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Abstract 

This research aims to contribute to the analysis of the laws and regulations related to 

remuneration practices. It is also intends to offer recommendations and solutions to the 

problem of setting levels and Structures of remuneration in Saudi Arabia, an area which is 

currently neglected despite its importance.  

Remuneration is a crucial tool in solving the agency problem between shareholders and 

managers in public companies where the separation of ownership and control exists by 

providing incentives. However, in Saudi Arabia this practice shows a tendency towards high 

fixed remuneration and variable remuneration set without any clear links between this and 

performance, causing variable remuneration to become another salary. Since inadequate laws 

and regulation have been found to be at least partially responsible for this state of affairs, 

solving this problem requires careful analysis of the most important jurisdictions which have 

developed laws and regulations.  

Thus, the thesis adopts a comparative legal study of the relevant laws and regulations within a 

descriptive and analytical framework, presenting a detailed discussion of remuneration 

regulation in the UK, EU and USA. Moreover, informal discussions have been conducted 

with individuals in the public sectors of the Saudi Arabian Monetary Agency (SAMA) and 

the Capital Market Authority (CMA), in order to complement the black letter law analysis of 

the research, by providing a realistic insight into the nature of the challenges in formulating 

the policy process in Saudi Arabia. Serious flaws and shortcomings were found in the 

existing law and regulation regarding remuneration in Saudi Arabia, and recommendations 

for reform of these are provided. 
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Chapter 1 Introduction 

1.1 Introduction  

The financial crisis 2007 has brought the debate about the role of remuneration in 

encouraging excessive risk-taking and short-termism behaviour to the attention of politicians 

and regulators.
1
 The crisis has shown that focusing on aligning the diverse interest of 

managers and shareholders can create problems of excessive risk-taking and short-term focus 

which can damage the firm in the long term. 

The debate has intensified due to the fact that the CEOs of failing banks have walked away 

with multi-million pound/dollar/euro packages whilst taxpayers have been left to bail out 

their ailing institutions. However, this is not the first time that remuneration structures have 

been accused of being one of the factors contributing to a crisis or scandal. The accounting 

scandal in the USA in the early 2000s occurred partly as a result of options that were granted 

to executives.
2
 Fears regarding losing talented people and money migration caused many 

regulators to refrain from taking action to curb poor remuneration practices which other 

regulators of major financial centres would most likely not follow. What was unique about 

this crisis was its sheer scale and spread, which highlighted the need for international 

cooperation in taking action against improper remuneration practices to try and avoid similar 

crises in the future. Therefore, in spite of the debate on the role of incentives in the crisis
3
 it is 

widely felt that specific regulation of remuneration is necessary in the financial services, 

which is a new development. This initiative has been led by the G20 leaders and the Financial 

Stability Board (FSB), of which Saudi Arabia, the UK, the EU and the USA are members. 

They are required to implement the initiatives agreed upon by these bodies in their own 

jurisdictions. 

                                                 

1
 See sections: 2.3, 4.2, 5.4, and 6.1. 

2
 S Bhagat and R Romano, “Reforming executive compensation: Simplicity, Transparency and Committing to 

the long-term” (2010) 7(2) European Company and Financial Law Review 273, 278. 

3
 JC Acrey, WR McCumber, and TT Neguyen, “CEO incentives and bank risk” (2001) 63(5) Journal of 

Economics and Business 456; PO Mulbert, “Corporate governance of banks after the financial crisis: theory, 

evidence, reforms” (ECGI Law Working Paper No. 130/2009); R Fahlenbrach and RM Stulz, “Bank CEO 

incentives and the credit crisis” (2011) 99(1) Journal of Financial Economics 11. 
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Thus, problems with remuneration contracts are not only associated with the high level of 

remuneration but also with the fact that remuneration does not reflect the performance of the 

executives and their firms. In addition, the 2007 financial crisis has exposed failure in the 

bankers’ remuneration.  

One way of dealing with the problem from a social perspective would be to impose a limit on 

the maximum level of remuneration. This could solve the problem of high levels of 

remuneration and could be done in the same way as mandating a minimum level of wages. 

However, this solution is not the one preferred by politicians and regulators in a highly 

competitive and mobile market for executives.  

Instead, the focus is on strengthening the link between remuneration and the financial and 

non-financial performance of an individual, a business unit and the firm as a whole. This may 

be achieved by using corporate governance mechanisms which are also designed to remove 

any conflict of interest from the pay-setting process. These mechanisms are independence 

(the board of directors or the remuneration committee is tasked with setting the remuneration 

structure), say on pay (to give shareholders [the owners] the power to vote and hence 

influence the level of payment), and disclosure (to facilitate shareholder votes and influence 

“outrage cost” in the media). Rules in company law prohibiting or limiting certain practices 

as well as guidelines for structuring and negotiation in corporate governance codes have been 

used. Moreover, there are some new international rules directing financial institutions to 

structure their remuneration in certain ways to prevent excessive risk-taking and promote 

financial stability. However, each of these solutions, which has been implemented in different 

ways in each jurisdiction, suffers from its own drawbacks as will be discussed in the thesis in 

the context of each jurisdiction. 

Therefore, the remainder of the thesis will explore these mechanisms. The strength and 

effectiveness of each mechanism will be assessed within the context of the chosen 

jurisdictions. The effectiveness of the various corporate governance mechanisms will be 

assessed by focusing on their shortfalls. The thesis will also assess and evaluate the current 

direct law and regulation that controls remuneration in the UK, the EU and the USA. In 
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addition, it will also analyse and assess the Principles and Standards (P&S)
4
 of the FSB with 

the aim of drawing on lessons learnt from this analysis to contribute to the ongoing debate 

regarding the law and regulation of remuneration in Saudi Arabia. 

1.2 Remuneration Practices in Saudi Arabia 

At the end of each accounting year, it is common practice for the board of directors or the 

remuneration committee to evaluate the results of the company against its stated goals and 

objectives, whether short-term and/or long-term. The board of directors then grants variable 

remuneration using pre-defined criteria, taking into account the fact that the award is given 

only to those who have achieved results which are equal to or exceed targets. Therefore, 

variable remuneration is not an acquired right for anyone who does not normally meet such 

criteria. However, listed companies in Saudi Arabia have been accused of a lack of clarity in 

the objectives and mechanisms behind awarding variable remuneration.
5
 This is evident from 

the continued rewards for members of boards of directors and senior executives without 

regard to any other considerations of performance until the reward becomes simply another 

salary to be paid regularly.
6
 It is noteworthy that the value of these bonuses has amounted in 

some cases to more than triple the salary at a time that the performance of the company was 

either worse than the previous year or had reached the stage of making a loss.
7
 During 2007-

09 the global financial crisis impacted negatively on the performance of all Saudi banks and 

the results were much worse than in previous years. The poor perfomance was the result of 

the presence of serious errors in credit risk management and investment.
8
 Loans of this type 

                                                 

4
 Financial Stability Forum, Principles for Sound Compensation Practices (2 April 2009) (FSF Principles for 

Sound Compensation); Financial Stability Board, Principles for Sound Compensation Practices: 

Implementation Standards (25 September 2009) (FSB Implementation Standards). 

5
 MF Alomran, “Misconception of remuneration!” Aleqtisadiah (Riyadh, 28 December 2011) Available at: 

<http://www.aleqt.com/2011/12/28/article_611116.html> accessed 10 July 2013. 

6
 ibid. 

7
 ibid. 

8
 Widespread bank losses caused by the 2009 failure of Al-Gossaibi & Bros Co. and the Saad Group, two large 

well-established family groups, suggest that there may have been weaknesses in credit risk management. 

This was specifically because of what is known as the granting of loans based on business reputation that 

encouraged a loosening of credit conditions. See: International Monetary Fund, Saudi Arabia: Financial 

Sector Assessment Program Update—Detailed Assessment of Observance of the Basel Core Principles for 

Effective Banking Supervision (July 2013) Available at: 

<http://www.imf.org/external/pubs/ft/scr/2013/cr13213.pdf> accessed 12 November 2013. 

http://www.aleqt.com/2011/12/28/article_611116.html
http://www.imf.org/external/pubs/ft/scr/2013/cr13213.pdf
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cost billions of Saudi riyals, while the series of rewards for members of boards of directors 

and top executives continued as if nothing had happened.
9
  

These flawed practices can be attributed to the underdeveloped law and regulations in Saudi 

Arabia, this country not having created the securities regulators (Capital Market Authority 

[CMA]) until 2004.
10

 Since then the CMA as a regulator of the securities sector in a 

developing country has been charged with the task of working on the development of the 

market and its laws and regulations.
11

 This thesis aims to contribute to the work of the 

regulator in developing the market, the head of the corporate governance department at the 

CMA having shown real interest in obtaining a copy of this thesis when the research is 

finished. 

1.3 Research aim and questions 

This thesis will contribute to the analysis of the laws and regulations related to remuneration 

in Saudi Arabia which, to date, has not been subjected to such a detailed examination. The 

thesis will try to offer solutions to the problem in Saudi Arabia, taking advantage of existing 

developments in the EU, UK and US, which are amongst the most developed jurisdictions in 

regulating remuneration practices. The thesis will also provide an analysis of current 

regulating remuneration practices in the aftermath of the financial crisis. These aims will be 

achieved by addressing the following questions: 

a. How has the regulation of remuneration in financial institutions been internationally 

affected by the financial crisis? 

b. How do the laws and regulations in the UK and US approach this issue in the case of 

public companies and financial institutions? 

c. What is the pan-EU approach to the regulation of remuneration in public companies 

and financial institutions (as an example of blockholding-dominated company 

structures)? 

                                                 

9
 Alomran (n 5). 

10
 Only the stock market was operating at that time. For more information see: JW Beach, “The Saudi Arabian 

Capital Market Law: A Practical Study of the Creation of the Law in Developing Markets” (2005) 41 

Stanford Journal of International Law 307, 311. 

11
 Capital Market Law, Article 5(a)(1). 
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d. How is remuneration currently regulated in Saudi Arabia? 

1.4 Methodology 

This thesis takes a comparative descripto-analytical approach to the relevant laws and 

regulations. Thus, the research strategy adopted for this investigation is legal in nature. 

Comparative law can help to facilitate legal reform and improvements whilst bearing in mind 

that what works in one country might not be suitable for another country. However, the main 

obstacle that the research faced was the ongoing reform of remuneration regulations in the 

EU, UK and US. However, the law and regulation in Saudi Arabia is currently well behind 

adequately addressing the issue. So this thesis will offer an analysis of remuneration 

regulation in the EU, UK and US.  

Another obstacle to be faced is the lack of academic literature on the topic of remuneration 

regulation in Saudi Arabia.
12

 This problem was overcome by using journalistic articles and 

laws and regulations as primary resources. Moreover, informal discussions with senior 

officers at the Saudi Arabian Monetary Agency (SAMA)
13

 and the CMA, which play a 

crucial role in the policy formulation process, has helped to overcome this obstacle. These 

discussions aim to complement the black letter law analysis of the research by providing a 

realistic insight into the nature of the challenges in the policy formulation process in Saudi 

Arabia. 

1.5 Research Plan and Thesis Overview 

The thesis is divided into eight chapters.  

Following this introductory chapter, chapter two sets the scene for the thesis and is comprised 

of three sections: section one focuses on the components of remuneration and their 

relationship with performance and risk-taking; section two discusses the economic theories 

that surround remuneration practices and how economists interpret remuneration practices in 

light of these theories; section three looks at international developments in bankers’ 

remuneration after the crisis. 

                                                 

12
 This is the first time the legal aspects of remuneration have been discussed in such detail in the context of 

Saudi Arabia. 

13
 SAMA is the central bank of Saudi Arabia. 
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Chapters three and four will be devoted to the discussion of remuneration practices in the 

UK. Chapter three will examine the issue from the perspective of corporate governance and 

corporate law while chapter four examines the issue of incentive-based remuneration in 

financial institutions. These chapters will show how the UK judicial system approaches 

remuneration and also how the UK regulates conflict of interest by using independence, say 

on pay, disclosure, and rules and guidelines in the form of hard law, soft law and institutional 

shareholder representatives recommendations. These chapters will also discuss how the UK 

implements international principles and standards on remuneration and also EU directives. 

Chapter five examines the pan-EU approach to tackling the problem of remuneration 

regulation since in spite of the dominant blockholding corporate structure of ownership in 

most EU countries, the Anglo-American
14

 approach is evident in EU reforms. The chapter 

will also discuss how the ambitions of EU leaders (with the exception of the UK) have failed 

to achieve strict regulation on an international level but have influenced the adoption of the 

world’s strictest regulation of remuneration in the financial system through the adoption of 

the Capital Requirement Directive IV (CRD IV). 

Chapter six analyses the law and regulations in the USA and how these differ from those of 

the UK in judicial review and approaching independence, say on pay, and disclosure between 

the two main exchanges. It explores the differences in focus between US corporate
15

 and 

securities law and UK legislation. For example, the UK is stricter in its regulation of exit 

payments while the USA regulates clawback more severely since corporate scandals have 

been more evident in the US. The chapter will show the extent to which the USA is less 

ambitious than the EU or the UK in regulating financial system remuneration. This is evident 

in the pending regulation proposed by the seven regulators in April 2011 to implement 

section 956 of the Dodd-Frank Act. 

Chapter seven will examine the laws and regulations related to remuneration practices in 

Saudi Arabia, arguing that as a developing country, the Kingdom has a relatively new 

securities regulator, meaning that the law and regulation is underdeveloped and reform is 

needed if the country wants to improve the legal structure of its financial system. 

                                                 

14
 Ownership in the UK and US is mainly dispersed amongst large numbers of shareholders. 

15
 The discussion will be in the context of Delaware corporate law and Federal Securities laws. 
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Chapter eight will present conclusions in relation to the discussion and will compare the 

approaches taken by each jurisdiction in tackling the problem as well as offering some 

recommendations aimed at improving the law and regulation in Saudi Arabia. 
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Chapter 2 Understanding remuneration and its role in the 

financial crisis 

This chapter will set the scene for the thesis, beginning with an analysis of the components of 

remuneration and how they are linked to performance and risk-taking. The second section 

will discuss the economic theories that explain trends in remuneration practices whilst the 

third section will examine the developments in bankers’ pay internationally.   

2.1 The components of remuneration 

Remuneration can be defined as including all forms of payment or benefit paid directly or 

indirectly by a relevant institution in exchange for professional services rendered by staff.
1
 It 

can be divided into two main categories: fixed and variable remuneration. Salaries, pension 

contributions and other benefits (such as cars and medical insurance) mainly represent the 

fixed elements of remuneration, whereas short-term incentives (such as bonuses) and long-

term incentives (such as stock options) are the variable elements. Remuneration can be paid 

in cash or equity. Thirty years ago, cash-based remuneration was the largest component of 

manager remuneration. However, since then the use of equity-based remuneration has been 

increasing in the USA and Europe.
2
 This section will analyse the most common elements of 

management remuneration in more detail, drawing attention to aspects of its relationship with 

the interests of shareholders, company performance and risk-taking. 

2.1.1 Salary 

The salary represents the main element of the fixed component of remuneration. It can be 

defined as the “pay amount given to an employee for performing the daily duties of the 

defined job”.
3
 Salary as a fixed component of the remuneration is described as non-

                                                 

1
 Committee of European Banking Supervision, “Guidelines on Remuneration policies and practices” (10 Dec 

2010) 13 (CEBS Guidelines on Remuneration). 

2
 S Pepper, Senior Executive Reward: Key Models and Practices (Ashgate, Abingdon 2006) 51. 

3 
WH Coleman, “Understanding and Using Long-Term Incentives” (2002) Available at: 

<http://www.salary.com/docs/resources/salarycom_wp_incentives.pdf> accessed 17 Febrauary 2011. 
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performance related pay, as it is not directly linked to the company’s financial performance.
4
 

However, Stapledon states that in theory several elements of a remuneration package can be 

linked to performance, including salary, which can be adjusted on the basis of past 

performance in the same way as bonuses are, although in practice companies tend to use 

short- and long-term incentives as performance-based remuneration.
5 

Bebchuck and Fried 

also argue that an increase in salary should be strongly correlated with individual executive 

performance.
6
 

In determining salaries, companies tend to use general industry surveys as a benchmark to set 

their own, but in the case of financial institutions, they tend to use specific industry surveys.
7
 

Taking account of other comparable companies in determining the remuneration in general 

was also recommended by the Greenbury Report.
8
 However, this use of surveys in 

determining the base salary has contributed to a racheting-up effect in salary levels, as each 

CEO argues for an above-median salary, which results in a rise in the median each year.
9
 To 

resolve this issue, the Association of British Insurance (ABI) recommends communication 

with shareholders when setting salaries, as well as providing an obligatory justification from 

the remuneration committee to the shareholders when the committee sets the salary at the 

median or above.
10

 However, the then Financial Services Authority (FSA) maintained that 

“the fixed component of remuneration remains low relative to the total package of 

remuneration in investment banking”.
11

  

                                                 

4  
C Pass, “The configuration of long-term executive directors’ incentive schemes” (2006) 7(1) Handbook of 

Business Strategy 299, 299. 

5
 GP Stapledon, “The Pay for Performance Dilemma” (2004) University of Melbourne Legal Studies Research 

Paper No. 83. Available at: SSRN: <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=553061> accessed 

17 Febrauary 2011. 

6
 L Bebchuk and J Fried, Pay without Performance: the Unfulfilled Promise of Executive Compensation 

(Harvard University Press, Cambridge, MA 2006) 122. 

7
 KJ Murphy, “Executive Compensation” (April 1998) 9 Available at: 

<http://papers.ssrn.com/sol3/papers.cfm?abstract_id=163914> accessed 2 August 2011. 

8
 Confederation of British Industry, “Directors’ Remuneration” (17 July 1995) C2 (Greenbury Report). 

9 
Murphy, “Executive Compensation” (n 7) 9; Pepper (n 2) 51; KA Kim, JR Nofsinger and DJ Mohr, Corporate 

Governance (3
rd

 edn, Pearson, New Jersey 2010) 14. 

10
 Association of British Insurance, “Executive Remuneration - ABI Guidelines on Policies and Practices” (15 

December 2009) 1.1. 

11
 Financial Services Authority, Reforming remuneration practices in financial services (CP 09/10, March 2009) 

para 3.23 (FSA, CP 09/10) 
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The ratio of salary to total remuneration will depend on the performance of the company. It 

has been found that companies which perform well tend to offer their CEO a very small 

salary, representing 10-15 per cent of the total package, or even no salary at all, whilst 

companies with weak performance results provide their CEO with a salary of 50-100 per cent 

of the total remuneration.
12

 Moreover, the size of a company, which is usually measured 

using the company revenues, tends to influence the level of the salary more than the 

characteristics of the CEO.
13

  

Despite the fact that the level of salary decreases with the length of time a CEO holds a 

position, in favour of other performance-based remuneration, directors and companies tend to 

devote substantial amounts of time to discussing the level of their salary. There are a number 

of reasons for this:
14

 

a. A fixed salary represents guaranteed money for directors, whereas other performance-

based remuneration does not; this causes directors to prefer an increase in salary to 

receiving stock options. 

b. Other benefits are measured using the base salary. For example, bonuses are defined 

as a percentage of the base salary, stock options are expressed as a multiple of the 

salary, and pension benefits and severance arrangements depend on the level of the 

salary. 

