perversely, if pay
here is too low compared to the producers, there is danger
of the in-firm equivalent of regulatory capture. Control staff
will try to build favourable relationships with producers,

so they can ultimately transition into their area and share

in the upside.

Finally, it is wrong to assume that everything around
compensation can be set right through either extreme of
intrusive regulation or free markets. Compensation is at
the core of incentive systems that are ultimately designed
to make people productive in a very complex industry.
One problem in the current discussion is the obfuscation
of the actual areas of problematic compensation with

a debate on ‘free market’ versus ‘micro-regulated’ pay.

Recently, it has been argued that many problems in
financial services are due to the emergence of an ultimately
unsustainable industry architecture, where the division

of labour and the business models associated with it led
10 a collective deterioration of underwriting, amplified by
compensation practices.? Self-regulated pay structures
exacerbated the problem. Whether or not that is the case,
if history is to be a guide, we should allow that potentially
problematic structures may emerge out of free
competition, rather than assuming that they will be
self-correcting. Thus, the role of industry-wide standards,
or regulatory requirements for compensation, should

not be considered problematic or not justifiable ex ante.



Furthermore, we are keenly aware that motivations which
drive behaviours are not reducible to just direct monetary
incentives in a performance contract; broader issues of
career progression within and between institutions must be
taken into account, and we need to consider the role of the
non-regulated financial services sector. Also, individuals are
not, as assumed in textbook theory, purely rational agents;
biases, social comparison, and other aspects of behavioural
science need to be taken into account as we look both at
the causes of the problems, and at prescriptions that are
potentially robust and sustainable.

Mechanisms that encourage inappropriate risk taking
This has been the focus of most of the regulatory effort
following the recent crisis, and many steps have been
taken here both by the G20, regulators and individual

firms. The main thrust has been to defer larger parts of
compensation for a longer period, including some claw-back
clauses based on individual and firm performance.

This is certainly a step in the right direction — but some
issues remain open. It should not be forgotten that in the
case of Bear Stearns and Lehman Brothers, for example,
large and broad-based employee shareholdings and a code
of not selling the firm's stock (in effect amounting to very
long deferral periods), did not prevent catastrophic failure.
Simplistic proposals to pay large portions of variable
compensation in deferred stock will not per se improve risk
taking or stability at a systemic and institutional level.

Private gains, public losses: In the framework of public
ownership and limited liability, it is hard to construct
compensation mechanisms that fully reflect a situation
where the upside accrues to private sector players, but the
downside is ultimately borne by society. Private partnership
would address some of the issue and has been suggested
as a potential solution, but realistically would still, for good
reasons, operate under limited liability and thus not solve
the problem.

Wise after the event: It is hard to measure risk accurately,
and therefore define risk taking ex ante. The large
exposures to residential mortgages in the run-up to the
latest crisis were deemed essentially risk-free at the time.
Other than through claw-backs, it is impossible to address
this issue — and even then, recourse will not be sufficient
to drive behaviour.

Accounting devices: There have been historical instances
where shrewd accounting allowed producers to capture
most of the anticipated payout of a product upfront,
without proper provisioning for potential downsides.

Staff were then paid a commission on the anticipated total
lifetime profits, rather than just the cash flows accrued in
a particular year. This issue was particularly rife in complex
structured products. Both the significant shrinking of this
product class, and increased regulatory pressure, have
made this point less relevant today — though it should
remain on the agenda, particularly where divergent
accounting standards allow for arbitrage. Still, it should

be recognised that some of the incentive problems are
brought about by inappropriate accounting for profits.

A more thorough engagement with accounting principles
and practices seems called for and this issue has not
been fully debated.

It is not only about the money. Executives may trade off
monetary incentives based on stock, with other forms of
gratification. Dick Fuld could be a case in point: Lehmans'
collapse cost him, personally, over $900m; yet potential
losses of this size do not appear to have been enough to
have him challenge his own assumptions. Perhaps this was
related to the fact that marginal utility of money may be
decreasing at higher pay levels; or that other psychological
mechanisms were in play. As we consider the disciplining
role of incentives, a behavioural analysis may be of more
help than advanced contracting theory.

Get rich quick: The salary progression, and perception of
wholesale banking in particular, creates a get rich quick
mentality that encourages risk taking at junior and middle
levels of seniority. After all, if university graduates can start
on $50-75k in their first year and progress to $1m within
seven to ten years, why would they not try to play the
casino? Especially as the downside may just be getting
fired and starting a mainstream career in their early thirties
like everybody else.

With a mindset like this spread across institutions, top-
down risk management in particular becomes a challenge.
Of the issues mentioned so far, this is probably the most
overlooked, and yet ultimately the most tractable — though
not at the level of individual firms. It is an industry issue,
and has been for some while.?