2.1.2 Short-term incentives (STIs) or Bonuses 

Bonuses, as a flexible method of pay that link pay to performance over the short term, are 

generally shown in a contract or plan. Along with salary, bonuses represent the annual cash 

that is given to executives, even though part of the bonuses might be paid in shares. 

The criteria for gaining bonuses generally include achieving the company’s strategy and 

goals.
15 

Firms prefer awarding bonuses for outstanding performance rather than offering an 

increase in salary, as bonuses are a flexible method which can be cut in any year the 

                                                 

12
 J Colley, and others, What is Corporate Governance? (The McGraw-Hill Companies, New York 2005) 62. 

13
 Murphy, “Executive Compensation” (n 7); Kim (n 9) 14. 

14
 Murphy, “Executive Compensation” (n 7) 9-10; Pepper (n 2) 51. 

15 
Colley (n 12) 62. 
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performance falls below the performance thresholds, while an increase in salary can be a 

permanent increase. 

The most important elements in structuring bonuses, which most bonus plans share, are the 

trigger point, the capping point and performance standards. The trigger point represents the 

performance threshold which needs to be achieved by executives in order for them to be 

eligible for the minimum bonus, whereas the capping point refers to the maximum point of 

performance for the bonus awarded. The zone between the trigger point and the capping point 

is called the incentive zone. To illustrate this, Murphy gives four common bonus plans which 

have similarities in terms of the trigger point, capping point and performance standards. One 

of these examples he calls the 80/120 plan. Under this plan, the payment of a bonus will only 

occur if the performance falls in the incentive zone between 80 per cent and 120 per cent. In 

other words, companies will not pay bonuses unless 80 per cent of the performance standard 

has been achieved and they will stop paying bonus when the performance standard exceeds 

120 per cent.
16

 However, companies may use different percentages.  

The measures of performance which are used depend on the strategy and goals set by 

companies and might involve single or multiple measures. These measures can be financial, 

such as profits, earnings per share, revenue growth or economic value added, as well as non-

financial, depending on individual performance, customer and employee satisfaction, quality, 

etc. A company’s choice of performance measures is affected by its goals and strategies. For 

example, companies which follow quality- or innovation-oriented strategies tend to rely more 

on non-financial measures.
17

 

It is argued that most of the thresholds included in managers’ contracts for qualifying for 

bonuses are low and easily met.
18

 Moreover, before the 2007 crisis, it was noticed that the 

regulation of bonuses in the UK was weak, as there were no specific regulations applying to 

bonus performance conditions and their disclosure.
19

 The UK Corporate Governance Code 

                                                 

16
 Murphy, “Executive Compensation” (n 7) 13. 

17
 CD Ittner, DF Larcker and MV Rajan, “The Choice of Performance Measures in Annual Bonus Contracts” 

(April, 1997) 72(2) The Accounting Review 231, 251-52. 

18
 Kim (n 9) 15. 

19 
A Bruce and others, “Executive Bonus and Firm Performance in the UK” (2007) 40(3) Long Range Planning 

280, 283. 
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requires all incentive-based remuneration to be set against “challenging performance 

conditions” and these performance conditions should be “relevant, stretching and designed to 

promote the long-term success of the company.”
20

 The code replaces the phrase “and 

designed to enhance shareholder value”, which were in previous codes, by “and designed to 

promote the long-term success of the company” as a result of section 172 of the Companies 

Act 2006. This change should have occurred under the 2008 Combined Code. However, after 

the crisis, the design of bonuses came under criticism for not being aligned with the interests 

of shareholders and the long-term success of the banks, as well as being blamed for 

encouraging executives and traders to take excessive risks and behave recklessly,
21

 leading to 

a change in the regulation of bonuses.  

Even before the crisis, the incentives created by bonuses were criticized on a number of 

counts. For example, as bonuses are usually adjusted using accounting-based standards,
22

 this 

not only has an effect on gearing the focus backwards, but will also promote an overemphasis 

on short-term accounting returns and a lack of attention to long-term investment.
23

 Moreover, 

these accounting measures can be manipulated by discretionary accruals, which enable 

executives to shift earnings between periods
24

 or even misrepresent the reported accounting 

performance.
25

 Another criticism relates to the standard of performance, namely past year 

performance, which can encourage executives to reduce productivity in early periods of the 

year to avoid the setting of a high standard which may result in reducing the firm’s value.
26

 

Bebchuck and Fried also argue that most firms are able to exceed the earnings and profits of 

the previous year, even if they are the worst in the industry.
27

 Moreover, capping bonuses 

may give executives an incentive to delay actions that will not count towards their bonuses in 

                                                 

20 
Financial Reporting Council, The UK Corporate Governance Code, (September 2014) Schedule A, (UK 

Corporate Governance Code). 

21
 Treasury Committee, Banking Crisis: reforming corporate governance and pay in the city (HC 2008-09, 519) 

3 (Treasury Committee, HC 2008-9, 519). 

22
 Murphy, “Executive Compensation” (n 7) 11. 

23
 Ittner (n 17) 232. 

24
 PM Healy, “The effect of bonus schemes on accounting decision” (1985) 7 Journal of Accounting and 

Economics 85, 89. 

25 
RJ Indjejikian and D Nanda, “Executive Target Bonuses and What They Imply about Performance standards” 

(2002) 77(4) The Accounting Review 793, 794. 

26
 ibid 795. 

27
 Bebchuk, Pay without Performance (n 6) 124. 
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a current year and defer them to the next financial year, which can also, clearly, affect 

shareholder value.  

The move to include non-financial standards and measures in bonus plans was encouraged by 

the financial regulation, as regulated firms place more emphasis on non-financial 

performance than other firms;
28

 this can offer further evidence in favour of managerial power 

theory, as executives have a greater ability to manipulate the non-financial measures and no 

audit is involved in checking such measures. However, some economists have argued in 

favour of these discretionary measures, believing them to be more accurate and relevant to 

individual performance than the financial measures which can be affected by the efforts of all 

the employees in a firm.
29

 To reach the correct evaluation under a non-financial measure, a 

board must be free of any executive influence and genuinely seek to link pay to the executive 

performance.
30

 

Finally, it has been noted that “[t]he rationale and processes behind bonus award, and the 

impact of bonus on aggregate pay and the pay/performance relationship, have received 

comparatively little attention from a UK perspective”.
31 

 

2.1.3 Long-term incentives (LTIs) 

The aim of long-term incentives is to relate the long-term rewards of executives to the 

company’s long-term performance and results. The payment of these long-term incentives 

can be in cash or shares. Accordingly, LTIs can be divided into two main groups: cash-based 

incentives and equity-based incentives. 

2.1.3.1 Cash-based incentives (performance unit plans or long-term bonuses) 

Performance unit plans (PUPs) are designed to reward executives and top management for 

achieving long-term financial and non-financial goals over the course of three years or a 

longer time, as decided by the company; this reward is paid mainly in cash. However, 

                                                 

28 
Ittner (n 17) 252. 

29
 KJ Murphy and P Oyer, “Discretion in Executive Incentive Contracts: Theory and Evidence” (December 

2001) Available at: SSRN: <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=294829> accessed 8 August 

2011. 

30
 Bebchuk, Pay without Performance (n 6) 126. 

31
 Bruce (n 19) 292. 
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payment can also be made in shares (performance share plans). A PUP is similar to a bonus 

plan in principle but there is a difference in the length of maturity. 

2.1.3.2 Equity-based incentives 

Moving from cash incentives to the equity incentives which are becoming increasingly 

important in executive remuneration packages, equity incentives are believed to be the most 

effective tool for aligning shareholder interests and managerial incentives,
32

 as managers will 

gain or lose in the same way as the shareholders. There are a number of issues which have 

been debated in relation to equity-based remuneration. First, with regard to the quantity of 

restricted shares and shares options: what quantity should be awarded and how should that be 

accurately determined? Another issue that has been addressed is that “[p]roviding bank 

managers with more equity-based compensation (relative to nonbank managers) is perhaps 

one way to encourage excessive risk-taking in banking”.
33

 Especially with options, 

executives can usually gain from excessive risk-taking, whereas any loss will eventually be 

borne by shareholders, depositors and taxpayers; executives are unsure as to whether they are 

going to obtain the options, which leads them to take more risks in order to affect the price of 

shares. The issue of setting long-term objectives and choosing long-term measures poses 

difficulties for the use of equity-based remuneration.
34

 

However, despite the large amount of theoretical and empirical research on the relationship 

between executives’ equity ownership and firm performance, there is no agreement as to how 

stock ownership affects firm performance.
35

 For example, stock prices are not only affected 

by company performance, but are also influenced by the general economy, as well as 

speculators and investors’ behaviour in the markets. Two forms of equity incentive: share 

                                                 

32
 Murphy, “Executive Compensation” (n 7) 36. 

33
 JF Houston and C James, “CEO compensation and bank risk: Is compensation in banking structured to 

promote risk-taking?” (1995) 36 Journal of Monetary Economics 405, 412. 

34
 IT Kay and SV Putten, Myths and Realities of Executive Pay (Cambridge University Press, Cambridge 2007) 

95. 

35
 W Guay, D Larcker and J Core, “Equity incentives” in S Tyson and F Bournois (eds) Top pay and 

performance (Elsevier Butterworth-Heinemann, Oxford 2005) 157, 159. 
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options and restricted shares will be discussed in detail along with their relationship to 

company performance and risk-taking.
36

 

2.1.3.2.1 Stock options 

Stock options were first introduced in the USA in 1970s as a way of accumulating capital to 

boost executives’ retirement pensions.
37

 However, stock options then became the most 

common forms of LTIs. Stock options represent a contract that gives managers the right to 

buy shares in the future at a predetermined price called the exercise or strike price. These 

options, which are non-tradable and expire if they have not been exercised, become vested or 

exercisable over time, either “progressively” (25 per cent each year over four years) or all at 

one time after three to five years, or even more.
38

 This is a market-oriented incentive and 

rewards stock price appreciation only. Thus, if the price of shares rises, executives will buy 

them at the predetermined price and receive the difference between the two prices as profit; if 

the price falls, executives do not exercise their options and these are called “underwater” 

share options.  

Academics have debated the reasons for the popularity of using stock options as incentives 

and expressed three different views. Most financial economists regard share options as an 

incentive which provides a direct link between executive pay and the company’s future 

performance.
39

 The idea behind options is that managers will increase the value of their firm 

in order to increase the value of the options and this is aligned with shareholder interests.
40

 

Others believe that the popularity of granting stock options in the 1980s and 1990s is 

evidence of managerial power theory, as stock options allow executives to camouflage and 

obscure a ten-fold increase in their remuneration by way of pay for performance so as to 

mitigate and avoid external scrutiny and criticism (“outrage cost”).
41

 Murphy, on the other 

                                                 

36 
Performance shares have been discussed under cash-based incentives above. 

37 
D McClune, “Designing reward packages” in S Tyson and F Bournois (eds) Top pay and performance 

(Elsevier Butterworth-Heinemann, Oxford 2005) 122. 

38
 Pepper (n 2) 10. 

39
 KJ Murphy, “Explaining Executive Compensation: Managerial Power Versus the Perceived Cost of Stock 

Options” (2002) 69(3) The University of Chicago Law Review 847, 857. 

40
 Murphy, “Executive Compensation” (n 7) 13. 

41 
L Bebchuk, J Fried and D Walker, “Managerial Power and Rent Extraction in the Design of Executive 

Compensations” (2002) 69 The University of Chicago Law Review 751. 
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hand, opposes this view by stating that 80 per cent of the options were granted to employees 

in positions below the top five executives.
42

 He has also tried to explain the increase as the 

cost of options to the companies being far below their economic cost, as well as because of 

their favourable tax and accounting treatment and the benefit of cash inflow that companies 

gain when executives exercise their options.
43

 However, accounting standards in the USA, 

UK and Europe have changed, affecting the popularity of options, as the figures dropped by 

seven per cent and 16 per cent in 2004 and 2005 respectively in the USA.
44

  

There are many issues which need to be explored further in order to understand the role of 

options in remuneration packages and whether or not they can really be said to align the 

diverse interests of managers and shareholders. These issues are as follows: performance 

measures, reprising options, manipulating the exercise price and time of options, 

misrepresenting financial statements, dilution, and the difference between options and stock 

ownership.  

Performance measures constitute a real dilemma, as stock price can rise for many different 

reasons other than the performance of management teams, so executives might be rewarded 

for doing nothing or they might lose their options for reasons beyond their control.
45

 This can 

affect the role of options as incentives in bull markets, when the price of shares tends to rise, 

while in bear markets the price of shares tends to decline. 

The next issue is that options under the exercised price will have no effect on motivating 

executives. Therefore, companies may reprise the options. This was seen as removing the 

initial risk that executives might lose the options and that this would be regarded as a reward 

for failure and poor performance.
46

 Supporters of reprising believe that it is not a reward for 

failure as, if a board is not happy with an executive’s performance, it will terminate the 

contract; however, if the board is happy with the performance of an executive, it should assist 

the executive and reprise the options to encourage him or her further. Moreover, options have 

                                                 

42
 Murphy, “Explaining Executive Compensation” (n 39) 858. 

43 
ibid 868. 

44
 Kay (n 34) 72; P Norris, “Shareholders' attitude to directors’ pay” in S Tyson and F Bournois (eds) Top pay 

and performance (Elsevier Butterworth-Heinemann, Oxford 2005) 41, 48. 

45 
Guay (n 35) 162. 

46 
ibid 165. 
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an incentive in retaining talented managers, as they will wait for their option to be vested and 

it will be difficult for competitors to hire them away from the firm.
47

  

The third issue to be considered is that executives could manipulate the time and price of 

their options. Yermack found that stock price increased significantly at the timing of awards 

as a result of releasing good news shortly after the reward of options.
48 

Aboody and Kasznik 

have found that stocks are low until the time of grants.
49

 Lie has also found, based on a 

sample of 5,977 CEO stock option awards from 1992 to 2002, that there were negative 

returns before the grant dates and positive ones after the award. Based on this, Lie concludes 

that  

Unless executives have an informational advantage that allows them to 

develop superior forecasts regarding the future market movements that drive 

these predicted returns, the results suggest that the official grant date must 

have been set retroactively.
50

 

Supporting the assumption of backdating suggested by Lie, Heron and Lie have found 

evidence that backdating is the major reason for the abnormal stock return around the time of 

awarding the options.
51

 Thus, executives are focusing on stock prices rather than maximizing 

the shareholders’ long-term value. 

Another problem found to be associated with holding very sizeable options is that this 

motivates executives to misstate financial statements.
52

 It can be noted that executives can 

manipulate the time and price of their options, which can affect the objective of using options 

as a tool for incentives and alignment. Executives can also shift earnings between periods in 

the same way as with bonuses, to affect the granting of options. 

                                                 

47
 ibid 165. 

48
 D Yermack, “Good Timing: CEO Stock Option Awards and Company News Announcements” (1997) LII (2) 

The Journal of Finance 449, 474.   

49
 D Aboody and Kasznik R, “CEO stock option awards and the timing of corporate voluntary disclosures” 

(2000) 29(1) Journal of Accounting and Economics 73. 

50
 E Lie, “On the Timing of CEO Stock Option Awards” (2005) 51(5) Management Science 802, 806&810-811. 

51
 RA Heron and E Lie, “Does backdating explain the stock price pattern around executive stock option grants?” 

(2007) 83(2) Journal of Financial Economics 271, 294. However, the accounting standards in the USA and 

Europe have changed following Enron’s collapse, making it difficult to backdate options. See: McClune (n 

37) 123. 

52 
J Efendi, A Srivastava and EP Swanson, “Why do corporate managers misstate financial statements? The role 

of option compensation and other factors” (2007) 85(3) Journal of Financial Economics 667. 
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Dilution is a normal result of issuing new shares. In the case of options, if executives exercise 

their options the number of shares in the company will increase and this can, for example, 

affect the profit per share and voting control. Thus, shareholder activism is concerned with 

dilution,
53

 especially when there is excessive granting of options. 

Another important aspect is the difference between options and the granting of real shares. As 

stated above, options only grant stock appreciation and not total shareholder return, which 

includes dividends as with stock ownership. This does not align options fully with the 

interests of shareholders, as managers will focus on risky transactions or transactions that 

raise the stock price, such as acquisitions, even if they do not increase the dividends. If a 

share price falls, options will not have any effect on motivating executives, whereas in the 

case of stock ownership executives will have the incentive to increase the profit and value of 

the firm, which will be reflected in the share price and dividends. The choice between options 

and real share grants can be affected by markets. For example, Stapledon argues that between 

2000 and 2002 Australia saw a bear market, so executives there preferred restricted shares.
54

 

However, options have the advantage of not costing a firm as much as the granting of real 

shares. 

From this analysis, it can be noted that despite the advantage of stock options in aligning 

managers’ incentives with shareholder interests in the form of market-oriented incentives, and 

retaining talented managers, stock options are not fully aligned with shareholder interests as 

stock price can be influenced by factors other than the performance of the company. Stock 

options offer the incentive of encouraging managers to conduct very risky investments to 

affect the price of shares. Executives are more likely to sell their options as soon as they 

become vested, and then executive incentives are no longer aligned with shareholder 

interests. 

The final point to be made under this subsection is that some firms use another form of option 

called stock appreciation rights (SARs). SARs reward executives and other employees with 

cash or stock in the future equivalent to the difference between the market price of shares on 
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the grant and exercise date.
55

 Thus, these are similar to stock options but there is no real 

purchase of shares involved, and these can be classified as deferred bonuses. Finally as Bill 

Gates said: 

When you win [with options], you win the lottery […] the variation is huge; 

much greater than employees have an appetite for […] so what we do now is 

give shares, not options.
 56

 

2.1.3.2.2 Restricted stocks 

The popularity of options has been affected by the change in accounting standards in the 

USA, the UK and Europe, as well as shareholder activism concerning dilution, which has 

resulted in moves towards granting real stock. It has been reported that in spite of the rise in 

stock prices between 2002 and 2004 the granting of options declined by 30 per cent, while 

the granting of restricted stocks and performance shares increased by 46 per cent and 51 per 

cent respectively.
57

 Under this type of remuneration, companies grant common stock with 

restrictions on the ownership. These restrictions preclude managers from selling the shares 

until a specified length of time has lapsed or specified long-term objectives have been 

achieved. Thus, this approach can be used to keep executives in a firm waiting for the stock 

to be vested, as well as encouraging managers to fulfil specified long-term objectives which 

the company wants to achieve. 