Both the aggregate quantum of compensation (average pay
times number of staff) and turnover rates (average tenure

is often less than five years, leading to a ‘not during my
tenure here’ mindset) at the uppermiddle levels of seniority,
such as directors or senior vice presidents, make this the
most systemically relevant population of employees.



Adverse selection — the disproportionately greater career
progression of those who succeeded by taking the ‘it's a
lottery’ view and winning — can exacerbate the problem,
and send the wrong message. However, it should be noted
that graduates have been entering firms already equipped
with a ‘casino mindset’ and outsized expectations on
career progression and pay. This suggests it would be
unfair to put the blame solely on the industry and its culture
or incentive mechanisms — factors in education, reported
industry image, or societal biases, seem to have at least
supporting influence. This observation holds across
nationalities, which suggests a global development at play,

either linked to education hubs or broader economic trends.

¢¢...abehavioural analysis
may be of more help than
advanced contracting theory.??

Aspects of the last issue could be addressed by way of an
agreed mechanism to limit yearon-year pay increases for
junior and mid-level staff, thereby returning to more of an
apprenticeship structure. Given that people make social
comparisons on a relative basis, rather than absolute
quantum, this might not be disastrous for the industry as
long as it is uniformly and globally enforced, by way of a
G20 or Financial Stability Board mandate — though there
would be significant challenges around creating two
populations with different tracks inside existing institutions.
This point also links with the existence of a large shadow-
finance system, such as the hedge funds, for example,
which despite currently not being systemic in general, still
sets compensation benchmarks for the regulated sector.

Absolute quantum of compensation

While bankers’ compensation has been significantly
ahead of average national wages for quite some time,
profitability in the industry had not suffered from this
trend until recently.* The current situation can be attributed
to several factors, of which only few have an imminently
tractable solution.

Some argue that the industry creates limited value,

and mostly engages in self-referential activity.® Financial
services are an intermediate input. Be that as it may, it
should be pointed out that the issue of rent extraction is
very complex, is still in its infancy analytically, and at least
warrants further study.
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Caution must be used when we consider the role of financial
services firms and their appropriate size. For instance, an
often-heard fallacy, comparing the size of the UK banking
sector with UK GDP (or share of profits of UK-based banks
with other UK firms), ignores the fact that capital markets
are a global phenomenon and their intermediation can
create value disproportionate to the economy in the location
of the intermediator. Banks could be viewed as similar to
exporting firms in this regard. London, in particular, has long
benefitted from this, which suggests the proper comparison
for its profits and market capitalisation is not UK GDR

but European or even global GDP

More constructively, there are instances where pricing
structures are indeed skewed towards creating large profits
for banks. Mergers and acquisitions and corporate advisory
are examples where even a small percentage on a large
corporate transaction can produce fees in excess of

$10m for just a few bankers. For this reason, many

thriving boutiques exist in this area.

The issue lies in pricing off of the transaction value rather
than the ultimate value created, which is much harder

to measure. This is exacerbated by the fact that when it
comes to such transformational deals, clients naturally
seek the best advice and are less price sensitive than
usual. To change this will require a complete overhaul

of the broader economy’s management paradigms

and governance structures — something that is unlikely
to happen in the near term.®

To this, might be added the governance issues related to
M&A activity overall, and those commissioning the deal
and the advice, especially given M&As inability, on average,
to yield long-term shareholder value.

Of course, profit levels could be reduced by way of taxation
or fee caps —however, this would amount to significant
intervention into the markets, which we would not see as
justified given the limited systemic impact of corporate
advisory. Banking, incidentally, is not unique in this —
management consultancy in many instances prices off
intangibles or large binary future outcomes. This relies
heavily on brand value and customers’ desire to get the
best advice, and therefore commands very high fee levels.



Another mechanism by which the industry generated high
shareholder returns despite high staff payouts was through

leverage — which ultimately had significant systemic impact.

This is likely to be rectified within the framework of Basel
[, and should exert corresponding pressures on staff
payouts as firms continue to protect return on equity.

¢¢Shareholders have not played
a strong role in driving firms’
compensation in the past,
and this is an area where
they could play more of a
corrective role in the future.??

It is ultimately the responsibility of boards to ensure that
shareholders get the right prioritisation compared to staff
or management —and we hope that they step up to this
responsibility going forward.

Shareholders have not played a strong role in driving firms'
compensation in the past, and this is an area where they
could play more of a corrective role in the future. To do so,
they will have to overcome agency problems of their own,
as many institutional shareholders manage other people’s
money, which is slightly beyond the scope of this briefing.
Still, it is worth probing the link between pay issues and
governance of banks further

This last point leads to the observation that even if the
management in banks, which are publically traded, has
the view that reform is needed in terms of compensation
practices, they are unlikely to be able to act as forcefully
as they would want. The concern is that talent could move
to a competing institution. And even though individually
managers might know that such a short-term dip comes
with long-term benefits, analyst pressures for short-term
performance may lead them to accept practices which are
not viable over the long-term. This is linked to the issue

of excessive arbitrage by star talent; but also to the role

of analysts and institutional investors on banks and their
behaviour, which has not been fully considered. In fact the
emerging academic evidence on analysts is quite sobering:
empirical studies suggest analysts are poor judges of firm
performance, which therefore questions the textbook
model of corporate governance. (More attention should
be paid to the potentially destabilising role of analysts).