Restricted stock has advantages over options as it continues to motivate managers even if it 

falls, as its value will not go to zero.
58

 However, it has the same disadvantages as options 

with regard to choosing performance measures and setting long-term objectives. Moreover, 

executives and traders will have the disadvantage of their shares falling for reasons not 

related to their performance. 
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Some firms which are unable to grant real shares use phantom stock. This is very similar to 

stock appreciation rights but executives receive cash equivalent to the value of the real shares 

if they were to be granted.
59

 

2.1.4 Other benefits 

Apart from the above elements of remuneration, executives also receive other benefits, such 

as cars (an option which is quite popular in the UK),
60

 health care, life insurance or disability 

cover. This section will briefly analyse the most important and common forms of benefit that 

can be offered to managers, namely, golden hellos, golden parachutes, golden handshakes and 

pensions. 

Golden hellos are a large initial payment to attract an executive to join a firm from a rival 

firm. This initial payment can take the form of cash, bonuses, options, restricted shares and 

pension benefits and is more than such executives were waiting for or expecting to receive 

from their previous employer. This type of payment can contribute to an increase in the level 

of executive remuneration as each company will attract executives from rivals and so on, as 

well as this payment undermining the role of stock options and restricted shares in keeping 

executives in a company. Moreover, it has been noted that golden hellos cannot be expected 

to be linked to performance, as most of them are in cash.
61

 However, it can be argued that if 

an executive’s performance in the previous firm had not been good enough, he or she would 

not have been offered this golden hello. However, who can guarantee that an individual’s 

performance in a new firm will be as good as that in the previous one? It can be concluded 

that golden hellos can benefit shareholders in the short term by attracting talented executives 

to a company but, on the other hand, this can harm the shareholders and the economy in the 

long term by increasing the cost of hiring executives to more than they are worth.  

Golden handshakes and golden parachutes represent the other side of golden hellos. They are 

the sums given to executives upon retirement, termination or when a firm is acquired.
62

 This 
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sum is normally linked to the unexpired element of his or her contract, an ex gratia element 

or, if the executive is old enough, pension payments might be brought forward.
63

  

In the UK, in the case of poor performance, golden handshakes are called “payment for 

failure”, as the executives who are asked to leave are the ones who have failed to perform 

satisfactorily.
64

 Thus, when a firm performs badly, an executive may leave with a huge pay 

package which is not linked to the future performance of the firm, and shareholders will 

suffer the loss.
65

 Supporters of golden handshakes in the case of poor performance allege that 

the reason behind this grant is the elimination of the problem of some directors who might be 

reluctant to discuss the dismissal of the CEO and thus prefer to soften the blow with a gift.
66

 

However, even though this payment is not beneficial to shareholders and not linked to 

performance, it might be necessary to accelerate and sweeten the replacement of the CEO and 

benefit the shareholders from this perspective. Therefore, the board should be very strict with 

this kind of payment and pay as little as possible in order to alleviate the financial impact of 

the dismissal on the executive. 

Golden handshakes in the case of retirement, or golden goodbyes, have been criticized by 

some for not being linked to the future performance of a firm, whilst other claim they 

encourage executives to perform well during their tenure.
67

 Awarding such payments to 

executives upon retirement has been criticised for the following reason: if a CEO performs 

well during tenure, he or she should have been rewarded during the tenure and awarded the 

deferred remuneration on retirement. 

Golden parachutes, which have also been criticized for not being linked to performance, are 

intended to give executives financial protection in the event of acquisitions or mergers and 

help them to focus on their work during their tenure rather than being distracted by the need 
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to protect their jobs.
68

 In addition, golden parachutes can be used to encourage executives to 

gain a better deal for shareholders in the negotiation of transactions. Besides this, it can help 

directors to vote in favour of an acquisition that benefits shareholders if the CEO, who might 

find himself or herself out of work for an extended period, is going to receive a golden 

goodbye or a golden parachute.
69

 

The retirement benefits which are provided to executives come in four forms: the first is a 

retirement pension, which is different from the typical pension plan;
70

 the second is deferred 

remuneration; the third involves perks in retirement (such as unlimited airline tickets for an 

executive and his or her family); and the fourth takes the form of guaranteed consultancy 

fees.
71

 

2.2 Economic Theories Surrounding Remuneration 

Economists have attempted to explain and justify the need for such high executive 

remuneration and there are two main theories: optimal contracting (market driven) theory; 

and managerial power (board capture) theory. Optimal contracting theory sees the incentives 

created by remuneration as a remedy to the agency problem between executives and 

shareholders, whilst managerial power theory sees remuneration as part of the agency 

problem
72

 since executives can extract the rent they want. The reform of the regulations and 

corporate governance principles related to the establishment of remuneration has tried to 

ensure that they are “fair and competitive”
73

 for executives and shareholders. This section 

will analyse the economic theories surrounding remuneration practice. 
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2.2.1 Optimal contracting theory v. managerial power theory 

Optimal contracting, or the official story, as it is called by Bebchuk and Fried,
74

observes that 

limited liability, a separate legal personality and the stock market have fuelled the dispersed 

ownership of publicly listed companies. Moreover, this dispersed ownership has created an 

agency problem between principal (shareholders) and agent (executives), as their interests are 

not perfectly aligned. A need, therefore, for the alignment of these diverse interests has been 

seen in a remuneration structure which rewards more when the agents perform better. The 

underlying assumption of the theory is that the principal will agree to an optimal contract 

with the agent.
75

 However, shareholders do not directly structure the remuneration for 

executives; this task is delegated to an independent board of directors, which acts as a 

guardian of the company and shareholder interests to discuss the remuneration of executives 

at arm’s length. Scholars such as Kaplan have defended CEO pay and despite acknowledging 

that CEO pay is not perfect, they maintain that CEOs are not overpaid. CEO pay is linked to 

performance, and boards do make efforts to monitor CEO remuneration.
76

 He argues that 

CEO pay is largely driven by market forces, especially the size of the company (when a 

company grows larger, the CEO receives more pay)
77

 and the stock markets, as CEOs’ pay 

reached its peak in the USA in 2000 and declined by 50 per cent by 2006. He asserts that the 

increase in CEO pay is not unique, as other similarly talented groups have experienced a 

similar increase, such as hedge fund managers, professional baseball, basketball and football 

players, and top lawyers. Therefore, unless a board is serving shareholder interests perfectly, 

remuneration contracts will differ from those predicted by an optimal contracting model.
78

  

Bebchuk and Fried argue that there is no reason to assume that directors will serve 

shareholder interests, as there is no reason to expect executives to maximize shareholder 
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value.
79

 They add this because directors also suffer from the agency problem, which 

undermines their ability to address the agency problem between shareholders and executives 

effectively. Moreover, they argue that there are many factors pushing a board to consider the 

interests of the CEO. The CEO has a strong influence on the nomination process to the board, 

which can cause a director to “go along with the CEO’s pay arrangement”;
80

 otherwise, the 

director is more likely to lose a well-paid job as well as the opportunity of serving on another 

company’s board as his or her reputation is damaged by going against the CEO. Another 

factor is the benefits that a CEO can provide for other directors either directly or indirectly.
 

However, one might argue that directors have shares in the company, which encourages them 

to favour shareholder interests. Bebchuk and Fried refute this argument by stating that the 

benefit which directors gain from favouring the CEO and other executives outweighs the 

advantages they gain from their shareholding.  

The other two arguments advanced by Bebchuk and Fried to prove the inadequacy of the 

optimal contracting model in achieving a fair decision on remuneration are the limitations of 

the power of market forces and the limitations of shareholder  power. The managerial labour 

market affects the remuneration of executives and the market for corporate control, which 

puts pressure on executives to serve shareholder interests. The ability of these markets is not 

effective in imposing constraints on executive remuneration.
81

 Shareholders lack the power to 

intervene and have their say on remuneration arrangements,
82

 and other tools which 

shareholders can use (such as suing the board, voting down long-term incentive remuneration 

and bringing their own resolution) are unlikely to have an effect on board behaviour unless 

shareholders have a large holding.
83

 

On the other hand, managerial power theory has been proposed by Bebchuk, Fried and 

Walker.
84

 The theory is not intended to replace optimal contract theory completely but to 

complement it by stating that a remuneration arrangement is designed in accordance with the 
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managerial power and optimal incentive contract.
85 

Moreover, the theory is based on the 

assumption that executives do, of course, prefer more remuneration as well as having the 

ability to influence the structure and level of their remuneration.
86

 The main difference 

between the two theories is that optimal contract theory perceives the level of remuneration 

as enough to keep executives in the firm and motivate them, whereas managerial power 

theory believes that pay is set at the highest possible level.
87

 Managerial power theory claims 

that the so-called “outrage cost” acts as a constraint on the level of payment that executives 

receive.
88

 Despite the fact that Bebchuk and Fried have also agreed that market forces, the 

need for board approval and social sanctions place some constraints on remuneration 

arrangements, they state that the board will be more likely to favour executives in 

remuneration arrangements unless this provokes negative reactions from outsiders and the 

public, known as “outrage cost”.
89

  

In order to get around outrage costs, Bebchuk and Fried explain that executives camouflage 

their payment by structuring it as if it were optimal and avoiding too many cash payments, as 

well as appointing remuneration consultants, which can also be explained by the optimal 

contracting approach as strengthening the relationship between pay and performance. 

However, the use of remuneration consultants can be undermining if a consultant tries to 

please the CEO in order to secure reappointment. I would also state that even if consultants 

are hired by an independent remuneration committee, the consultants who recommend higher 

remuneration will be more attractive to firms and be hired to justify the rise in remuneration. 

This is confirmed by studies which show that the use of consultants in the USA and the UK 

contributed to ratcheting up executive pay and led to more use of equity-based incentives.
90

   

Murphy, who opposes managerial power theory, questions the ability of outrage cost to 

influence executive pay, as although the media have frequently reported on the escalation of 
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executive remuneration, these reports have not led to the imposition of any constraints.
91

 In 

addition, Bebchuk and Fried do not provide the full scope of what they call “outrage cost”, 

failing to examine which factors can cause it, why it should be treated as a constraint and how 

can it affect and damage a firm?
92

  

Bebchuk and Fried have provided evidence to support managerial power theory. Firstly, they 

point to the failure of optimal contracts to filter out factors beyond executive control when 

rewarding options based on the movement of the general market price. Secondly, they 

highlight the ability of executives to unwind their stock-based incentives. These can keep 

executives motivated as long as they hold them but their ability to unwind them freely at any 

time can undermine the ability of stocks to play their role in motivating executives. 

Therefore, camouflage practices to obscure payment, giving executives the ability to gain 

from their remuneration based on general market price which is beyond executive control and 

the freedom of executives to unwind their stock, distinguish managerial power theory from 

optimal contracting theory.
93

  

Solutions have been proposed in relation to the structure of payment being linked to 

performance by filtering out factors beyond executive control when rewarding options, 

prohibiting the use of hedging or derivative transactions to reduce the risk associated with 

stock plans, obliging executives to hold their vesting shares for a specified period to keep 

them motivated, obliging executives to disclose their intentions to sell their shares in 

advance, avoiding large payments for departing executives, especially if the departure was 

the result of failure, and having investors assess the non-performance pay given to 

executives, such as retirement benefits.
94

 Other solutions are related to improving 

transparency, shareholder engagement in remuneration practice, and corporate governance in 

general.  
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2.2.2 Sub-theories of market driven or optimal contracting theory 

There are five theories that can be classified as sub-theories of market driven theory. These 

are marginal revenue product theory, tournament theory, opportunity cost theory, bargaining 

power theory and risk adjustment theory. All of these theories represent attempts to refine our 

undersyanding of how remuneration of executives is set in accordance with market forces. 

2.2.2.1 Marginal Revenue Product Theory 

Marginal revenue theory is based on the economic concept that each factor of production, 

including managerial labour, should be paid the amount of its contribution to the value of the 

firm.
95

 Under this theory the remuneration of the CEO represents his or her contribution to 

the firm value and is set in accordance with this contribution. Thus the CEO of large 

organisations is paid more and this theory can offer a possible explanation for the correlation 

between the level of executive pay and firm size.
96

 

2.2.2.2 Tournament Theory 

This theory sees top executive pay as the prize that is awarded to the winner of the internal 

labour market tournament. The tournament is a single elimination tournament similar to those 

in sports such as tennis. The winners, therefore, advance to the next round of the competition 

and the prize gets bigger. The winner of the whole tournament becomes the CEO and gets 

more power and the largest pay.
97

 However, in order to maintain the incentive for the CEO 

further direct financial benefit must be provided as there is no further promotion.  

2.2.2.3 Opportunity Cost Theory 

This theory is based on the economic concept of opportunity cost as CEO pay represents the 

amount that would be paid to her/him in the best alternative job. Top executives are in a good 

position to move from one firm to another in search of a better job and higher pay or they can 

also take advantage of the capital market to finance their own businesses raising the value of 
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their alternative opportunities.
98

 Thus established firms need to offer their skilled employees a 

large payment to be able to retain them as long as the alternative positions are available to 

those employees. 

2.2.2.4 Bargaining Power Theory 

This theory only applied to jurisdictions which give the board of directors the ability to stop 

hostile takeovers such as in the USA.
99

 Therefore top executives demand more remuneration 

and are given more compensation for agreeing to give up their jobs and approve the takeover. 

Executives in jurisdictions which do not allow the board of directors and management to 

determine the sale of the company, do not enjoy this power and theoretically there no need to 

compensate them for giving up their jobs.
100

 

2.2.2.5 Risk Adjustment Theory 

This theory applies to executives who are mainly compensated by options and have large 

holdings in the company they manage. This large holding creates a high risk and can be very 

costly due to the lack of diversification. Thus companies are forced to pay those executives 

more to get them to agree to place their eggs in the firm’s basket.
101

 

After discussing the theories in the context of the divergence between executive remuneration 

in the USA and the rest of the world, Thomas concluded that:  

[A]lthough all of the theories may be right to some extent, so that executive 

pay is determined both for economic reasons and by […] executives’ power to 

obtain a disproportionate share of their firm’s rents, more research needs to be 

done to understand the dynamics of this market before governments rush in 

and intervene.
102

 

2.3 Remuneration during the Financial Crisis 2007-09 

The financial crisis of 2007-09 demonstrated that executive pay structures were contributory 

factors, fuelling the crisis by encouraging short-term risk-taking at the expense of long-term 
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safety, and obliging the governments in many different countries to use taxpayers’ money to 

bail out failing financial institutions. Therefore, remuneration practices are now being re-

assessed not only on a national level but also at international level. The attempts to reform 

remuneration practices are not only aimed at improving the link between remuneration and 

shareholder interests, but also at addressing other problems, such as excessive risk-taking and 

aligning remuneration with sustainable and long-term performance. This section will analyse 

in more detail the international initiatives for reforming remuneration practices. It will briefly 

discuss the crisis and how political views triggered the international work undertaken by the 

FSB. Following this, the work of the FSB in introducing the P&S at an international level to 

reform remuneration practices at significant financial institutions will be assessed together 

with the supplementary work of the Basel Committee on Banking Supervision (BCBS) which 

will be referred to henceforth as the Basel Committee.  

2.3.1 The Crisis in brief 

The crisis started in 2007 following a decline in the US housing market after it had reached 

its peak in mid-2006. The housing boom before the crisis had been fuelled by low interest 

rates that had been in place since 2001, which made “cheap money” available both for house 

purchases and spending generally.
103

 The subsequent increase in the interest rate by the US 

Federal Reserve triggered defaults on the subprime mortgages which had been granted to 

many people who could not afford a change of this magnitude. The rise in interest rates 

pushed the price of the existing mortgages up, causing many defaults on subprime mortgages 

and the number of foreclosures to increase. This loose monetary policy combined with a 

number of other factors resulted in the financial crisis. These included: high levels of 

inflation and rising housing prices; complex risk structures with poor risk management in an 

overestimation of firms’ abilities to manage the risk and an underestimation of the capital 

they should hold; the high rating of AAA for inappropriate financial products by credit rating 

agencies; mark-to-market accounting principles; poor corporate governance, and regulatory, 

supervisory and crisis-management failures within the deregulation. 
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In the events leading up to the crisis, banks based their business models on the “originate-to-

distribute” model of securitization, whereby mortgage loans were repackaged or securitized 

in different tranches and then sold to investors in capital markets. This was fuelled by savers 

who had been aggressively searching for high yields on their investments, which in turn led 

to the innovation and development of market products, some of which were neither fully 

understood nor regulated.
104

  

Banks took advantage of this opportunity as they did not need to keep these debts on their 

balance sheet and any default would be covered by the credit default swap and loans from 

other tranches, which proved to be wrong. When it became clear that many of these 

securitized mortgages were of poor quality, the markets for such assets dried up. Banks that 

were heavily dependent on the markets for their funding experienced severe liquidity and 

solvency problems.
105

 One might ask why, if the banks were following the “originate-to-

distribute” model, did they incur losses? The answer is that they undertook regulatory 

arbitrage by exploiting credit risk transfers which were used to transfer assets from off-

balance sheet to other investors in the markets to circumvent regulatory requirements. As 

explained by Tomasic and Akinbami, this was conducted by banks in two ways: 

a. Banks set up off-balance sheet asset-backed commercial paper (ABCP) conduits and 

structured investment vehicles (SIVs). ABCP conduits held assets off-balance sheet 

for banks with banks providing liquidity enhancement and credit enhancement for 

these conduits. The enhancements implied that investors in the conduits had recourse 

to the banks in case the quality of assets deteriorated, so investors could return the 

assets to the bank once they suffered a loss. The enhancements were treated as capital-

light in the then existing Basel Committee rules for capital requirements, allowing 

banks to have five times more leverage ratios off-balance sheet than on-balance sheet.  

b. Banks exploited the fact that they could gain capital relief by simply switching away 

from loans to investments in the form of AAA-rated tranches of collateralized debt 

obligations (CDOs) and collateralized loan obligations (CLOs). As a result, 50 per 

cent of all AAA-rated asset-backed securities were held within the banking system. 
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Consequently, banks which used these mechanisms suffered greater losses during the 

crisis,
106

 as they had to write-down the assets in accordance with mark-to-market 

accounting standards
107

 and reported significant losses.  

In the initial response, the central banks injected liquidity in the markets in order to support 

banks in being able to provide credit to businesses and individual borrowers. However, 

certain financial institutions that experienced severe difficulties, such as Northern Rock, 

Bradford & Bingley, Dexia and Hypo Real Estate, were partly or entirely nationalized.
108

 In 

order to receive government bailouts, financial firms with recourse to public funds had to cut 

their remuneration levels, and comply with other conditions. 