The fact that investors, in banks and in the products
originated by banks, have increasingly changed their
own compensation practices and investment philosophy,
effectively turning long-term capital to short-term return
seekers, has substantially heightened the problem.

Finally, one way of controlling the pressures from short-
term investors, could be to change the compensation basis
in banks or other financial services. There are a number

of potentially positive side-effects; and arguably some

of these incentives might work for regulators, too.

Rather than relying primarily in stock options, or
contingent convertibles (cocos) or similar, compensation
might also be at least partly issued in subordinated debt.
This would limit the incentive to engage in risky behaviour
that would have stock price upside, at least until the
options are exercised, and would also ensure that there is
an alignment with the desire to safeguard banks' reliability.
A debt mentality would be vastly different from an equity
mentality, even more so if one’s pension is related,

with some debt-impairment performance metrics,

to subordinated debt obligations.

Such a mechanism will carry significant administrative
burden if deployed beyond small populations at the very
top, and loses some of the desirable features of equity-
based compensation — but it warrants further consideration
and study.

Excessive arbitrage by ‘star talent’

While the absolute quantum of bankers’ compensation
draws vociferous response today, there are other areas

of society where even higher amounts are involved with
little outcry — namely sports and entertainment.” This, in
our mind, is down to two differences. Firstly, it is easier
for a layperson to understand what a footballer or singer
does, and why this constitutes unique talent. Secondly, the
benchmark for talent is more transparent in those areas —
a footballer will usually play many matches and their talent
be widely recognised among the football community
before being offered a Premier League contract.?

The talent market in financial services may well be too
opaque. Two skewed incentives are worth mentioning.

Firstly, employees who see declining performance on
their trading books after several years of good runs, will
have rational incentives to find another employer before
this performance crystallises in the next bonus round.
The new employer will see only the historic track record,
and therefore overpay, usually as a guaranteed package,
compared to forward-looking performance.



Secondly, due to the ultra-competitive nature of
wholesale finance, even in cases where an employee

is underperforming, the current employer benefits from
supporting their move to a competitor with a good
reference, thereby inflating the competitor’s cost base.
Combining those two incentives with the highly specialist
nature of wholesale financial services makes for a very
opaque talent market.

We propose the creation of a ‘performance repository’

for mid-level and senior banking staff at a neutral institution,
such as the regulator, for example. This repository could be

tapped by any hiring firm to assess the actual performance

of a candidate, and would therefore reduce staff's ability

to arbitrage firms against each other and through collective

action increase pay levels.

Given that the repository should include not only HR rating
data, but ideally also information on productivity, it must

be held at a trusted institution, and the national regulator
seems the most appropriate choice. Even so, care must

be taken not to share commercial information among
competitors — but this could be achieved by devising a score
card mechanism or similar. \While we do appreciate that the
idea might be met with some concern, not least in terms

of the veracity of information contained, some repository

of information (perhaps of 'red flags’) could be of use.®

As a related point, in many cases in the past, star players
have been able to overplay their own productivity and
underplay the contribution of their firm’'s resources —
inflating pay by linking it to revenue, rather than an
appropriately costed profit. This has been a particular issue
in universal banks, where both the intangible franchise
value and the tangible balance sheet or infrastructure have
not been attributed to individual units. Basel lll will change
some of this, but probably still leave a shortfall, particularly
in the attribution of brand and infrastructure. More thinking
on this point is required, as it offers a unique opportunity
to rein in ‘casino risk’ in integrated banks — potentially
more so than outright separation or downsizing.

Between regulators and the industry, who at board level
understand the issue, further work on this issue would be
very constructive, with the aspiration to create an approved
transfer price methodology, which would provide some
broad agreement in terms of a platform, even though

each bank may elect to adopt its own methodology.

An argument could even be made for disclosure to the
regulator of the internal transfer pricing method, so as to
assuage any potential concern of trading activities or even
investment banking activities free-riding on the, implicitly
or explicitly state-guaranteed, depositorfunded part of
the balance-sheet.
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As a closing thought, the funding advantage of integrated
institutions currently and justifiably attracts a lot of attention
and the free-riding aspects are emphasised. Yet we
acknowledge that there can also be alternative views —

for example, at some integrated banks returns from the
investment bank helped the retail operations through

a downturn — through the UK property crisis in the early
1990s, for example.

Obviously, some of the funding advantages of the
wholesale arm, those related to derivatives, for example,
can also be of benefit to clients in the form of cheaper
hedging (for a corporate) or yield enhancement (for a
pension fund investor), assuming they are passed on.
As so often, the picture is more complex than simplistic
rhetoric suggests.