2.3.2 The political views of remuneration practices 

The financial crisis brought the bankers’ remuneration and incentive plans to the close 

attention of regulators, investors, society and politicians on both sides of the Atlantic. Two 

problems relating to the remuneration practices have particularly attracted the attention of 

politicians. The first is the high level of remuneration, which has been the focus of social 

resentment, particularly when many of the banks needed government support; and the second, 

which has been the focus of the regulators, is the structure of remuneration which is believed 

to have encouraged excessive risk-taking and short-termism practices leading to the financial 

crisis.
109

  

In the UK, Gordon Brown, the then British Prime Minister, indicated that excessive 

remuneration should be cut back as a matter of morality, ethics and justice, and, therefore, 

this was a key issue from the beginning of the financial crisis on the agenda of reforming the 

banking industry.
110

 A final step for Brown’s government before leaving office after the 
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general election in 2010 was imposing a one-off bank bonus tax without interfering in the 

level of remuneration payment.
111

 

In the USA, following election, President Obama described the bonuses practices for trading 

floors, investment banking desks and executive suites in the banking industry as 

“shameful”.
112

 He went even further by accusing the bonuses gained by leading executives 

and traders as forming part of a “reckless culture and a quarter-by-quarter mentality that in 

turn helped to wreak havoc in our financial system”.
113

 However, the proposed cap on salary 

of $500,000 for top executives at firms receiving exceptional assistance was dropped before 

implementation.
114

 This reflects the general direction of the reform in the USA, which was 

not directed at imposing a limit on the maximum remuneration but on developing principles 

for the better alignment of remuneration with the interests of shareholders and financial 

stability, improving the supervisory oversight of financial firms’ remuneration, introducing 

new requirements for independent board remuneration committees, and more shareholder 

power in the form of the new “say on pay” introduced by the Dodd-Frank Act.
115

 

In France the then President, Sarkozy, “placed control of financial sector remuneration within 

his aspirations for a new style ‘moral capitalism’”.
116

 German political leaders also preferred 

a tough approach to remuneration practices.
117

 The governments of France and Germany, 

during 2008 and 2009, were presented with the case of regulating bankers’ pay at an 

international level and pressing for strict agreed international rules and principles.
118
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These views had formed the basis of the discussion of the G20 members who agreed to 

address remuneration in the financial industry as a fundamental part of the regulatory reform 

in response to the financial crisis. The report of the Financial Stability Forum (FSF)
119

 in 

April 2008, which diagnosed the implications associated with remuneration practices (among 

many issues), asserted the need for this to be addressed at the international level and form the 

basis upon which the subsequent measures of the FSF to tackle the problem would be 

approached. In this report it was clear that the FSF was not concerned with the level of 

remuneration or with remuneration practices which align the interests of managers with the 

interests of shareholders, as its mandate centred on its interest in issues related to the financial 

stability by addressing vulnerabilities, and developing and implementing strong regulatory, 

supervisory and other policies to strengthen financial stability. In the report the FSF made it 

clear that:  

Compensation arrangements often encouraged disproportionate risk-taking 

with insufficient regard to longer-term risks. This problem can be mitigated if 

firms closely relate the incentives in their compensation model to long-term, 

firm-wide profitability.
120

 

Ferran explains that as the crisis was developing, high-level political support for this view 

was strengthening, starting at the Washington Summit in November 2008, when there was a 

call for action, whether voluntary or regulatory, to avoid remuneration schemes which 

rewarded excessive risk-taking and were based only on short-term returns. The issue 

continued to be prominent at the London Summit in April 2009 and the Pittsburgh Summit in 

September 2009. Later Summits (Toronto in June 2010 and Seoul in November 2010) also 

expressed support for international initiatives to regulate financial sector pay but according to 

Ferran, these statements increasingly felt like “boilerplate”, as the key policy decisions had 

already been made.
121

 

However, full agreement on the detail of what to regulate at the international level was not 

reached. G20 members said it was not clear whether the intention was to limit the regulation 
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on issues related to remuneration and risk alignment, the structure of remuneration, corporate 

governance, supervisory oversight and disclosure, or to go further and impose certain limits 

on overall remuneration. France and Germany were pressing for the inclusion of a limit on 

the overall remuneration at the international level.
122

 However, they did not succeed in 

obtaining more support from the G20 for their proposal.
123

 

2.3.3 The FSB’s role in delivering the Principles and Standards on remuneration 

The FSB was responsible for designing the P&S which regulate remuneration practices at the 

international level as the international focus on remuneration practices has been unremitting 

since 2009.
124

 In April 2008 the FSB published its report on the causes and weaknesses that 

had led to the turmoil, along with its recommendations for increasing the resilience of 

markets and institutions as it had been asked to do by the G7 Ministers and Central Bank 

Governors in October 2007.
125

 In this report, remuneration was identified as being one of the 

factors that led to the crisis. This was followed by the FSB publishing the Principles for 

Sound Compensation Practices in April 2009, which was also followed by the publication of 

the Implementation Standards in September 2009. The P&S were presented and endorsed by 

the G20 Summit in London in April 2009 and in Pittsburgh in September 2009.
126

 In April 

2009 the G20 Finance Ministers agreed that the Basel Committee should incorporate the 

principles into its risk management guidance.
127

 Therefore, the BCBS produced four 

important publications.  

The first of these was the Compensation Principles and Standards Assessment Methodology 

in January 2010 designed to help supervisors in assessing company compliance with the P&S 

to support a level playing field and avoid a “one size fits all” model by providing different 

approaches to conducting the review, taking account of the size and complexity of 
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institutions, the nature of their business model and activities, and level of risk tolerance. This 

was followed by an updated version of the Principles for Enhancing Corporate Governance 

in October 2010. The third document is the Range of Methodologies for Risk and 

Performance Alignment of Remuneration in May 2011, which is a technical report aimed at 

enhancing banks’ and supervisors’ understanding of risk-adjusted remuneration. This report 

provides clarification concerning the design of risk-adjusted remuneration systems
128

 

following a recommendation made in the first FSB Thematic Review on Compensation linked 

to the need to raise the standard of risk adjustment to remuneration to ensure that 

performance-based remuneration is adjusted to take account of all potential risks.
 129

 The 

forth document is the Pillar three disclosure requirements for remuneration produced in July 

2011 which was also recommended by the first FSB Thematic Review on Compensation in 

order to promote greater convergence of disclosure on remuneration after noticing differences 

across jurisdictions which could hamper the comparability and the effectiveness of 

disclosure.
130

 

The P&S aim at ensuring effective governance of remuneration, alignment of remuneration 

with prudent risk-taking and adequate disclosure and oversight of remuneration practices by 

the supervisory authorities. These issues will be discussed
131

 starting with the scope of their 

application. 

2.3.3.1 The scope of application 

The P&S are intended to apply to significant financial institutions. The FSB has allowed 

national authorities to apply the P&S proportionately as justified by the business model and 

risk profile of the firm to avoid a “one size fits all” approach as long as such criteria is 

defined clearly in the national regulations or in supervisory guidance.
132

 However, national 
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jurisdictions may also apply them in a proportionate manner to smaller, less complex 

institutions.
133

 The FSB reported in the first progress report in 2012 that:  

There is a wide variation among member jurisdictions as to the use of the 

principle of proportionality as well as the criteria used to support the 

principle. In some cases, the criteria are not clearly defined.
134

  

Such divergence may give rise to regulatory arbitrage. Another concern is that applying the 

P&S only to banks or other significant financial institutions will put them at a competitive 

disadvantage when facing competition from non-regulated industries and will reduce their 

ability to retain talent. 

With regard to the personnel the P&S has not clearly identified the personnel to whom the 

P&S are primarily directed, as the ultimate objectives of the P&S is to reduce individuals’ 

incentives for excessive risk-taking that may arise from a structure of remuneration.
135

 This 

has led the Basel Committee to state that the P&S should apply at least to senior 

management, material risk takers (MRTs), and staff performing important risk management 

and control function, and groups of employees who may together take material risk.
136

 

However, despite the criteria, there was also divergence in identification of the employees 

that come under the scope of the P&S.
137

 The FSB has stated that there is wide range of 

practices across jurisdictions and firms due to the differences in the relevant national 

regulations and supervisory guidance as well as the difference in the size, nature or 

complexity of firms.
138

 Therefore the FSB will survey and compare the practices with the 

view of identifying good practices taking into account the differences and the need for 

proportionality. 
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2.3.3.2 The governance of remuneration 

The P&S assume the responsibility of the board to oversee, evaluate and review the 

remuneration policy of the firm with the main objective being to align remuneration policy 

with a risk management framework in mind.
139

 However, significant financial institutions are 

expected to establish a board remuneration committee to oversee the remuneration system’s 

design and operation.
140

 The remuneration committee or the body responsible for setting the 

remuneration should be constituted in a manner which enables it to exercise independent 

judgement on remuneration policies and practices. This body should also not only be able to 

produce a remuneration policy that confirms the requirements of the FSB, the BCBS, the 

International Association of Insurance Supervision (IAIS), the International Organization of 

Securities Commissions (IOSCO), and the respective rules by national supervisory 

authorities, but should also be able to understand the effects of incentives created by their 

designed remuneration policy on risk-taking, capital and liquidity.
141

 In doing so the body 

must have independent and expertise in risk management and remuneration as well as work 

closely with the firm’s risk committee. The body responsible for designing the remuneration 

should also review and evaluate the policy annually.
142

  

The P&S also require that employees with risk and compliance functions should be 

remunerated independently and not by the business area they oversee to ensure their 

objectivity and independence in preserving the integrity of financial and risk management. 

Hence their remuneration should be based primarily on the achievement of the objectives of 

their functions.  

2.3.3.3 The structure of remuneration 

This is the area in which the P&S become prescriptive and which forms the major focus, in 

spite of the FSB’s assertion that the P&S were not intended to prescribe a particular structure 

or level of individual remuneration, as one size does not fit all and firms differ in their goals, 

activities and culture. The structure of remuneration is seen as being more likely to encourage 
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excessive risk-taking and work contrarily to a firm’s long-term growth. The P&S aim for 

alignment to be achieved by ex ante risk adjustment and ex post risk adjustment 

supplemented by a mix of payment of cash and shares or share-linked instruments, 

prohibition of guaranteed bonuses and a hedging strategy.  

Ex ante risk adjustment represents the initial attempt to risk adjust the remuneration pool 

and/or individual awards
143

 and should take account of all types of risks including those risks 

which are difficult to measure.  For example, two employees who make the same short-term 

profit but take a different amount of risk on behalf of their firm should not be treated the 

same by the remuneration policy.
144

 Ex ante risk adjustment will give supervisors and firms 

the ability to strengthen their capital base. The FSB recommends that national authorities 

instruct firms to use net revenue or profit to calculate variable remuneration and to adjust 

these for risk and prohibit any formula that would prevent firms from strengthening their 

capital. This is a good recommendation as some company managers may use techniques such 

as leveraging to boost their return, at the expense of increasing and strengthening capital and 

liquidity, when the return is mainly measured by earning per share (EPS) or return on capital 

(RoC) without the use of risk adjustment techniques.  

The importance of risk-adjusted remuneration is that at the time when the remuneration is 

granted, the ultimate performance cannot be assessed without uncertainty.
145

 Ex ante has the 

advantage of timeliness, having an immediate impact on risk-taking behaviour. Ex ante risk 

adjustment can be quantitative or qualitative depending on human judgment. However, firms 

may experience difficulties in finding reliable quantitative measures to cover all sort of risks, 

thus they are expected to use informed judgments to estimate risks and risk outcomes.
146

 

However, even qualitative measures or human judgment have shortcomings as they are 

dependent on estimation; therefore, ex ante risk adjustment faces challenges of the limitation 

of reliable risk measure for all risks.  

Ex post risk adjustments aim to achieve symmetry between risk outcome and remuneration 

outcome by linking the size of the bonus pool to the overall performance of the firm, taking 
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account of individual performance and business unit performance and, therefore, not only 

reducing or diminishing the pay-outs in times of negative performance, but also operating 

malus and clawback arrangements.
147

 Malus refers to the practice of reducing the amount of 

unpaid vested remuneration, whereas clawback is reclaiming paid remuneration, although 

some use them interchangeably.
148

 

Malus and clawback allow boards to reduce and reclaim vested or paid bonuses. However, 

the use of these techniques is still relatively rare in practice.
149

 Malus and clawback can be 

supplemented by deferral of remuneration. This deferral should be on a substantial part of the 

remuneration, such as 40 to 60 per cent (to increase along with the level of seniority and/or 

responsibility of the employee) with the payment made on a pro rata basis.
150

 Deferment of 

remuneration is a traditional mechanism of retention, as a “bad leaver” will normally lose 

unpaid deferred remuneration.
151

 However, the FSB wants more use of deferral of 

remuneration for a period of not less than three years (provided the period is correctly aligned 

with the nature of the business, its risks and the activities of the employee in question) to 

prevent finalizing the payment of remuneration based on short-term results, as a clearer result 

of the activities and transactions will be more apparent over time, giving the firm the ability 

to reduce or eliminate payment.  

The BCBS has clarified that in practice, there is a need for a mix of ex ante and ex post 

adjustments. For example, bad-tail risk, which is of low frequency but high impact, is 

difficult to measure ex ante which means deferral is better for reducing such risk-taking 

incentives. On the other hand, deferral may not be fully effective in controlling the incentives 

for employees who have the ability to expose the firm to long-term risks as such risks are 

unlikely to be realised during a reasonable deferred period.  

The P&S required that variable remuneration represented a substantial part of the 

remuneration of senior executives and MRTs. This variable remuneration should be decreased 

or disappear entirely in the event of poor performance. Payment by shares or share-linked 
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instruments should constitute more than half of the variable remuneration.
152

 Shares and 

share-linked instruments can be a method of implicit risk adjustment as a result of the change 

in their value during the deferral or retention period.
153

  

Guaranteed bonuses, which are commonly used by banks and regarded as harmless and 

indeed necessary when hiring new staff in the middle of the year, are described as 

inconsistent with sound risk management or the pay-for-performance principle (as the 

concerned employee will receive them regardless of performance) and should not be a part of 

prospective remuneration plans unless used to hire new staff and should be limited to the first 

year.
154

 

The P&S have covered another two important issues related to severance payment and its 

effect. The FSB wants firms to re-examine termination payments to avoid payment being 

made in the event of failure which is contrary to prudent risk-taking. The FSB was careful to 

direct financial firms to instruct their employees not to take out insurance contracts or use 

personal hedging to undermine the risk alignment effects embedded in their remuneration 

contracts.
155

 

2.3.3.4 The disclosure of remuneration 

The technique of using disclosure of remuneration arrangements has been in existence for a 

long time and was the major focus used by many national regulators as a method of good 

governance. However, the enforcement of disclosure did not always meet the relevant 

standards.
156

 The P&S incorporated some of the best practice on the disclosure of 

remuneration, adding to them new disclosure requirements on the risk adjustment, deferral 

and share based incentive. However, the requirements are very broad
157

 which resulted in 
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divergence in implementation between jurisdictions which will negatively affect 

disclosure.
158

  

This led the FSB to recommend detailed disclosure requirements aimed at promoting 

convergence and uniformity between different jurisdictions to be incorporated into Pillar 

Three of Basel II/III. The BCBS published a document specifying the qualitative and 

quantitative disclosures which is believed to “allow market participants to assess the quality 

of the compensation practices and the quality of support for a firm’s strategy and risk 

posture.”
159

 The BCBS acknowledges that the requirements will not be relevant to all banks 

or in relation to all of their business due to the concepts of materiality and proportionality 

(which already apply to existing Pillar Three disclosure). So some banks will be fully or 

partially exempt depending on their risk profile or certain requirements may be exempted on 

the basis that the information is immaterial, proprietary or confidential.
160

 Subsequently, the 

FSB in its second progress report in 2013 stated that disclosure practices had improved as 

reported by most jurisdictions. 

2.3.3.5 The oversight and supervision of remuneration practices 

The P&S have emphasized the importance of supervisors’ oversight and assessment of firms’ 

remuneration practices against sound practice in their respective jurisdiction. This oversight 

should be even closer in the event of exceptional government intervention and should include 

scrutiny, review and approval of remuneration structure.
161

 The onus is on financial firms to 

demonstrate that their remuneration policy is sound and takes into account an appropriate 

consideration of risk, capital, liquidity and the likelihood and timeliness of earnings.
162

 

However, failure to do so should trigger and result in:  

Prompt remedial action and, if necessary, appropriate corrective measures to 

offset any additional risk that may result from non-compliance or partial 
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compliance, such as provided for under national supervisory frameworks or 

Pillar 2 of the Basel II capital framework.
163

  

However, “supervisors should first exercise suasion on the affected firm, and in the absence 

of necessary improvement should consider escalation to firmer intervention, which may 

include increased capital requirements.”
164

 

2.3.3.6 The assessment of the FSB principles by Ferrarini and Ungureanu 

Ferrarini and Ungureanu have assessed aspects of the P&S. They state that the P&S have 

incorporated some of the traditional corporate governance standards such as the setting of 

remuneration for executives needing board approval and supervision as part of the board’s 

responsibilities regarding a strategic and supervisory role. The P&S have reflected post-crisis 

concerns regarding risk management and the alignment of remuneration with prudent risk-

taking. Achieving this is recommended by requiring the remuneration committee to work 

closely with the risk committee to ensure compliance and conformity with the relevant 

requirement of aligning remuneration with prudent risk-taking.
165

  

Ferrarini and Ungureanu state that to a large extent the P&S reflect the best practices which 

could already be found before the crisis in regard to the role and limits of equity-based 

remuneration and the effects of short-term incentives which have witnessed increased 

attention in the last 20 years, especially after Enron in 2001 and other accounting scandals 

which occurred at the beginning of this century. However, the difference is that before the 

financial crisis the focus was always on the alignment of executive remuneration with 

shareholder interests, whereas the P&S have incorporated new development
166

 regarding the 

alignment of executive remuneration with prudent risk-taking.
167

 

Even though the principles should be seen as flexible enough to accommodate differences 

between firms and managers within the same firm, the specification in the standards of the 
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portion of equity in the variable remuneration as guidance can be problematic as it does not 

take any account of an executive’s actual holding.
168

 This can cause problems in the event of 

large holdings as “[s]tock-based compensation could ‘exacerbate’ the incentive alignment 

problems” as observed in the case of US banks.
169

 They also note the fact that the P&S do not 

give detailed requirements for vesting stock options and stock grants. As a result the vesting 

can be easily conditional on the lapse of time. 