Finally, we want to draw attention to the shadow financial
services sector, such as hedge funds and private equity —
which, despite having had very limited contribution to the
recent financial crisis, nevertheless tend to anecdotally
skew pay expectations in the fully regulated industry.
Competition for talent between those two sides of financial
services often happens in an individually rational yet
collectively destructive fashion. Yet some of the practices in
shadow financial services, such as deferred compensation
in private equity firms, has been ahead of the curve for
many years.

In our mind, further exchanges between the fully regulated
and less regulated sectors of financial services on
compensation would be very helpful to reduce unhelpful
arbitrage patterns that might ultimately destabilise the
whole industry. The World Economic Forum in Davos, or
similar platforms, might be the appropriate mechanisms
for those conversations, which by their very nature should
be informal initially.

To conclude, arbitrage is not necessarily a bad thing —

be it on talent, taxation or regulation — even though this
might sometimes be hard to digest morally. Arbitrage, if it
happens at a small scale and is well monitored, will create
better differentiated business models and ultimately a more
stable system. Only when arbitrage adopts an unhealthy
scale, and leads to crowded strategies, does it become a
systemic threat. In this spirit, we wonder whether it would
be sensible to allow and accept arbitrage with effort put
into monitoring it, only intervening with regulation when

it breaches a certain scale. This, in our view, might be more
effective and pragmatic than assuming arbitrage, which

is a fundamentally human interest, can be regulated away
completely and forever, turning therefore a blind eye to

the potential cause of the next crisis.



Time horizon mismatches

The issue: the perils of short-termism
Decision makers, whether politicians or CEOs of quoted companies, often adopt
a short-term outlook and as a result exhibit behaviours that are to the detriment

These behaviours are exacerbated by so-called market
forces, the actions of equity analysts, for example, that
cater for a short-term, often quarterly, outlook and in

this way make even fundamentally long-term investors,
such as pension funds, take a more short-term view than
they might otherwise. Changes of compensation and
associated agency problems in investor organisations
(another neglected theme) may have also been a major
driver of the herd behaviour and risk contagion of the
recent financial crisis.

The argument

There is an everincreasing short-term orientation of
decision makers. This is exacerbated by a constant focus,
especially in the media, on recent information. So, for
example, there is an emphasis on quick, identifiable actions
for politicians and policymakers, and on measurable
indicators of success for private, public, and regulatory
actions. Add to this the need to focus on short-term
performance metrics, and these have undermined the
efforts to sustain the long-term stability of the system.

This leads to a fundamental challenge: balancing the
need to maintain accurate performance management,
and with that the ability to identify potential problems
before they do too much damage, and acting in ways
that are for the benefit of the long term.

One potential solution would be to decouple the metrics
from such a strong short term focus. So, for example,
looking at Earnings Per Share only over longer time
horizons, with more operational metrics in the short run.
A problem with this approach, however, is that the link
between operational metrics and financial long-term
performance is non-trivial and little good research exists
which examines the relationship between the two.

of systemic stability and, potentially, long-term prosperity.

More troubling still, research on performance
management has shown that operational measures

can easily become ‘corrupted’ as those measured adapt
their behaviour in potentially perverse ways. And simple
solutions that have been suggested, such as rewarding
regulators with pensions linked to subordinated bank
debt, may have unintended adverse consequences, such
as sustaining zombie banks. The question of how, within
the current institutional setup, we can design incentives
that do not exacerbate the time horizon mismatch
problem, remains to be properly researched.

Changes in the way that organisations with long-term
funds reward and incentivise the performance of their
asset managers is another issue that has not been fully
considered. Our sense is that increasing short-termism
is appearing even in those institutions with presumably
long-term interests, and this can have severe destabilising
effects. Also, changes in governance throughout the
sector, and the almost complete dominance of publically
listed companies (or companies managed as if they
were publically listed, as contrasted to partnerships

for example), has further exacerbated this trend.

As we consider both research into and solutions to

this problem, it is important to note that psychological
tendencies and biases also play a role. A substantial
amount of evidence has emerged on the nature of these
biases, including discounting of the future, but also

the strong disciplining impact of framing, anchoring,

and saliency heuristics. Likewise, our understanding of
human action suggests that comparative assessments,
as opposed to ordinal measures of outcome, for example
the magnitude of the NPV of bonuses as an absolute
level, drive behaviour and satisfaction.

Yet current research in incentives, still steeped in
traditional micro-economics, routinely ignores these
dimensions. We would suggest that a behaviourally

more informed approach be considered in the context

of financial services, so we move beyond simplistic
monetary claw-back mechanisms as the solution to all ills®



As a result of the observations above, there should be
scope for cross-functional work, between those who
operate to long-term horizons, such as family offices,
sovereign wealth, NGOs, and some flavours of private
equity, for example, and, on the other hand, public
company CEOs, politicians — supported by appropriately
calibrated academic research.

Our view is that, even in the corporate world, there is
substantial discomfort with the short-term orientation,
although it tends to be seen as a constraint that needs
to be tackled tactically, and not a fundamental issue
that can be effectively redressed.

The group may consider directions for actionable
academic research that might help lead to a more robust
set of mechanisms. The World Economic Forum or other
international bodies may also be well-placed to consider
if there would be any low-hanging fruits to be had by
bringing together those with different perspectives.

¢¢There is an everincreasing
short-term orientation

of decision makers. This is
exacerbated by a constant
focus, especially in the media,
on recent information.??

It is important to note that some of the recent financial
innovation may have made the mismatch problem worse,
leading to inappropriate decisions. We have, for example,
created new ways of organising loan production that
include a sharper short-term focus on long-term funding
decisions. Indeed, one of the most important changes

in securitisation was to recognise the revenues upfront,
but consider the risk much later, once the relevant
parties — brokers, originators, structurers — have already
taken their money.

Innovation which systemically accentuates the 'horizon
mismatch’ problem (within or between institutions) may
need to be re-evaluated. The issue of managing the short
and long term tensions, and the incentives or even just
the accountability associated with these, needs to be
explicitly addressed. It is crucial in financial services,

and we would suggest explicitly considering what can

be done to alleviate the issue.
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Ratings agencies, governance, and time horizon
mismatches

A particularly acute manifestation of the time horizon
mismatch problem comes in the guise of ratings
agencies. Despite research pointing to the critical role

of ratings agencies in bringing about the crisis", and the
concern with having publically listed, profit-maximising
firms undertaking the ratings (as opposed to, for example,
a partnership with a greater attention to long-term value,
as opposed to quarterly results), nothing has happened

in this regard. For rating agency CEOs, tasked with
increasing the share price, the shadow of a potential

loss of reputation only looms large at the wake of a crisis.
So the current (potentially excessive) caution will probably
give way to increasingly optimistic views, and downright
participation to a deterioration of ratings qualities in

the next book. Neither the business model, nor the
governance structures of ratings agencies have changed,
so we have failed to engage in an important reform

for the long-term stability of the sector.

Ironically, the lack of serious reform of the ratings
agencies model is due to the time horizon mismatch
between policymakers (and politicians) and the viability
of the financial system. Indeed, recent EU efforts to
reform the ratings agency regimes seem to be motivated
at least partly from the potentially detrimental effect

the ratings agencies have to memberstate borrowing
conditions, and to the associated, immediate, political
pressures governments face.

A serious discussion on the nodal role of ratings agencies
is overdue, as Basel Il regulations means that banks
will have to shrink their balance sheets, and as such
we will need to see some return of securitisation, or
other capital-market mediated lending, to fund ongoing
requirements. This means that ratings will become ever
more important; and while the current risk-aversion of
ratings agencies might appear to have partly solved the
problem, the medium term instability inherent in their
business model, and their governance structures, have
yet to be addressed.

Time horizon mismatches appear to be getting in the
way of a serious discussion, and the global dimension
of the sector is further complicating a viable solution.
Sadly, the seeds of the next round of problems remain,
and our refusal to address such longerterm issues
may backfire sooner than anyone would hope.



While the comments described here were made before
the publication of the Interim Report of the Independent
Commission on Banking, we feel they still are relevant.

The issues should be considered both in the context of

a discussion of the business model alone, mapping costs
and benefits; and then, separately, adding in factors such
as the global competitive dynamics, led by the inescapable
inability to coordinate regulators, and a possible global
race to the regulatory bottom that might emerge.

The argument

To date debate around the separation of banking
functions has often been simplistic, with the break up
of the banks pitched either as a systemic panacea, or
as catastrophic move likely to drive many banks out of
the City of London, accompanied by the use of emotive
terms such as casino banking and systemic meltdown.

The benefits of segregating wholesale and retail banking
are not as immediately apparent, as they might have been
at the time of the Glass Steagall (1933) legislation in the US,
which separated banking according to type of activity. These
measures were taken at a time when there were supernormal
profits on Wall Street and several banking crises.

¢t is worth noting that small
does not necessarily mean
systemically stable.??

Segregating the activities of banks

The issue: banking break up - for and against

A lot of overly simplistic calls are made to break up banks into their wholesale
and retail component parts. While the industry is resisting it, for the most part,
a rational debate is required to determine what such break-ups might or might
not achieve. This is particularly pertinent in light of the UK's Independent
Commission on Banking and its forthcoming recommendation.

Banking separation has two implied benefits: a reduction
in size, making an institution less systemic; a change

in funding model and the removal of internal subsidies,
affecting the scope of the firm. As scale and scope

are two distinct issues (even if they co-exist in large,
global bulge-bracket banks), we treat each separately.