However, even if the P&S fundamentally lack originality and innovation, as argued by 

Ferrarini and Ungureanu, the fact remains that upgrading best practice, which is not 

widespread, into a form of “soft law” as international regulation is a significant 

achievement.
170

 However, this international achievement was the result of political aspiration, 

as no country can afford the side effects of a unilateral movement to regulate and impose 

control over remuneration practices, as this would cause the country to lose talented people to 

other financial centres given that markets are global, facilitating high mobility. Thus the P&S 

was also intended to solve the collective action problem. 

2.4 Conclusion 

An overview of the current situation regarding remuneration in the financial services sector 

was provided in this opening chapter which began, in section one, by analysing the 

components which make up remuneration; for although each of these components has its own 

function, some are not clearly linked to improving company performance or shareholder 

value. Incentive-based remuneration which links pay to performance can be an effective tool 

for aligning the diverse interests of managers and shareholders. Short-term incentives can 

encourage managers to fulfil specific short-term goals, whereas long-term incentives are used 

to motivate managers to achieve long-term objectives. Equity-based incentives are believed 

to be the best way of aligning diverse interests by linking executives to company performance 

in a way that means they may gain or lose as shareholders do, and also help to retain talented 

executives in a company while they wait for their equity to be vested. Golden hellos used to 
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compensate executives who forfeit remuneration from their previous firm, are a poor 

remuneration tool from a long-term perspective. Golden parachutes, may also encourage 

executives to acquire a better deal for shareholders. Golden handshakes are employed to 

eliminate the reluctance that directors may feel when firing the CEO. However, payments of 

this type need to be investigated further, as they may prove to be counter-productive 

components of remuneration packages, especially in the case of excessive payment. Thus, 

when a company is structuring a remuneration policy, it needs firstly to set its goals and 

objectives and specify how these are to be measured, and then design a remuneration policy 

which will achieve those ends. 

Section two discussed how economists have attempted to explain and justify the need for 

such high executive remuneration, focusing on the two main theories: optimal contracting 

theory and managerial power theory. The former sees the incentives created by remuneration 

as a remedy to the agency problem between executives and shareholders, whilst the latter 

views it as part of the agency problem as executives can extract the rent they want. Optimal 

contracting theory has been further refined into five sub-theories, all of which were also 

briefly explored.  

The third section discussed the reform of remuneration practices in financial institutions at 

the international level, led by the FSB, which developed the P&S. Applying risk-adjusted 

methods to the bonus pool, the P&S focus on aligning remuneration with prudent risk-taking 

by exposing employees to the negative side of their actions as they might lose some or all of 

the deferred part of their remuneration. The Principles have recommended measures to ensure 

a more effective supervisory role by national authorities, boards of directors and other 

stakeholders. In order to facilitate stakeholder scrutiny of remuneration practices, the P&S 

have recommended disclosure to make relevant information available to them, and the Basel 

Committee has published guidelines specifying the minimum information necessary. It is also 

working with the FSB to inform national regulators and financial institutions how to apply 

the P&S. The FSB is also involved in ongoing monitoring of the progress of implementation 

of the P&S in its member states to ensure that international reform will prevent future crises.  
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Chapter 3 Laws and Regulations Related to Remuneration 

Practices in the UK: Part One: Corporate Law and Corporate 

Governance Perspectives  

3.1 Introduction 

Share options began to be commonly used in the UK during the 1980s.
1
 In the 1990s, there 

were shareholder, public and political concerns about large pay increases, large gains from 

share options, and the amount of payment being made to some departing directors 

particularly in the then recently privatised utility industries. What gave these increases a bad 

image and a hostile reception by the public was that in some cases these were accompanied 

by staff reductions, pay restraints for other staff and price increases.
2
 In response, the 

Confederation of British Industry (CBI) set up the Greenbury Committee with a remit to 

identify good practice in determining directors’ remuneration and to prepare a code of 

practice for the UK. The recommendations have since then become part of the series of the 

combined codes which became the UK Corporate Governance Code in 2010. Kershaw 

maintains that the guidance that presented in the Greenbury Report which became part of the 

Corporate Governance Code has resulted in a notable change in terms of the significant 

increase in the use of long-term incentive plans which provide for share grants upon hitting 

performance targets, mostly related to EPS and relative total shareholder return and decrease 

in share options.
3
 Kershaw has also attributed remuneration problems over the past 20 years 

to the fact that overall remuneration has increased at a far higher rate than the increase in the 

remuneration for other employees. For example, executive pay in the UK has been growing 

and the gap between executive remuneration and average employee income is widening. The 

average pay of a Financial Times Stock Exchange (FTSE) 100 CEO increased from £1 
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million in 1998 to £4.2 million in 2010.
 4

 In the period from 1999 to 2010 the average annual 

increase in FTSE-100 CEO remuneration was 13.6 per cent, although the link between pay 

and performance is not immediately apparent. CEO pay was 59 times higher than the average 

pay of a FTSE-100 employee in 1999. This gap rose to its highest level in 2007, some 151 

times greater, then declined after the crisis to 115 times in 2009, before starting to rise again 

to its highest level in 2010 at 120 times more than the average employee’s earnings.
5
 

The way that the UK is tackling the problem is somewhat similar to the USA by solving the 

conflict of interests in setting remuneration levels and structure and reaching a fair decision. 

Therefore, the main tools of corporate governance that are being employed to empower 

shareholder and expose the practice to the markets. This is clear from the announcement by 

the Secretary of State for Business, in January 2012, that the government would present a 

package of measures aimed at addressing failings in the governance framework for director 

remuneration which would empower shareholders and promote their engagement by means 

of voting rights; provide greater transparency in director remuneration reports; and facilitate 

cooperation with investors and business to promote best practice in pay setting.
6
  The UK 

also introduced some specific tools in the Companies Act 2006, the Listing Rules and the UK 

Corporate Governance Code to help decision makers reach a fair and competitive form and 

level of remuneration.  

It is also important when analysing this issue to take account of the court’s position in dealing 

with shareholder claims against the plans and payment of remuneration. This chapter 

represents the first part of the discussion of the regulation of remuneration in the UK. It will 

discuss the issue from corporate law and corporate governance perspectives. The next chapter 

will discuss incentive-based remuneration in the banking sector. 

3.2 Common Law and Remuneration Setting and Practices 
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A director’s remuneration comes from two sources: fees paid for acting as a director and 

other money and benefits given to them under the service contract as an executive.
7
 In the 

case of the former, a director, based on the trust origin of the company, is not entitled to be 

remunerated for any services performed for them “as a fiduciary is not entitled to profit from 

his position”
8
 unless it is provided in the articles or a resolution of the company makes 

provision for such payment.
9
 The Court of Appeal stated that  

A director is not a servant. He is a person who is doing business for the 

company, but not upon ordinary terms. It is not implied from the mere fact that 

he is a director that he is to have a right to be paid for it. […] but in some 

companies, there is a special provision for the way in which the directors 

should be paid; in others there is not. If there is a special provision for the way 

in which they are to be paid, you must look to the special provision to see how 

to deal with it. But if there is no special provision their payment is in the 

nature of a gratuity.
10

  

This was also affirmed by the Supreme Court (previously the House of Lords) in Guinness 

plc v Saunders. 

Unlike the situation in the USA where the board has the authority to set remuneration by 

virtue of their company law,
11

 the directors of a UK company, have no authority to pay 

themselves from the company’s assets unless they are authorised “by the instrument which 

regulates the company, or by the shareholders at a properly convened meeting.”
12

 However, if 

the board is authorised to do so, then it cannot delegate this authority to some of its members 

or to a committee unless it is authorised.
13

 

Executive directors typically have a service contract with the company covering matters 

related to their remuneration signed by the board of directors which has the power to sign 

such contracts by the article of association.
14

 But in the absence of a service contract and 
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determination of remuneration, an executive cannot rely on the articles as constituting a 

contract between him and the company. Instead, the executive may be able to pursue a claim 

for reasonable remuneration on a quantum meruit basis for service accepted by the 

company.
15

 It is difficult for a director to bring a claim on a quantum meruit or an equitable 

allowance as seen in Guinness, however, as holding office by a director does not make the 

director an employee of the company.
16

 

In practice, such problems are very rare, as it is usual for the board of directors of public 

companies, to have the right to be remunerated in accordance with the model articles of 

association for private and public companies.
17

   

Deciding non-executive director fees and executive director remuneration places directors in 

a situation of conflict of interest. A director has the duty to avoid conflict of interest; 

however, self-dealing is excluded from this duty.
18

 Setting director remuneration is a situation 

in which a director enters into an agreement with the company, which is referred to as self-

dealing. Under the common law default rules, such contracts were void
19

 unless shareholder 

approval was obtained.
20

 This default rule for directors’ fees was given under the 1985 model 

articles.
21

 The Companies Act 2006 altered this rule, changing the default rule to mere 

disclosure to the board under section 177 and disabling any common law rule or equitable 

principles requiring shareholder approval unless provided for in the company constitution.
22

 

The current model articles of association authorise directors to determine their own 

remuneration for their services to the company and to pay any reasonable expenses that they 

may incur in exercising their power and discharging their duties to the company. This could 

be interpreted to mean that a company is able to allow interested directors to vote on 
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transactions in which they have a vested interest following disclosure.
23

 So, unlike the US, 

there is no clear role for disinterested directors in approving self-interest transactions.
24

 

However, the model articles of association for both private companies limited by shares and 

public companies provide a mechanism to prevent interested directors from participating in 

the decision-making of a self-interest transaction, namely, not counting their votes.
25

 

However, companies are not obliged to adopt the model article of association.
26

 It has 

become common practice for UK public companies to establish an independent remuneration 

committee to decide the matter and the model article of association, allowing directors to 

delegate any of the powers conferred on them under the articles to a committee.
27

 

When payment of remuneration is made upon valid authorisation, the court will not inquire 

into the details of the director’s remuneration awarded provided that the payments are 

genuinely director’s remuneration received as “consideration for work done or to be done.”
28

 

The court held that: 

Where payments were made to a director in pursuance of a company’s powers 

so to do, the competence to award such payments depended on whether they 

were genuinely director’s remuneration and not a disguised capital gift. The 

court would not inquire as to whether they were reasonable.
29

  

Therefore, the reasonableness test which is usually used by the courts is not applicable in 

cases related to remuneration. Hence, the court must be satisfied that the payment is real 

remuneration and not a sham transaction masking an improper return of capital.
30

 In times of 

financial difficulties, however, excessive remuneration payment may be relied on as evidence 

of unfitness in disqualification proceedings
31

 and paying more than companies can afford 

shows the inability of the board to fix affordable salaries.
32

 Excessive remuneration may also 

                                                 

23
 Kershaw (n 1) 494. 

24
 See section 6.2. 

25
 For private companies, see article 14; for public companies, see article 16. 

26
 Companies Act 2006, section 19. 

27
 The Public Companies Model Articles, article 5.  

28
 Currencies Direct Ltd v Ellis [2002] 2 BCLC 482. 

29
 Re Halt Garage (1964) Ltd [1982] 3 All ER 1016. 

30
 Hannigan (n 14) 150. 

31
 Re Grayan Building Services Ltd. (In Liquidation) [1995] Ch. 241. 

32
 French (n 16) 462. 



50 

 

be challenged by the liquidator
33

 or when it is set by the only director according to his or her 

own interests, as in this case, shareholders can apply to the court for relief from unfairly 

prejudicial conduct under section 994 of the Companies Act 2006.  

This was emphasised in Maidment v Attwood.
34

 In this case, the majority shareholder, who 

was the only director of the company, was found to have set excessive remuneration 

compared to the profitability of the company and its ability to pay such remuneration; 

accordingly, the remuneration was fixed by him in reference to his own personal interests
35

 

which is in contradiction to the director’s duty to act bona fide in the interest of the company. 

However, the judge, at first instance, held against the only minority shareholder on the 

ground that such remuneration was declared in the company’s accounts and since the 

minority shareholder did not examine such accounts the action did not constitute unfair 

prejudice. The Court of Appeal found, however, that the judge’s approach at first instance 

could be interpreted as meaning that there is a danger of minority shareholders losing their 

rights if they do not read the company’s filed accounts which is not consistent with the 

statutory provisions.
36

  

There are not as many cases challenging directors and executive remuneration in the UK as in 

the US. The reason is likely to be that remuneration in the UK is not as excessive as in the 

US. When directors decide on their remuneration through the board or a separate committee, 

they are bound by their duties, particularly the duties to exercise reasonable care, skill and 

diligence and to promote the success of the company. However, similarly, although different 

in approach to the well-established US business judgement rule
37

 the UK court affirmed that: 

                                                 

33
 Insolvency Act 1986, section 212. 

34
 [2013] BCC 98. 

35
 ibid. 

36
 C Gannon, “Excessive director’s remuneration could amount to unfairly prejudicial conduct” (2012) Available 

at: <http://www.gannons.co.uk/blog/excessive-director-remuneration-could-amount-to-unfairly-prejudicial-

conduct/> accessed 16 April 2013; Company Law Newsletter, “Case Comment: Excessive director’s 

remuneration was unfairly prejudicial although declared in accounts” (2012) 321 Company Law Newsletter 

7-8. 

37
 It should be noted that the Law Commissions refused to introduce a statutory business judgement rule similar 

to that in the USA as it was felt to be unnecessary in light of the approach taking by courts in dealing with 

management matters. For more information see: Law Commission and Scottish Law Commission, Company 

Directors: Regulating Conflicts of interest and Formulating a Statement of Duties, (Law COM No 261, 

1999) part 5. 



51 

 

It would be wrong for the court to substitute its opinion for that of the 

management, or indeed to question the correctness of the management’s 

decision, on such a question, if bona fide is arrived at.
38

  

3.3 The general approach to regulating remuneration practices 

Common Law has little, if any, solution to offer to the problem of making decisions on 

remuneration and the court will respect a decision made in good faith.
39

 However, potential 

shareholders may refrain from financing companies unless there are sufficient mechanisms to 

prevent the exploitation of the project and its resources for management interest. Therefore, 

the reform of remuneration practice in the UK has attempted to prevent managers from 

intervening in the setting of their remuneration in order to reach a remuneration level and 

structure at arm’s length, which reflects the market value of that manager. These regulations 

are embedded in the process of establishing remuneration, as the following diagram shows, 

and will be discussed next. 
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3.3.1 Before Structuring and negotiation 

The Splitting, Reducing, and Establishing approach is used in the UK to ensure that managers 

are not part of the decision-making process and that the process will be carried out by an 

independent committee that has shareholder interest in their mind. 

3.3.1.1 Splitting 

Splitting refers to the separation of the leadership of the board and the leadership of the 

company. The Cadbury Report noted a need to maintain a balance of power and a division of 

responsibilities at the head of a firm and, subsequently recommended the separation between 

the role of the chairperson and the role of the CEO to avoid granting any one person a 

Before 
structuring and 

negotiation: 

•Eliminating executive power over the board and the process of establishing 
remuneration by: 

•Splitting the role of the CEO from the role of the Chairperson. 

•Reducing the tenure period and mandating shareholder approval of payment for the 
loss of office. 

•Establishing an independent remuneration committee to decide executive 
remuneration. 

Guidelines for 
structuring and 

negotiation:  

• In three forms: 

•Hard law such as prohibiting tenure periods longer than two years without 
shareholder approval as well as those introduced by the Remuneration Code which 
gives instruction to financial institutions on prohibiting certain practices which 
induce excessive risk taking. 

•Soft law in the form of the principles contained in the UK Corporate Governance 
Code. 

•Guidelines from institutional shareholder representatives such as the Association of 
British Insurers. 

The final step 
after structuring 
and negotiation: 

•Extensive disclosure requirements to facilitate shareholder votes and influence 
outrage cost. 

•Mandating an advisory vote for shareholders to give owners greater power and 
influence over executive pay. 
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considerable concentration of power
40

 and to enable each of them to concentrate on their own 

affairs: the CEO running the firm and the chairperson running the board and ensuring its 

effectiveness.
41

 Accordingly, this recommendation has been in the Corporate Governance 

Code since then, aiming to improve board independence through a clear separation and 

structuring of the leadership of the board from the leadership of the company. Therefore, this 

separation was seen to contribute to the board’s effectiveness and independence, while in the 

USA this separation was not widely supported and instead a majority non-executive board 

was established as the norm to achieve independence and effectiveness for the board. In 

contrast, public companies in the UK usually have a unitary board, which like their US 

counterparts, is composed of executive and non-executive directors, among them the 

chairperson, the chief executive officer, and the senior independent director with an 

appropriate combination of executive and non-executive directors, which means in practice 

that the numbers should be similar; otherwise, the presence of the larger group will dominate 

the board.  

A particular emphasis has been given in the Corporate Governance Code to the independence 

of the non-executive directors.
42

 This recommendation has its origin in the Higgs Review, 

which recommended that half the board members, excluding the chairperson, should be 

independent non-executive directors.
43

 However, Sir David Walker criticised this and the 

criterion of independence on the grounds that independence can sometimes conflict with the 

financial experience that is required from the directors of banks and other financial 

institutions (e.g. former CEOs and non-executives who serve more than nine years), which 

might force them to increase the board size in order to maintain a balance.
44
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However, some scholars have argued against the separation on the grounds that the presence 

of two leaders can lead to conflict and “a dynamic enterprise needs just one leader”.
45

 In 

addition, the independence of a board is doubted, as it has been said that directors of public 

companies are chosen through “the old school tie” approach, which means that existing 

directors select new directors to make sure they are like-minded people; they are then 

routinely approved by shareholders.
46

 However, this kind of board “does not work and is 

even dangerous”.
47

 Others have asserted that even if non-executive directors were 

independent in their early days of taking a position on the board, this independence will not 

last.
48

 The lack of independence has also been attributed to conflicts of interest in the 

boardroom, as independent non-executive directors depend on senior executives to provide 

them with the information needed to make informed decisions. Senior executives might not 

provide them with the information or might not provide information of the quality required to 

make informed decisions, as senior executives want the board to be loyal to them and 

approve their proposals, particularly if they have private interests.
49

    

It was also argued that the emphasis on independent directors would not result in optimum 

performance,
50

 which has been confirmed by the financial crisis of 2007-09, as many 

financial institutions chose independent directors who had little relevant management 

experience to meet the independence criterion.
51

 

3.3.1.2 Reducing 

Reducing directors’ tenure period is sought to achieve easier termination for underperforming 

directors by the board without the fear of paying huge termination compensation. The 
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Cadbury Report recommended a change to the Companies Act 1985, in line with its 

recommendation that directors’ contracts were not to exceed three years
52

 without shareholder 

approval.
53

 This recommendation is intended to restrict director ability to award themselves 

long-term contracts containing provisions which make it difficult and expensive for firms to 

terminate under-performing directors.
54 

The Companies Act 2006 has, ultimately, reduced this 

period of a guaranteed term of appointment to two years without shareholder approval.
55

 

However, the UK Corporate Governance Code has gone even further by recommending that 

companies set the maximum guaranteed term or notice period to one year;
56

 and even if the 

board offers a longer period for new directors, this should be reduced to one year or less 

afterwards.
57

  As a result, the Listing Rules also require the board to provide the shareholders 

with: 

details of the unexpired term of any director’s service contract of a director 

proposed for election or re-election at the forthcoming annual general 

meeting, and, if any director proposed for election or re-election does not have 

a directors’ service contract, a statement to that effect.
58

  

Moreover, the UK Corporate Governance Code urges the remuneration committee to consider 

carefully the compensation commitments that directors will be entitled to in the case of early 

termination with a view to avoiding rewarding poor performance.
59

  

The reform in this area was successful in reducing director tenure and the level of 

compensation for early termination,
60

 as setting directors’ contracts at a one-year period has 

become standard practice among companies.
61

 The relationship between the reduction of 
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contract or notice period and short-term practices building up to the 2007-09 financial crisis 

is not totally clear. It appears that reducing the contract or notice period will put executives 

under pressure to improve the firm’s situation over a short period of time to secure their 

position. This will, in turn, lead them to focus on short-term strategy and results, and also 

allow them to cash in their variable remuneration on a short-term basis if they are asked to 

leave office. Thus, it was argued that management tenure should be lengthened and this 

should be subject to safeguards against incompetence.
62

 

However, it appears that this opinion was built on the assumption that directors would not be 

allowed to serve for a long time. The reform was intended to reduce the guaranteed term or 

notice period to allow the board and shareholders to terminate under-performing directors 

without paying a high level of compensation for the dismissal. In addition, lengthening 

executive contracts will bring practical difficulties with regard to what would amount to 

incompetence and fair dismissal and could increase the number of litigations, harming 

shareholder interests.  