Size

It is worth noting, however, that small does not
necessarily mean systemically stable. Having many
small banks with a similar business model, as with

the US Savings and Loan crisis, can render the system
as vulnerable as with smaller numbers of very large
institutions, if not more so. If numerous small correlated
institutions default a state bailout will still be necessary.

While the recent discussions of Systemically Important
Financial Institutions (SIFls) are improving in this regard,
the role of size is probably still overly emphasised.

This suggests that there is an urgent need to consider
alternative measures of importance — or, perhaps better,
of systemic risk.

There are benefits to size in banking, primarily in
wholesale banking, many driven by expectations of
multinational corporations in the real economy. Unless
we rewind globalisation, or expect the real economy to
revisit its financing model, those benefits will persist.
The magnitude and nature of these benefits, however,
need adequately researching and debating.

There are also dis-economies of scale, some firms arguably
having grown too complex to manage. Consequently, there
might be an optimal size from an efficiency perspective,
although it appears difficult to disentangle scale from
scope in some of these discussions.



Funding model

The funding model and scope of banking activities offer a
clearer story — universal banks gain a legitimate advantage,
at least from the perspective of portfolio theory, by having
a more diversified balance sheet which allows them to
fund their wholesale operations more cheaply.

This is not necessarily putting depositor money into the

casino — as some commentators have described it. After
all a pension fund investing in equities is not accused of
putting pensioners’ funds into a casino.

However, regulators (and society) might take a view
that this cross-subsidy inherent to universal banking
distorts competition, and that the quest of returns leads
the investment banking side to gamble with the balance
sheet offered by depositors. Although this also raises
other questions: what would the systemic role of
non-depository investment banks be.

Any change in scope should be considered in a clear cost-
benefit framework, considering both the expected net
benefits and the potential risks involved — for a number

of stakeholders.

Looking at some of the costs of separation, the
consequence of removing the subsidy, whether by way

of outright split or internal ring-fence, would be higher cost
of wholesale banking, some of which might filter into the
real economy and increase the cost of capital and hedging.
An argument can be made that the artificially cheap current
set-up incentivises more active risk management in the
real economy, which is systemically stabilising. We feel
that more empirical research on this issue would be useful.

Cost benefit analysis

Whatever the different views on the role of separation it
is essential to consider the cost benefit analysis in terms
of the financial system as a whole, painting different
futures for it in dispassionate impartial fashion.

One of the potential components of the cost benefit
analysis from society's perspective would be the
possibility of better competition dynamics in the
segregated markets. However, the extent to which
these benefits are sufficient to tip the balance in favour
of a break up, remain an issue for further research.
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Also, arguments of a better production process as a

result of separation the proposal to have payments run

as a utility, and charged as much, for example, need to

be critically evaluated. The experience of the electricity
sector deregulation and segregation into utility and service
provision, starting from the Thatcherite governments of
the 1970s and extending to the recent European medley
of de- and re-regulation, as well as the US energy debacle,
may have interesting lessons to offer. Forced vertical
dis-integration has not always lived up to its expectations.
More debate is needed on both the benefit, and the cost
or risk side, based on evidence of this and other sectors.

Another important issue to consider is what implications
the regulation of the formal banking sector would have for
the shadow banking sector. It is becoming increasingly
important to consider whether and how to regulate those
entities which form part of the financial services sector
but that are not formally regulated, from captive
automobile financing to hedge funds, private equity
houses or other non-traditional participants.

Research on the relationship between the shadow
system and the regulated sector needs to be considered,
especially as we contemplate the implications of changing
scope and the nature of activities in banks. Such research
needs to take into account the risks, as well as the
potential loss of credit provision (trade financing being

a simple illustration. Who would do this and how?).

A further consequence of banking separation is that
the only credible mechanism for wholesale banks to
manage their balance sheet commitments at scale, and
in a reasonable timeframe (<3 years), is securitisation.
So the proponents of separation need to have a view
on how to restart securitisation in the short run — a link
missing in today's public debate.

As a result, there is more to the issue of SIFIs than
issues of size or purely scope (in terms of deposit-taking
and wholesale activities). Research, still embryonic,

into interconnectedness, considering the nature of the
business model viability, whether the business model

is small or large scale, may be worthwhile.

Our working group may conduct further discussions
about the merits and shortcomings of business models,
or, to use recent research done at London Business
School, the ‘industry architecture’ that emerges, as a
means to check the systemic viability of the sector.”



Discussions of business models, how they operate

and make money, and of the alternate benefits or
shortcomings of different rules of the game, resulting
from different architectures and setups, need to be made
publically. There is still a gap in the understanding of how
different types of financial institutions both make money
and add value to the economy.

A discussion of alternate futures for the financial services
sector could therefore be a value-adding activity that
applied research institutes or academic institutions might
usefully undertake. It would also be useful to engage

in such discussions not only in settings such as the
World Economic Forum, but also through regulatory and
supervisory agencies, that could usefully collaborate with
academics and industry participants in creating scenarios
of the evolution of the sector — and its stability.

¢¢Research on the relationship
between the shadow system
and the regulated sector
needs to be considered,
especially as we contemplate
the implications of changing
scope and the nature

of activities in banks.??

The experience we had in our dinner series suggests

that there is substantial scope for further engagement
between different participants of the sector, and initiatives
such as the Independent Banking Commission hearings
are surely helpful steps in this direction that can be
further expanded upon.

Ringfencing to the rescue? The devil in the details

A topic which emerged after our discussions relates to
ringfencing the activities of banks in the UK, as a result
of the Interim Report of the Independent Commission on
Banking.” The extent to which this solution will present
an improvement on stability of the system will critically
depend on the details of its implementation. The principle
alone cannot guarantee an improvement of financial
stability. Furthermore, ringfencing raises some interesting
governance issues. Would the board-members of some
banking entities also have a fiduciary duty to the State,
which provides the (implicit or explicit) guarantee to the
ring-fenced entity? How should the duties of different
boards in a banking group co-exist, and how would they
relate to the global dimension of competition?



The issue: the nature of markets

It is for this reason that markets are augmented by
regulation. Yet regulation often leads to more arbitrage
and therefore instability. This is particularly true where
regulation goes by form rather than function, as was
the case for AIG, for example. Shadow finance systems
are often an outcome of such regulation.

Yet regulation is paradoxically the current single answer
of choice to all concerns about market instability. The
question, therefore, remains whether there are incentives
or mechanisms inherent in markets that drive for self-
correction, and therefore can augment regulation if
appropriately emphasised; or alternatively if the idea of

a self-correcting mechanism can lull us into complacency,
given its limited empirical basis. This opens up the
discussion of the nature and scope of regulation, both

at the national and the global level. While some changes
have occurred in the aftermath of the financial services
crisis, much remains to be done, as market participants
would privately acknowledge.

The argument

At an abstract level, markets react to incentives. Firm-level
incentives are either endogenously created by markets
themselves, mostly through supply and demand
interactions, or set exogenously through fiscal and
monetary policy parameters and regulation. It is often
thought that markets self-correct, in the sense that in
reaction to shocks they determine a new and presumably
socially desirable equilibrium. However, we have learned
that market equilibriums are not necessarily stable, nor do
they have to be socially desirable. At the same time, we
know that markets can get stuck in an unstable equilibrium
whose correction can inflict high adjustment costs.
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The scope of regulation and incentives for self-correction

Markets have been shown to sustain and even support practices and valuations
that are not viable. An ‘equilibrium’ is a state from which actors do not want

to deviate, and has no normative connotations, nor any positive implications.
The idea that ‘'markets’ (in their guise of non-regulated locus of economic
activity) are self-correcting ignores a good deal of economic and business
history, especially in financial services.”

It is in the nature of financial markets that failures of single
actors can be highly contagious. They may impose liquidity
constraints on otherwise sound and solvent competitors,
which tend to undermine the stability of the whole system.
This is one of the reasons, in addition to consumer
protection, why markets are regulated. Prudential
regulation is supposed to prevent systemic failure.

Until now, the chosen approach to regulation was
predominantly microprudential. This was based on the
belief that if supervisors can ascertain the health of each
single participant, the system as a whole will be sound
and stable. However, this approach fails to acknowledge
that supervisors in most cases do not have the supposed
superior knowledge and insight that would allow them

to spot the rotten apple that will eventually spoil the
whole barrel, or in this case the financial system.

It also fails to recognise that systemic interactions can
destabilise a financial system that at the outset looked
healthy, but on closer inspection was built on shaky
foundations, such as excessive leverage. This explains
why seemingly stable and profitable markets can
suddenly crash imposing high costs.

In hindsight, it is easy to see that the microprudential
approach to regulation failed to spot unsustainable credit
bubbles. For that reason, the call for more of the same
— regulation — is bound to fail again. Hence the call for

a shift in the regulatory focus, to better pay attention

to systemic interactions that potentially could derail

the whole market. In other words, we should think
about complementing the microprudential approach

with a macroprudential approach to supervision.



A macroprudential approach

Such a macroprudential approach to supervision would
presumably be more mindful of macro-incentives
impacting financial market participants, and it would be
more mindful of the systemic interactions among market
participants. This requires inter alia the careful monitoring
of the environment financial markets are operating in,
which will, at times, result in changes to the incentives
set by policymakers (‘leaning against the wind’).

Since systemic failures cannot be ruled out entirely,
macroprudential supervision should also endeavour

to strengthen the resilience of market participants

in order to mitigate the impact of systemic failure.

It is early days in the debate about macroprudential
supervision. While the notion has been around for many
years, it is only recently that the G20 has called on the
FSB and other policymaker forums to come up with a
framework for macroprudential supervision. The question
is what kind of new incentives, or indeed unintended
consequences, will be introduced by a shift in focus
toward macroprudential supervision.