This reduction of the length of contract was also expected to increase the level of 

remuneration (as directors would demand higher remuneration to protect themselves against 

small compensation in the case of early termination).
63

 It has been stated that in spite of the 

reduction in contract or notice period and the requirement of shareholder approval for 

termination payment, there are still examples of huge payments being made to outgoing 

directors
64

 as a result of the exemption provided under section 220 of the Companies Act 

2006, which includes payment in lieu of notice made as part of the director’s contract, 

damages paid for breach of contract and payments which arise pursuant to discretions in 

bonus or LTIP plans, which do not need the approval of shareholders.  

Therefore, the government consulted on how to introduce new regulation which would give 

shareholders a binding vote on any exit payment exceeding the equivalent of one year’s base 
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salary.
65

 However, statutory compensation for unfair dismissal, redundancy or discrimination 

claims, whether decided by an Employment Tribunal or agreed bona fide on termination 

between the company and director, were to be excluded from the proposed role.
66

 This 

proposal raised considerable concern among businesses because voting will be required in 

almost all cases which will restrict a company’s ability to differentiate between good and bad 

leavers. Moreover, it has the potential effect of raising base pay and discouraging the use of 

long-term incentives, resulting in a short-term focus pay setting.
67

  

Instead, the Australasian model for exit payments was supported, as this obliges companies to 

set out their policy for exit payments in the remuneration policy and seek shareholder 

approval, meaning that a shareholder vote is only needed if the company intends to make exit 

payments which are greater than company policy permits. Therefore, in a subsequent 

publication, the Department for Business, Innovation and Skills (BIS) clarified that it intends 

to include the company approach to exit payment as part of the new remuneration policy
68

 

which will have shareholder approval through the new binding vote.
69

 Once shareholders 

approve the policy, the company will be bound to make the exit payment in accordance with 

the policy and publish a statement explaining what the director receives, as well as detailing 

this in the implementation report.
70

 However, it is predicted that companies will try to adopt a 

broad exit payment policy to retain flexibility in setting the payment.
71
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3.3.1.3 Establishing 

3.3.1.3.1 The role of the committee 

An important tool for eliminating executive power over the remuneration process is the 

formal and transparent procedure for setting the remuneration package. This is usually 

interpreted as the establishment of a remuneration committee.
72

 As recommended by the 

Cadbury Report.
73 

Therefore, the board will normally establish a remuneration committee and 

delegate the setting of the remuneration for executives to that committee but the board will 

still be responsible for the remuneration of the non-executives and other senior managers and 

the general remuneration policy. However, the Greenbury Report came to the conclusion that 

a company’s broad policy for setting executive packages is the responsibility of the 

remuneration committee on behalf of the board and shareholders,
74 

whilst the Hampel Report 

asserted that remuneration policy or remuneration packages should be for the whole board to 

decide and the remuneration committee should only advise the board on this matter.
75  

This difference of opinion is highlighted in the fact that the UK Corporate Governance Code 

agrees with the Hampel Report,
76

 whereas the Walker Review agrees with the Greenbury 

Report. Indeed, the Walker Review has gone further, than the Greenbury Report, by 

recommending the extension of the terms of reference of the remuneration committee to 

include all “high-end” employees,
77

 to enable the remuneration committee to focus properly 

on the risk dimension relevant to performance conditions, as some highly-paid employees can 

have an influence on the direction and risk profile of a firm. 

According to the UK Corporate Governance Code, the remuneration committee’s main role is 

to provide formal and transparent procedures for developing policy on executive 
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remuneration and setting the remuneration packages for individual directors.
78

 Therefore, the 

Cadbury Report, upon noting the shareholders’ need for the remuneration of directors to be 

“fair and competitive”,
79

 recommended that this should be decided by a committee whose 

members had no interest in the outcome to enable them to keep shareholder interests in mind 

when deciding the remuneration of executives. 

Thus, a remuneration committee is formed by the board to consider the issue of executive 

remuneration in greater detail and to solve the conflict of interests that may arise when the 

board deals with the matter directly. It is also intended to prevent directors from designing 

their own remuneration by appointing independent non-executive directors to represent 

shareholders and align executive remuneration with company performance.  

The duties of a remuneration committee should be clearly set out in its terms of reference and 

should include the following: determining the remuneration policy of the firm, setting the 

targets for performance-based remuneration, determining the remuneration of individual 

directors, including the pension entitlement and termination payment, appointing an external 

remuneration consultant if needed, and making sure that the Directors Remuneration Report 

(DRR) is produced in accordance with the regulations.
80

 

The main objective which a remuneration committee should pursue is linking pay to 

individual and company performance from a long-term perspective. However, the recent 

financial crisis revealed many shortcomings in remuneration practices, particularly in banks, 

which attracted greater regulation and scrutiny by the regulators. This new regulation 

represents a new challenge to remuneration committees. For example, a remuneration 

committee needs to balance performance with sound risk management when deciding 

executive remuneration and considering long-term objectives and strategies. Striking the right 

balance between short-term reward, long-term reward and prudent risk-taking will be a 

challenging task. Although the UK Corporate Governance Code has provided remuneration 

committees with help and support,
81

 the Code does not suggest any long-term measures that 

could be used by firms. The Financial Conduct Authority (FCA) and the Prudential 
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Regulatory Authority (PRA) Remuneration Codes
82

 have provided remuneration committees 

with support and guidance in relation to adjusting remuneration policy with prudent risk-

taking. 

3.3.1.3.2 The composition of the committee 

The Cadbury Report was the first to recommend the establishment of remuneration 

committees consisting wholly or mainly of non-executive directors to decide the 

remuneration of executives.
 83

 The Greenbury Report
84

 and the Hampel Report
85

 endorsed 

and extended the Cadbury Report recommendation on the establishment of remuneration 

committees and required that all their members should be independent
 

non-executive 

directors who had no interest in the outcome of the committee and were free from any 

conflict of interests arising from cross-directorship or the running of the business. The 

remuneration committee should consist of at least three or, in the case of smaller companies, 

two, independent non-executive directors
86

 who have a sound knowledge of the company and 

have no personal interest in the outcome, to enable them to keep shareholder interests in mind 

when they are deciding on the remuneration of executives.
87

 A Chairperson who was 

considered independent on appointment to the Board of Directors can only be a member of 

the remuneration committee but cannot act as its chair.
88

  

Although the BIS asked for views on including an employee representative on the 

remuneration committee in 2011, it was not convinced that this was suitable for UK 

companies.
89

 This led to the publication of the Executive Pay and Remuneration Bill 2013-

2014 (on 6 September 2013) following its presentation in the House of Commons as a Private 

Members’ Bill. The Bill proposed that at least one place on the remuneration committee of a 
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public company should be reserved for a representative of the employees of the company. 

The company would have determined whether this individual would have had a vote on the 

committee. However, the Bill failed to complete its passage through Parliament before the 

end of the session and did not make any further progress.
90

  

3.3.1.3.2.1  The purpose of non-executive directors 

Non-executive directors are the cornerstone of modern corporate governance. Spira and 

Bender
91

 provided a brief review of the emergence and development of the role of non-

executive directors. They state, with reference to another paper co-authored by Spira in 

2002,
92

 that the earliest appointment of non-executive directors to corporate boards in the UK 

was in the late nineteenth century, to perform professional tasks and give expert advice in 

areas related to accountancy and law. It was also the custom to appoint family members of a 

company’s founders and people with useful connections and good reputations who could 

enhance the company’s business.
93

 Non-executive director posts could be used to dismiss an 

executive director.
94

 

However, the dispersed ownership and increased complexity of business, which make it 

difficult for individual shareholders to hold management to account, have contributed to the 

development of the need for non-executive directors to represent shareholder interests and 

influence the role of the board in monitoring executives and solving the agency problem. 

Non-executive directors are expected “to bring wider experience and a fresh perspective to 

the boardroom”.
95

 They can also counterbalance the board by not allowing the executive 
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directors to dominate the board and have unfettered power. In the US, non-executive directors 

can also be appointed to the board to represent certain individual stakeholder interests.
96

  

The non-executive director’s role in corporate governance has two main dimensions. The first 

dimension involves monitoring the firm’s performance, in the following areas: executive  

strategy implementation; legal and ethical performance; veracity and adequacy of the 

financial and other company information provided to investors and other stakeholders; taking 

responsibility for appointing, evaluating and where necessary, removing senior management; 

and succession planning for top management positions.
97

 The second dimension is their 

contribution to the overall leadership and development of the company,
98

 which involves 

providing advice and direction to the company’s management in the development and 

evaluation of its strategy and fulfilling their duties in relation to the board’s committees. 

 Therefore, prior to the financial crisis of 2007-09, assessing the independence of a non-

executive director had become an important element, if not the most important element, in 

assessing the suitability of non-executive directors. This was due to the recommendation by 

Cadbury that non-executive directors should be expected to bring “independent judgment” to 

the board.
99

 As has been noted, solving a conflict of interests between executives and 

shareholders when dealing with certain issues in the boardroom, such as those related to 

executive remuneration and audit, or supervising management, has highlighted the need for 

independent directors. Moreover, independent directors could bring a wider, fresher and more 

objective perspective into the boardroom and review matters from entirely different angles.
100

  

Therefore, after reviewing the position in other countries, e.g. the USA and France, the Higgs 

Review recommended that half of the members of a board, excluding the chairperson, should 

be independent non-executive directors.
101

 The Higgs Review noted the need for clear 
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guidelines to help boards when assessing the independence of their members, as the then 

Combined Code had offered little guidance on the assessment of the independence criterion 

and there was disagreement in the consultation responses.
102 

However, the final guidance is 

now in the Code with the ultimate responsibility lying with the board for determining the 

independence of the non-executive directors not only regarding character but also judgment 

and any relationships or circumstances likely to affect their independence.
103 

 

3.3.1.3.3 The operation of the committee 

The responsibilities of the remuneration committee and its non-executive members require 

them to have the necessary skills, experience, independence and knowledge to enable them to 

fulfil their duties. In addition, they need access to information about the company’s business 

which executives possess as they may only have been shown that information which 

guarantees executives their support by setting easy targets for variable remuneration. There 

are five main measures which have been recommended in order to make the role of non-

executive directors more effective. These are induction and training programmes; allocating 

sufficient time for non-executive directors to perform their role; the appointment of a senior 

independent director (SID); providing access to independent advice; and gaining the 

information needed to make informed judgements and evaluations. 

As Higgs noted, newly appointed non-executive directors need to build their knowledge of 

the firm to the point where they can use their skills and experience to benefit the 

organisation.
104

 Gaining knowledge of the business and the markets in which the business 

operates can be a challenging task
105

 but is very important for any director wishing to make 

informed decisions. Non-executive directors who were interviewed for the Higgs Review 

reported that “visiting company locations and attending company events, together with the 

informal contact with board and management that this brings, has significantly developed 

their knowledge of the business and its people”.
106

 Therefore, firms should structure an 

induction programme with two main objectives. The first is to offer new non-executive 
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directors sufficient knowledge to make well-informed decisions, the second is to allow them 

to build relationships with key players to gain the influence to carry out their role.
107

 

However, Higgs stated that a survey conducted by telephone showed that less than 25 per 

cent of non-executive directors received a formal briefing induction after appointment.
108

 

Although non-executive directors will be most likely to have the required skills, knowledge 

and experience, upon noting that two-thirds of non-executive directors and chairpersons had 

not received any training or development programmes. Higgs recommended training 

programmes aimed at extending and refreshing the skills and knowledge which non-

executive directors already possess,
109

 particularly in technical knowledge and risk 

management. The Walker Review recommended training and development programmes on 

the basis that a conflict had been noticed between independence and competence.
110

  

The other important issue is that non-executive directors should allocate sufficient time for 

performing their role. This time commitment should be decided by the chairperson and the 

nomination committee prior to appointment and clearly set out in the letter of appointment.
111

 

However, it is argued that most non-executive directors are executive directors in another 

company and, therefore, have a significant workload, which precludes them from devoting 

sufficient time to their post as a non-executive director.
112

 Moreover, being executives in 

other firms will, by itself, preclude them from being fully effective in their role, as they do 

not want the other executives to influence the role and scrutinise them closely; this can then 

become a mutual and tacit agreement between the executives.  

The UK Corporate Governance Code recommended a prohibition on executive directors 

taking more than one non-executive directorship in a FTSE-100 company to allow them to 

allocate sufficient time to each firm. The Walker Review recommended an increase in the 

time commitment which non-executive directors allocate for FTSE-100 listed banks and life 

                                                 

107
 Morris (n 80) 23. 

108
 Higgs Review (n 43) para 11.1. 

109 
ibid paras 11.6 & 11.7. 

110
 Walker Review (n 44) recommendation 1. 

111
 UK Corporate Governance Code (n 42) provisions B.3.1-B.3.2. 

112
 Kiarie (n 100) 20. 



65 

 

assurance companies, suggesting a minimum time commitment of between 30 and 36 days.
113 

However, in its policy statement, the FSA did not support this recommendation, arguing that 

the time required varies according to the needs of the firm and the candidate. The FSA also 

confirmed that it would assess a candidate’s existing commitments when examining the 

suitability of the candidate to conduct controlled functions.
114

  

Non-executive directors are supported by the SID and an independent consultant. The SID 

can support the role of the non-executive directors in cases where a close relationship 

between the chairperson and the CEO prevents non-executive directors from challenging and 

contributing effectively.
115

 Non-executive directors should also be provided with independent 

advice at the company’s expense if they need it to discharge their responsibilities.
116

 In the 

case of the remuneration of executive directors, the consultant should be appointed by the 

committee and should be identified in the annual report, together with any connection that he 

or she has with the company.
117

 Therefore, the UK approach to the consultant is more relaxed 

than that of the US, where the law wants a consideration of the independence of any 

consultant employed against certain criteria.
118

 The remuneration committee can obtain 

advice and support from senior executives in the company provided that care is taken to 

recognise and avoid conflicts of interest.
119

 

Non-executive directors need information to be able to make informed decisions. Therefore, 

as directors, non-executives have the right to receive timely and clear information.
120

 On the 

other hand, executive directors have an obligation to provide such information and clarify this 
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if needed.
121

 The company secretary, under the supervision of the chairperson, will be 

responsible for the flows of information between the board and its committees.
122

  

In order to strengthen the accountability of the board and the remuneration committee to 

shareholders, the Greenbury Report
123

 recommended the attendance of the Chairperson of the 

remuneration committee at the Annual General Meeting to answer shareholder questions 

regarding remuneration policy. In addition, the UK Corporate Governance Code recommends 

maintaining close contacts with principal shareholders, together with the new disclosure 

requirement to include a statement of the chairperson of the remuneration committee in the 

DRR.
124

  

3.3.1.3.4 Assessment of the reform on establishing 

It has been argued that the success of reform in this area is not supported by evidence, for 

many reasons.
125

 Non-executive directors cannot be expected to be independent of 

management while working with them and sharing responsibility for the company policy and 

cannot, therefore, fulfil their monitoring role effectively.
126

 For example, non-executive 

directors are described as “an alien policing influence detached from the rest of the board” 

when there is an overemphasis on the monitoring role, and an undermining of shareholder 

confidence in the effectiveness of board governance is predicted when non-executive 

directors are working closely with executive directors.
127 

 However, Higgs claimed that there 

should not be any conflict between the twin roles of non-executive directors, undermining 

their effectiveness, if mutual respect and a spirit of partnership are established within the 

unitary board.
128

 It appears that the UK Corporate Governance Code focuses more on the 

non-executive directors’ role of contributing to the strategy making of the firm as one of the 
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main principles, while their role of being the “watchdog” comes under supporting 

principles.
129

 

This lack of independence is reflected in the appointment process. The Corporate Governance 

Code also fails to solve the conflict of interests that may arise in the appointment of non-

executives. Although the independent nomination committee will lead the process of 

appointment to the board, executives have a strong influence on nominating directors as the 

ultimate decision on an appointment will be for the board and approved routinely by 

shareholders. Hence, new directors will feel loyal to the executives.
130

 A survey conducted for 

the Higgs Review on the appointment of non-executive directors found that about half of the 

non-executive directors surveyed were appointed to their role because of personal contacts or 

friendship.
131

 This can undermine the benefits that a non-executive director is expected to 

bring to the boardroom and to the economy in general by improving the performance of 

public companies. There is no doubt that locating a suitable non-executive director is a 

challenging and difficult job, as non-executive directors need to have the skills, experience, 

independence and knowledge needed for their posts. Most of those who have the required 

skills and knowledge are already working in an executive capacity. Moreover, the 

appointment and recruitment process can contribute to strong corporate governance and the 

success of non-executive directors can guarantee an effective board by contributing different 

skills and experience.
132

  

It is also argued that non-executive directors are drawn from the same narrow social and 

business backgrounds as the executives and, as a result, they are not expected to bring any 

new experience.
133

 Companies usually use executive search companies or direct advertising 

to locate a new non-executive director. However, while using executive search companies can 

be useful in forcing the existing directors to review the skills that need to be added to the 
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board,
134

 it narrows the pool of non-executive directors and, therefore, the perceptions which 

they are expected to bring with them because they are “drawn from the same social, 

educational, business and economic and background as the executives and might have been 

former executives”.
135

 A survey conducted by the High Pay Centre between December 15 

2011 and January 31 2012 found that 46 per cent of individuals sitting on remuneration 

committees were current or former lead executive and of the 366 non-executive directors who 

sit on the remuneration committees, only 37 were not from business or financial 

backgrounds.
136

 

The Tyson Report was published as part of policy reform in 2003, tasked with looking 

specifically at the issues related to the appointment of non-executive directors. It 

recommended enhancing board talent and effectiveness by broadening the pool of talent and 

diversity in the boardroom in terms of background, skills, experience, age, gender, ethnicity 

and nationality.
137

 It argued that this could be achieved by appointing academics, 

professionals, civil servants and charity representatives who could bring diverse experience 

and skills. Although these people may lack the required experience and knowledge, their 

valuable skills can be easily transferred by means of adequate support, training and 

information.
138

  

However, despite the recommendations of the Tyson Report in 2003, in 2009 the Treasury 

Committee at the House of Commons found that the pool from which non-executive directors 

in the banking sector were recruited was still far too small.
139

 Therefore, the Financial 

Reporting Council (FRC) made board diversity a new policy issue in the composition of a 

board. It is not only a concern for diversity in background and gender which is important to 

ensure that a board does not consist of like-minded individuals, but also the diversity of 
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personal attitudes, which include intellect, critical assessment and judgement, courage, 

openness, honesty and tact, as well as the ability to listen, forge relationships and develop 

trust.
140

 

Moreover, the issue of allowing the executive directors of one firm to serve as non-executive 

directors of another means that they have a strong interest in raising the average level of 

remuneration in the market, which would result in a rise in their own remuneration.
141

 The 

survey conducted by the High Pay Centre found that 33 per cent of FTSE-100 companies 

have a current lead executive on their remuneration committee. Moreover, nine per cent of 

FTSE-100 companies have a current lead executive from another FTSE-100 company on 

their remuneration committee.
142

  

Recently, the FRC consulted on the issue of executives being on the remuneration committee 

of other companies, as a response to a request made by the Government in June 2012, when 

the Secretary of State for Trade stated that when remuneration committee members are 

executives in another FTSE-350 company:  

There is a perceived conflict as these individuals have a personal interest in 

maintaining the status quo in pay setting culture and pay levels. I will ask the 

Financial Reporting Council to amend the UK Corporate Governance Code to 

put an end to the practice of serving executives sitting on the remuneration 

committees of other large companies.
143

  

The consultation presented statistics showing that in 2003, 45 per cent of the FTSE-100 

remuneration committees included executives of other companies. This figure declined to 23 

per cent in 2009 and then started to increase again, to 31 per cent, in 2012. The consultation 

presented the percentages of voting against the remuneration report in companies that have an 

executive on its committee and companies that do not. The figures show no clear correlation 

between votes against the remuneration reports of the FTSE-350 and the presence of 

executives on the remuneration committees.
144

 Thus, when the FRC released its proposal to 
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make changes to the UK corporate governance code, it maintained that it did not intend to 

take this proposal any further.
145

 

Another issue that can be said to undermine the success of the reform in this area is allowing 

the Chairperson to serve on the remuneration committee. This will have a negative impact on 

the procedure for setting executive remuneration, because even if the Chairperson was 

considered independent in the appointment, he or she will work closely with executives and 

this close relationship can affect the objectivity of establishing the remuneration by favouring 

the executives.
146

 Moreover, it is argued that non-executive directors not only lack the 

incentive to go against the executives, but also depend on executives for their appointment, 

remuneration, and acquiring information.
147

 

Finally, even if there is a truly independent director, such a director may lack the competence 

and the experience required for the post. Walker has criticised the overemphasis on the 

independence of directors, the argument being that experience can sometimes infringe on 

independence, particularly in the case of former executives who have served five years in the 

same firm.
 148

 It is thought that executives who have served five years will have a close 

association with the firm, preventing them from bringing sufficient objectivity to their role.
149

 

However, the complexity of setting a risk strategy and controlling risk, as well as the 

potential massive externalities involved in the failure of major financial institutions, shows 

there is a greater need for industry experience to be represented on the board of banks and 

other financial institutions than for non-financial businesses.
150

  

Evidence for this argument was presented in the Treasury Committee report. The Treasury 

Committee at the House of Commons doubted the ability of non-executive directors to act 

and check the performance of executives in the way specified in the UK Code.
151

 The 

Committee has reported that non-executive directors in general, including those in financial 
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services companies, banks, and in major UK-listed companies are ineffective because they 

lack the experience in the company’s business and have insufficient time in which to fulfil 

their scrutiny and oversight functions.
152

 Lord Stevenson, the former Chairman of HBOS, 

said there had been “a lot of talk about not enough bankers being on boards”, but he justified 

this by commenting that it was “very difficult to get non-executives with banking experience 

on boards”.
153

  

However, Lord Turner denied that there were people without the required expertise on the 

boards of leading UK banks, asserting that the problem lay with the time which non-

executive directors needed to devote to their tasks.
154

 Lord Myners refuted this argument by 

citing a job advertisement for Citibank, which was seeking non-executive directors without 

focusing on financial experience when recruiting for the post. He believed that this indicated 

that there was a problem in the competence of non-executive directors as they had failed to 

understand the risk and complexity involved in the financial instruments which caused the 

financial crisis.
155

 

3.3.2 Instructions and guidelines for structuring and negotiation 

The assistance which is provided to the remuneration committee comes in two forms: support 

and guidelines. Support to ensure the effective operation of the remuneration committee has 

been discussed
156

 and further assistance, consisting of instructions and guidance, is intended 

to help committees decide on the level and form of the remuneration. These come in the form 

of hard law, for example the Companies Act 2006 regulates exit payments and loans to 

directors; soft law, for example the Corporate Governance Code, as well as guidelines from 

institutional shareholder representatives such as the ABI and the National Association of 

Pension Funds (NAPF) designed to assist remuneration committees in reaching a fair 

decision for shareholders and executives. In this sub-section, the most important issues 
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arising from the Companies Act 2006, the Corporate Governance Code and the Listing Rules 

will be highlighted. Instructions to banks are discussed in the next chapter. 

The most notable instructions from the Companies Act 2006 are related to exit payment and 

loans. The former has already been discussed;
157

 loans to directors will be addressed here. 

Loans can be used to avoid the rules on the disposal of assets and to remunerate directors by 

providing them with a gift in the form of loans, particularly as the position of directors will 

enable them to affect such transactions to suit their own interests. Unlike the US approach, 

the UK has changed the law from a blanket prohibition, subject to minor exceptions, on 

company loans to the requirement of shareholder approval, subject to certain exceptions.
158

 

This change was a result of a recommendation from the Company Law Review.
159

 There is 

also a requirement for disclosure in the notes to the company’s accounts of the details of 

advances and credits granted by the company to its directors and of guarantees of any kind 

entered into by the company on behalf of its directors.
160

   

The UK Corporate Governance Code contains some guidance on structuring remuneration. It 

does not specify any set limit on the level of remuneration, providing flexibility to enable 

firms to attract, retain and motivate directors. However, at the same time, the Code 

discourages firms from paying more than is required for this purpose, as this would be 

incompatible with the fiduciary duties of directors. The Greenbury Report
161

 recommended 

that a remuneration committee should take account of a number of issues, such as 

remuneration at other comparable firms via surveys, and the firm’s own strategy for 

determining executive remuneration level.
 
However, the remuneration committee should be 

cautious when wishing to position the company relative to others, as this can contribute to a 

ratcheting up of the general level of remuneration.
162

 When determining remuneration 
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packages, the remuneration committee should be “sensitive to pay and employment 

conditions elsewhere in the group, particularly when determining annual salary increase.”
163

  

In relation to pension entitlements, due to their complexity and importance, the Greenbury 

Report recommended that a committee should seek professional advice.
164

 Moreover, the 

report recommended that bonuses and other long-term incentive plans should not be 

pensionable and the pension should be calculated based on salary. However, the report 

warned firms of the consequences of using final salary or average salary over a certain period 

to calculate pensions, as the manager concerned may increase his or her salary during the 

pensionable period in order to gain a higher pension, which, as a result, would be costly for 

the pension fund and the company.
165

 

The structure of remuneration, which is becoming increasingly complex, particularly in the 

largest companies in the UK,
166

 should be designed to link pay to performance. Therefore, it 

is recommended that incentive-based remuneration should form a significant part of an 

executive’s total remuneration, as the variable part of remuneration can be used to align the 

interests of directors and shareholders, and to incentivise directors to perform at the highest 

levels.
167 

In the wake of the financial crisis of 2007, it is recommended that financial firms 

should have a sufficient level of fixed pay to allow them to operate a flexible variable policy 

on remuneration, including reducing or cutting the variable components in any given year.
168

 

This recommendation has also been reflected in the new version of the UK Corporate 

Governance Code.
169

 Moreover, as a result of the short-termist practices in the run-up to the 

crisis, the UK Corporate Governance Code recommends that incentive-based remuneration 

should not only be relevant and stretching but should also be designed to promote the long-
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term success of the company. However, the Code did not introduce any performance metrics 

which could be used to assess long-term success.
170

  

All incentive plans should be subject to financial and non-financial metrics and their 

performance conditions should be relevant, flexible, designed to promote the long-term 

success of a company and compatible with risk policies and systems.
171

 For example, 

guaranteed bonuses should be stopped, share options should not be offered at a discount, and 

the granting of shares should not be vested or exercisable in less than three years and should 

be phased in over time to ensure that executives are kept motivated and are not receiving a 

reward for doing nothing. Moreover, to ensure that directors promote the long-term success 

of their firm, a significant part of the short-term remuneration should be paid in shares and 

held for a designated period. To protect shareholder interests, any remuneration that has been 

granted to directors should be subject to provisions which allow the firm to reclaim it if the 

grant was a result of misstatement or misconduct. This provision on clawback, as it is known, 

was first inserted in the UK Corporate Governance Code in 2010. Unlike the US, where 

clawback is a matter of law,
172

 the UK approach is to encourage companies to use it as part of 

the requirements of the Code.  

The FRC consulted on several issues related to the terminology used by the code and whether 

this should be similar to those used in the Large and Medium-sized Companies and Groups 

(Accounts and Reports) 2013. This is also related to whether it should specify situations 

under which payments could be recovered and/or withheld, and the legal considerations that 

may restrict the ability of the firms to do so.
173

 Therefore, in the new version of the Code the 

FRC has added that: 

Schemes should include provisions that would enable the company to recover 

sums paid or withhold the payment of any sum, and specify the circumstances 

in which it would be appropriate to do so.
174
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3.3.3 The final steps after structuring and negotiation 

The final steps for establishing executive remuneration involve shareholder engagement and 

the disclosure of the remuneration practices to shareholders and the markets to facilitate 

shareholder voting and media coverage. 

3.3.3.1 Disclosure 

Disclosure is always seen as the cost of having the benefit of limited liability, which separates 

the wealth of shareholders from that of the company, so that creditors cannot sue shareholders 

directly. Transparency and the disclosure of remuneration can play an important role in 

ensuring the accountability of directors to shareholders as well as alleviating public concerns 

about remuneration practices.
175

 This can also play an important role in gearing the focus and 

affecting the structure of remuneration in terms of it being more performance linked and 

preventing directors awarding themselves a large non-performance linked payment.
176 

Disclosure can be a useful tool in reducing the cost of informing shareholders and the market 

about the firm’s remuneration policy and practices in establishing whether a policy is 

designed to attract and motivate executives or if it is non-performance linked. Disclosure will 

also facilitate shareholder action and media coverage of pay in general and excessive pay in 

particular, to enable the “outrage cost” mentioned by Bebchuk and Fried to control 

remuneration.
177

  

However, it is argued that disclosure can also have a negative impact on increasing the level 

of remuneration, as each company benchmarks the others in setting a competitive 

remuneration policy which attracts, retains and motivates executives, with the focus on being 

in the upper quartile range.
178 

This negative impact has been shown by the continuing 

increases in executive pay, despite the measures that have been taken. 
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The Cadbury Report recommended disclosure of director remuneration as best practice.
 179

 

However, the then Labour Government did “not believe that the best practice framework 

[was] successful in achieving adequate levels of compliance”.
180

 Therefore, in 2002, the 

Directors’ Remuneration Report Regulations 2002, which is a statutory instrument, was 

enacted and sections were inserted into the Companies Act 1985 requiring the directors of 

quoted companies to prepare a DRR each financial year containing certain information 

specified in an accompanying Schedule, and to submit this DRR for an advisory vote of the 

shareholders.
181

  

As a result of this regulation, the disclosure rules have been removed from the Combined 

Codes since the 2003 version, but not from the Listing Rules. Subsequently, these sections 

have become part of the Companies Act 2006.
182

 These sections require any (quoted) 

company which is listed in the UK, included in the official list as a Member of the European 

Economic Area, or has been admitted to dealing on the New York Stock Exchange or 

NASDAQ, to produce a DRR and present it to the shareholders for voting. This report must 

be approved by the board of directors and signed on behalf of the board by a director or the 

secretary of the company. Therefore, companies must comply with these sections as failure to 

do so is a criminal offence.
183

 The Companies Act 2006 also broadens the definition of 

quoted companies to remove any incentive for British companies to list their securities in 

other countries and escape the new regulation.
184

 The Secretary of State for Business has the 

power to change the definition of quoted companies by limiting or extending its 

application
185

 and may wish to extend the application to prevent British companies listing 

their securities on other official lists not mentioned in section 385 in order to escape the 
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burdens of the regulation.
186

 Alternatively the application may be limited if the host state 

regulation is stricter than that of the UK. 

The Companies Act 2006 gives the Secretary of State the powers to draw up regulations 

regarding the information that must be included in the DRR, its layout, and which 

information in the report needs to be audited and which does not. On February 19 2008, the 

Secretary of State signed the Large and Medium-sized Companies and Groups (Accounts and 

Reports) Regulations 2008 which amended the 2002 regulations by inserting a new paragraph 

4.
187

 However, these regulations were replaced in 2013
188

 following an announcement in 

January 2012 by the Secretary of State for Business concerning failings in the corporate 

governance framework for executive remuneration.
189

 The Enterprise and Regulatory 

Reforms Act 2013 requires a separation and elaboration of the part containing information 

about the company’s forward-looking remuneration policy as well as approval of that part by 

shareholders at least every three years.
190

 If payment of remuneration did not conform to the 

approved remuneration policy or had not been approved by resolution of the company’s 

members, any directors who had authorised the payment would be jointly and severally liable 

for any losses suffered by the company.
191

 

The 2013 Regulation requires the DRR of quoted companies to consist of three parts, from 

October 1 2013. Part one is a statement made by the chairperson of the remuneration 

committee; part two is the company remuneration policy and part three is information on how 

the remuneration policy has been implemented during the financial year, including actual 

payments made. 
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The annual statement of the chairperson must summarise the major decisions on director 

remuneration, any substantial changes to director remuneration made during the year, the 

context in which those changes occurred and any decisions that have been taken.
192

 

The regulation also sets the minimum requirements concerning the contents of the 

remuneration policy. This includes a table presenting and explaining key elements of pay 

with supporting information on how each element supports the achievement of the company’s 

strategy, the potential value and performance metrics. It must contain information on the 

company’s approach to recruitment remuneration and loss of office remuneration, service 

contracts, and remuneration scenarios dependent on company and individual performance. It 

must also contain statements regarding how the company’s pay and employment conditions 

were taken into account when setting the policy for director remuneration as well as whether 

or not any shareholder views were expressed and if these were taken into account. 

The third part must contain the annual implementation report, which is equivalent to past 

annual reporting requirements for director remuneration and is sub-divided into two sections. 

One is subject to audit and includes the new single figure of total remuneration for each 

director. The BIS has requested that the Financial Reporting Lab conduct a short-term project 

to obtain the views of the investment community on how the single figure should be 

calculated and presented to assist the BIS in developing the disclosure requirements.
193

 The 

BIS aim to have a single figure that is both comprehensive, covering all types of reward and 

reflecting actual payment earned rather than potential pay awarded, and consistent across 

companies to facilitate comparison.
194

 This single figure must be in the form of a table shown 

in the regulation which is divided into seven columns. These columns are headed as follows: 

salary and fees, all taxable benefits, annual bonuses, LTIP, pension, and total. The 

implementation report must contain information about the total pension entitlement, scheme 

interests awarded during the financial year, payment to past directors, payment for loss of 

office, statement of directors’ shareholding and share interest.  
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The second part of the implementation report which is not subject to audit, must contain 

information on performance, graphs and tables, the percentage change in the CEO 

remuneration, relative importance of spend on pay, statement on implementation of the 

remuneration policy in the following year, consideration by directors of matters relating to 

pay, and a statement of voting at the last general meeting. 

By introducing the new regulation and the single figure, the BIS has responded to past 

criticism that despite the extensive information which must be disclosed, there was little 

information regarding how this data was to be presented, which could prove confusing and 

time-consuming
195

 for shareholders if a company provides extensive or very technical 

information.
196

  

The Listing Rules previously required all listed companies incorporated in the UK to attach a 

statement containing certain information about director remuneration to their annual financial 

report to shareholders. Calder believes that there should only be one DRR containing all the 

information which meets the requirements of both the Listing Rules and the Companies Act 

2006.
197

 The FCA has finally realised this, as the BIS indicated this issue during the 

consultation phase of the new disclosure requirements.
198

 In December, the changes were 

finalised and the FCA kept only the requirement that listed companies need to provide 

information about unexpired terms of service contracts of any director proposed for 

election/re-election at the general meeting.
199

 The FCA has kept the Listing Rules which 

require shareholder approval of any long-term plan
200

 as it believes that there is not much 

overlap between the two sets of rules as the FCA rules are wider than the BIS regulation.
201
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3.3.3.2 Shareholder engagement and vote 

The reason for allowing shareholders to vote is to give the owners greater power and 

influence over executive pay. The so-called “say on pay” can also be useful in ensuring that 

executives are not setting their own pay and rewarding themselves an excessive payment 

level which is not connected to performance and, if they did so, the shareholders could vote 

against this.
202

 Therefore, shareholder votes can be a useful tool in obliging companies to 

liaise with shareholders before setting remuneration, hence eliminating excessive levels of 

remuneration and ensuring this is aligned with shareholder interests. However, it is not clear 

whether this vote would make any real difference.  

3.3.3.2.1  Engagement 

Public listed companies can help people with low and middle incomes to invest, as well as 

giving them protection against bankruptcy through limited liability if the company goes into 

liquidation. The total return on equity in public listed companies should be higher than that of 

saving accounts and bonds. Moreover, they are easier to understand compared with other 

financial instruments such as derivatives. These companies and the capital markets can play a 

major role in distributing wealth in society. On the one hand, they allow many people who 

would not otherwise be able to set up a business to participate in large-scale projects in order 

to gain profit on the capital they have employed. On the other hand, they provide the funds 

and liquidity needed by the founders of the company to set up a firm which, as a 

consequence, provides thousands of jobs for people in the community.  