Currently, the debate seems to be heavily focused on how
to capture and regulate SIFls, which gives rise to a whole
set of new problems, not the least problems associated
with moral hazard. Another set of questions relates to

the consequences of regulatory homogenisation, either to
create a level playing field, (industry’s desire) or to prevent
regulatory arbitrage (the supervisor’s view). The latter
would tie in with the research agenda defined by last year's
Re-thinking Risk Management project initiated under

the auspices of the World Economic Forum.

Another related issue is that regulation should not only
focus on the better management of the segments which
remain regulated, but also on the nature of the overall
industry architecture in financial services, including the
shadow banking sector, as well as the way investors
interface with intermediators. In this sense, macroprudential
supervision should revisit critical components of the
financial services system, such as ratings agencies; review
the means by which capital providers interact; consider
the stability of derivative markets, and transactions that
are allowed or not, as the case might be; and take a view
of the stability of the overall system.

While such an architectural view might not be easy to
take, we think it may be crucial for the future viability

of the system. Establishing the appropriate institutional
framework to undertake it, in a cross-national level,

is another practical challenge, especially given the
multitude of industry participants who might be privately
incentivised, in the short-term, to work against it (let
alone political considerations and geo-political squabbles).

Moving forward

In order to understand the nature of the sector and how
regulation can work, even in its macroprudential guise,
we also need to look at the specific institutional detail
of those involved. This involves two components. First,
understanding how different types of organisations in

a sector make money, in other words understanding
their business models, and how these add up.

And second, how, within these business models, success
is rewarded. A second point relates to the actual layout

— the architecture — of a sector, and how this shapes
feedback, and thus behaviour.™

Pension funds and other long-term investors should, in
principle, be able to exert some stabilising influence on
markets, though the mechanisms by which they do this
probably warrant further research. Interestingly, the way
these are run, which also relates to the compensation
policies for those who manage such pools of investments,
might exacerbate the crisis.

In addition to investors, mainstreet corporates have been
unwitting participants in the financial services ecosystem
— most notably, treasury executives investing in risky
CDO's during the crisis. It is important to consider how
the nature of financial activities within the corporate
sector may work to either dampen or exacerbate a
potential risk — whether in terms of demand for capital
or supply of cash invested in instruments devised by

the financial services industry. Their ability to dampen

or exacerbate, and perhaps even cause problems,
should be considered.



While there is, then, abundant evidence that the crisis,
given the current setup, faced mechanisms that
exacerbated the situation, rather than dampened it,
the question is why we would expect otherwise.

Over the last two decades the idea has emerged of

‘a market’ that would be self-regulating, and this was
juxtaposed to a regulated system. However, this analytical
contraption is a bit too sketchy to be realistic: Markets
really are sectors; sectors have their own norms of
competing; these norms cannot, except under very
unusual circumstances, be effectively built bottom up.
In other words, a realistic — as opposed to a stylised —
depiction of markets helps us see why, when and how
these markets are not self-regulating. Add in a good
dose of agency problems and a sprinkle of behavioural
assumptions, to reflect the world we live in, and the
idea that sectors, and therefore markets, would regulate
themselves becomes odd at best.™
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As we consider regulation and its ability to shape
behaviours, we must look critically at the record to date.
We fear that the current inclination of politicians to seek
to regulate behaviours is unlikely to have a favourable
outcome. Regulators work best, and regulatees respond
best, when the task is comparatively straightforward,
such as regulating structures and activities that are clearly
permitted or not. Issues of simplicity and the ability

of regulators to shape outcomes should be explicitly
considered. We consider that this is an area where
substantial progress can be made.

¢¢The idea that ‘markets’ (in

their guise of non-regulated
locus of economic activity)
are self-correcting ignores

a good deal of economic and
business history, especially
in financial services.??



Appendix

The Shadow Banking System

Yet while calls have intensified for greater regulation

of such activities, action has been limited and not
comprehensive. In the aftermath of Basel lll, which will
surely push banks to abandon some activities they used to
undertake, and be controlled for, to other entities, the role
of the shadow banking system requires closer scrutiny.

The working group has not spent much time considering
this topic to date, hence the inclusion of our thoughts in
this appendix, rather than the main body of the briefing.
However, we would argue that we need to consider
more explicitly what activities that pertain to banking

are performed by different types of institutions, and what
are the implications for either regulatory oversight, or
indeed the stability of the financial system as a whole.

Over the last two years, the creation of the shadow banking system has been
identified as a key driver of financial instability. The growth in unregulated derivatives
in particular has seen substantial amount of scrutiny and call for reforms. Similarly,
activities of hedge funds and private equity houses have increased their overlap
with services offered by regulated financial institutions.

The risk still remains that the non-regulated part of the
financial services industry might be the originator of the
next financial crisis. Issues of scope, transmission, and
systemic impact will need to be assessed, as should
the incentives within this segment.
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