Many people become shareholders in companies in the hope of obtaining a fair return. 

However, the behaviour of individual investors has shifted over the past 50 years, from 

investing in shares, to receiving dividend payments, to expecting large capital gains.
203

 

Therefore, if the return is not fair and/or not high enough, people will prefer to invest in 

savings accounts which are very low risk.  

Governments and financial regulators scrutinise the markets and listed firms to ensure that 

they comply with the regulations and best practice, so that investors can have confidence in 
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the markets. However, a recent trend in the UK shows an increase in the number of 

institutional shareholders and a decrease in the number of ordinary shareholders which, as a 

result, has pushed policymakers to give a greater role for them to play in solving the agency 

problem and improving company performance.  

There are many factors which have contributed to placing institutional shareholders in a 

better position to monitor the executive directors of a company. The first is that institutional 

shareholders have an advantage over individual shareholders in having the ability to 

understand the information which the markets disclose to them, as well as having greater 

knowledge and experience. The second is that institutional shareholders can easily monitor 

their investee company as they can cooperate with each other due to their geographical 

situation in the City of London and their trade associations, such as the ABI and the NAPF.
204

 

The third reason is cost, as institutional shareholders can monitor companies for less cost than 

individual shareholders. Another important reason is that the number of institutional 

shareholders has increased over the past 30 years in the UK whilst the number of individual 

shareholders has decreased. In 1963, individual shareholders in the UK represented 54 per 

cent of all shares.
205

 However, since then the number has been decreasing, as the Hampel 

Report noted in 1998: 

Sixty per cent of shares in listed UK companies are held by UK institutions – 

pension funds, insurance companies, unit and investment trusts. Of the 

remaining 40 per cent about half are owned by individuals and half by 

overseas owners, mainly institutions. It is clear from this that a discussion of 

the role of shareholders in corporate governance will mainly concern the 

institutions, particularly UK institutions.
206  

This increase in and concentration of share ownership was seen as a solution to the agency 

problem, as institutional investors could display a more proactive and effective governance 

role.
207 

Moreover, this increase was seen as a potential way to reunite ownership and control 
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and a new era of board accountability.
208

 For example, Conrad stated that “the holdings of 

these institutions are now so large that a manageable number of funds could feasibly join 

hands to supervise managers in a new system of control”.
209  

However, this optimism was short-lived. In the early 1990s, a study by the ABI and NAPF 

showed that the level of voting among institutional investors was very low, around 20 per 

cent.
210

 The main solution suggested to tackle this problem was the publication of voluntary 

codes and guidelines of best practice, starting with Cadbury until the most recent UK 

Stewardship Code in July 2011. Noting the increase in institutional shareholders and the 

common interests between individual and institutional shareholders, the Cadbury Report 

presented three principles in response to an earlier report by the Institutional Shareholders’ 

Committee (ISC) on the responsibilities of institutional shareholders.
211

 Section E of the first 

Combined Code in 1998 contained three similar principles. However, despite the fact that the 

Myners Report in 2001 provided a detailed analysis of how to improve institutional 

shareholder engagement with their investee firms, the updated versions of the Codes, in 2003, 

2006 and 2008, did not contain any change to the three principles presented in the original 

Code of 1998. 

However, the financial crisis of 2007-09 revealed a number of problems with regard to the 

engagement of institutional shareholders with their investee company. After meeting with 

some of the institutional shareholder representatives, the Treasury Committee of the House of 

Commons identified four reasons for the ineffectiveness of institutional shareholders. Firstly, 

they needed more power and tools, such as the ability to subject all directors to yearly re-

election. Secondly, some institutional shareholders and their representatives lacked the 

resources, interests and capacity to engage effectively with their investee company. Thirdly, 

institutional shareholders were not obliged to disclose their voting rights to the public. 

Fourthly, institutional shareholders were facing information barriers compared with what was 
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available to the regulators and non-executive directors. This final point was explained to the 

Committee by Peter Chambers, who maintained:  

Of all outside people the regulators have the first line of sight in seeing what 

goes on in the banks. They have information that is not accessible by the rest 

of us as investors in the public domain. The other group of people who have 

line of sight are the banks themselves and their executive directors and above 

that the non-executive directors. One would have to conclude that the non-

executive directors were not effective in controlling the activities of the 

executive directors; otherwise, we would not be where we are now.
212

 

Roach
213

 has identified a number of barriers which can be said to prevent or minimise 

institutional shareholder activism. The first is the cost of coalition formation, as some 

institutional shareholders may refuse to share the costs of an action, as happened in the 

removal of the board of Tace plc in 1991, which can affect shareholder activism. The second 

barrier is that the cost of information relating to corporate governance can be high, which 

may prevent small shareholders from acquiring information as they do not want to incur such 

costs if they are not able to make any changes. The third barrier is the conflict of interests, 

particularly in the case of pension fund managers who are usually affiliated with merchant 

banks. A conflict of interests can arise when a merchant bank represents a company in the 

fund manager’s portfolio. Moreover, fund managers are always seeking new corporate 

business and a reputation as a trouble maker can threaten their future career. The fourth 

barrier is the fear of losing “soft information”. A good relationship between management and 

institutional shareholders will result in executive directors passing on what is called “soft 

information”, which is not available to the market, and any trouble in this relationship means 

that the institutions will be at risk of losing such information and subsequently any abnormal 

profit they are making.
214

  

Having considered the factors which place institutional shareholders in a better position in 

monitoring and engaging with their investee companies and the potential barriers which may 

minimise the effectiveness of such engagement and monitoring, it is important to analyse the 

options which are available to institutional shareholders in controlling remuneration 
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practices. These two options are the same as the general options available to all shareholders, 

identified by Hirschman as: exit or voice.
215

 In the former case, institutional shareholders 

may prefer to exit from a firm when they are not happy with their investee company’s 

management. This choice might be preferable, as engagement can lead to lengthy discussions 

and procedures which will affect the share price if such dissatisfaction leaks to the market. 

For example, in 1991 the institutional shareholders succeeded in removing the CEO of Brown 

& Jackson, which was seen as a victory for them; the action took over a year and the 

company’s share price declined.
216

 Therefore, each institutional shareholder may be involved 

in a “race to exit” before the others. 

However, some argue that considering their large holdings, they are more likely to try to 

engage in company affairs, and therefore should have the necessary tools for this 

engagement, such as dialogue with the company, voting, and bringing resolutions. The 

Cadbury Report stressed the importance of regular contact between institutional shareholders 

and senior executives, a recommendation which was welcomed and endorsed by the Hampel 

Report. All subsequent reports and codes have also endorsed this recommendation. Section E 

of the Combined Code, 1998, 2003, 2006 and 2008, contained recommendations concerning 

the engagement of institutional shareholders with their investee company. The Institutional 

Shareholders’ Code of Activism provides that institutional shareholders have a responsibility 

to discharge to their client by intervening objectively in investee companies when 

necessary.
217

 The Walker Review was of the opinion that the Combined Code principle and 

the ISC Code on the responsibilities of institutional investors provided a sound foundation for 

the engagement policy.
218

 The review recommended that “[t]he Code on the Responsibilities 

of Institutional Investors, prepared by the Institutional Shareholders’ Committee, should be 

ratified by the FRC and become the Stewardship Code”.
219
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In January 2010, the FRC, in response to the Walker Review, published a consultation 

document on a stewardship code for institutional investors. As a result, section E was 

removed from the UK Corporate Governance Code and in July 2010 the FRC published the 

UK Stewardship Code. The Stewardship Code has seven principles and is applied on a 

“comply or explain” basis. The Code aims to enhance the quality of engagement between 

institutional shareholders and companies to help improve long-term success and comply with 

corporate governance codes. However, analysing the Code principles is outside the scope of 

this thesis,
220

 which will now turn to considering the tools of engagement.   

3.3.3.2.1.1 Dialogue 

This is the first tool which institutional shareholders may use in their engagement with their 

investee company. However, companies will not hold one-to-one meetings with individual 

shareholders. One-to-one meetings between institutional shareholders and the company’s 

senior management focus on issues relating to the firm’s strategy and how it is planning to 

achieve its objectives.
221

 Any disputes will be kept behind the scenes, as everyone will lose if 

a dispute becomes public. Institutional shareholders may choose to sell their shares quietly 

when they fail to change the policy of their investee company, rather than using the voting 

power or the power to bring their own resolution. Dialogue with an investee company can 

trigger insider trading problems when institutional shareholders act in accordance with the 

information they receive. 

3.3.3.2.1.2 Shareholder resolutions 

This is one of the main tools for shareholders. Shareholder resolutions are widely used in the 

USA, with some 800-900 proposals or resolutions each year.
222

 The UK Companies Act 

allows shareholders to bring their own resolutions when they are requested by i) members 

who have five per cent of the voting power of the company or ii) 100 or more shareholders 

who have the right to vote and the value of the share of each one is not less than £100.
223

 

Mallin reports that the practical difficulties of complying with this section of the Companies 
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Act are the reason for the low number of shareholder resolutions in the UK, which do not 

usually exceed 10 each year.
 224

 She also expected the number to increase due to shareholder 

dissatisfaction with executive remuneration. 

3.3.3.2.1.3 Re-election  

Regardless of a director’s term of appointment, shareholders can remove a director of public 

companies in the UK from office at any time by ordinary resolution before the term 

expires.
225

 To facilitate the exercising of this right the UK Corporate Governance Code 

recommends that all FTSE-350 directors be subject to election by shareholders.  

3.3.3.2.1.4 Other useful tools 

Mallin
226

 mentions two other useful tools which can be used by institutional shareholders to 

discipline underperforming listed companies.
227

 The first is the “focus list”, whereby 

institutional shareholders target underperforming companies, companies which did not 

respond to institutional shareholders appropriately or did not take their views into account, 

and include them on a list. As a result, institutional shareholders might target the company 

and change its board members. The second tool is the “corporate governance rating system”, 

in which the corporate governance standards of listed companies are assessed against several 

factors of good corporate governance practice. Companies with good corporate governance 

will be more attractive to investors and will more easily raise capital if needed. 

3.3.3.2.1.5 Assessment of Engagement 

This section considers the aims and objectives of shareholder engagement and activism and 

the extent to which this improves their investee company’s performance. Typically, 

shareholders become engaged and get involved in activism because they wish to make sure 

that their investment is growing and that their investee company’s management is doing its 

job properly. With relation to their engagement in remuneration policy, there has been some 

debate about whether they can be expected to take the interests of other stakeholders such as 
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the depositors of the bank and society into account when they assess the firm’s remuneration 

policy and the extent to which they really care about long-term success. It could be argued 

that there another conflict of interests between the interests of the executives of the 

institutional shareholders and their own shareholders.  

Shareholders in general and institutional shareholders in particular, are concerned with the 

link between pay and performance and are likely to focus more on the level of remuneration 

rather than its structure as shareholders are more likely to vote against the DRR when 

remuneration is regarded as excessive. This is not to suggest that shareholder activism has no 

role to play as a tool of corporate governance, but it is not expected to control the excessive 

risk-taking of financial institutions. The financial crisis of 2007-09 supports this conclusion. 

Some scholars argue for aligning the financial interests of shareholders with those of society 

from the start and leaving shareholders to design individual contracts with the right 

incentives.
228

 However, it is not clear to me how this would be achieved, as no practical 

means of doing this have yet been suggested. 

3.3.3.2.2 Voting 

3.3.3.2.2.1 Voting in general 

This is the second and most important tool for shareholder control of their company. The 

voting system in listed companies has evolved from being “one person, one vote” to “one 

share, one vote”.
229

 Thus, when shareholders vote on a resolution at the Annual General 

Meeting (AGM), the rule of the majority will be applied, giving the shareholders who own 

the majority of shares control over the company. Moreover, shareholders are not obliged to 

vote or exercise their voting right in any particular way. As Lord Lowry has observed, “the 

shareholder may lock away his paid up shares and go to sleep”.
230

 For the institutional 

shareholders, the situation of voting might be different, as the issue can be said to form part 
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of their accountability to their clients, which is not required in law but has become accepted 

in practice.
231

  

The argument for mandatory voting is to oblige shareholders, particularly institutional 

shareholders, to monitor their investee company. They have previously been accused of being 

“absentee landlords who are happy to collect ‘rent’ in the form of dividends but who do not 

seek to monitor management with the result that sub-optimal managerial performance goes 

unchecked”.
232

 However some are against this, believing that the mandatory vote might 

become an exercise in “box ticking”. Therefore, the UK has chosen to make voting a 

requirement for institutional shareholders as part of its corporate governance under the 

approach of “comply or explain”, and now comes under principle six of the Stewardship 

Code. The Myners Report found that in 1999 the voting levels by institutional shareholders 

had risen to 50 per cent, compared with 20 per cent in 1990.
233

  

There have been efforts to facilitate voting and increase its levels. The NAPF Report in 1999 

identified some impediments to voting, the most notable being the problem of outdated 

paper-based voting systems, which led to the recommendation to facilitate an electronic 

voting system, which was introduced in 2003. Another issue was the communication problem 

between pension fund managers, fund managers, custodians, registrars, and companies. The 

Shareholder Voting Working Group issued a number of reports, stating in its fourth report in 

2007 that the voting level had risen from 50 to 60 per cent.  

3.3.3.2.2.2 Voting on the Remuneration Report 

The Greenbury Report and the Hampel Report recommended that shareholder approval 

should be required for any long-term incentive plans; however, this can be seen as a clear 

encouragement of short-termism as boards may avoid designing long-term remuneration 

plans which reward long-term performance in order to avoid shareholder voting and focus on 

short-term incentive plans which might not be in shareholder interests. However, the reports 

failed to find a workable way for shareholders to vote on a remuneration report as a whole, 
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and delegated this to the board to decide whether the board wished to have shareholder 

approval of the remuneration report. This was due to the belief that recommending the 

establishment of a remuneration committee comprising non-executive directors as the indirect 

voice of shareholders could have positive effects on remuneration practices, as well as 

allowing the shareholders to put forward their own resolution if they were not happy with the 

remuneration report. 

The most important development in this regard is the Directors’ Remuneration Report 

Regulations 2002, which require quoted companies to prepare an annual DRR and allow 

shareholders to vote on it as a whole, but not on each director’s remuneration. This 

requirement now comes under sections 439 and 439A of the Companies Act 2006.  

However, when it was introduced in 2002, this vote was classed as mandatory but not 

binding. It was an advisory vote because remuneration matters are extremely complicated and 

even remuneration committees sometimes need to employ professional remuneration 

consultants.
234

 Thus, a company was not obliged to take any notice of the outcome, as “[n]o 

entitlement of a person to remuneration is made conditional on the resolution being passed by 

reason only of the provision made by this section.”
235

 

The vote currently applies to the two main parts of the DRR; a binding vote on the future 

remuneration policy and an advisory vote on the implementation report. The binding vote 

must be taken at least once every three years unless the company wishes to change its 

policy.
236

 Once the remuneration policy has been approved, the company will only be 

allowed to make payment which conforms to the policy unless separate shareholder approval 

is obtained.
237

 The advisory vote will remain as it was for the implementation report. 
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3.3.3.2.2.3 Assessment of the Voting on the Remuneration Report 

The introduction of the advisory vote in 2002 aimed to make executive pay arrangements 

subject to the direct approval of the shareholder vote.
238

 It was rejected by some institutional 

shareholders as they saw it as a way of sharing accountability and responsibility with 

directors for the pay level, which should be the responsibility of the board.
239

 Moreover, it 

has been argued that institutional shareholders receive abnormal returns as they have access 

to what is called “soft” information, which is unknown to the market, and, due to the 

importance of this knowledge, institutional shareholders will not take the risk of losing the 

advantage of having such information as a result of voting against a directors’ remuneration 

report.
240

 

Although the advisory vote will not bring any change to a company’s remuneration report 

from the legal point of view, it may do so in practice. Davies and Hannigan believe that the 

vote is a good opportunity for shareholders to express their views on directors’ remuneration, 

which they would not be able to do without section 439.
241

 They state that companies which 

have faced a negative vote have reconsidered their remuneration report and entered into 

discussion with their shareholders, particularly institutional shareholders, to amend the 

remuneration report and obtain shareholder support and agreement.
242

 Carter and Zamora 

found evidence that shareholders usually vote against a remuneration report when the salary 

is high; the payment of bonuses is not then sensitive to performance and to greater potential 

dilution from stock-based pay. They also found evidence that a board responded to a negative 

vote by controlling a salary increase and the dilution of stock options, as well as 

strengthening the link between pay and performance.
243

 

However, companies must now have a separate section on the report stating their policy on 

future remuneration and since shareholder representatives in the UK such as the ABI and 
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NAPF are well organised and able to produce guidelines on executive remuneration, this will 

lead to general consensus on the policy. This binding vote on the future remuneration policy 

is believed to strengthen communication and engagement between companies and their 

shareholders over the long term.
244

 Furthermore, if a remuneration committee ignores 

shareholder views, the report will be voted against and the company will have to change its 

policy, as happened to GlaxoSmithKline in 2003.
245

 Therefore, remuneration committees are 

now spending more time with investors to explain their remuneration policies and their 

relationship with business strategies.
246

 

A sensible company will do its best to satisfy its shareholders in relation to the remuneration 

report, as, even if a shareholder vote on the implementation report does not affect the 

remuneration report, shareholders can vote negatively on other issues, particularly if they 

have brought their own resolution in accordance with section 338 or on the re-election of 

directors. Finally, the FRC consulted on a requirement for companies to report to the market 

in circumstances where a company fails to obtain at least a substantial majority in support of 

a resolution on remuneration in addition to what is in the regulations. This is suggested to be 

in excess of 20 per cent voting against the report, following the guidance of the GC100 and 

Investor Working Group.
247

 This now forms part of the UK Corporate Governance Code: 

When, in the opinion of the board, a significant proportion of votes have been 

cast against a resolution at any general meeting, the company should explain 

when announcing the results of voting what actions it intends to take to 

understand the reasons behind the vote result.
248

 

However, a study published in 2010 found that the average level of dissent was very small, 

averaging between six and nine per cent of the votes cast since 2002.
249

 It remains to be seen 

if the binding vote on the remuneration policy will close doors to debate and discussion on 

remuneration payments. Companies will rely on the policy for payment and if institutional 

shareholders do not take care when casting their votes on the policy, even they find 
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themselves caught out by an extremely complex pay policy that they may not be able 

evaluate accurately, as happened with credit rating agencies when evaluating complex 

financial instruments in the financial crisis.   

3.4 Conclusion 

This chapter focused on the regulation of remuneration in the UK from corporate law and 

corporate governance perspectives. It argued that courts are ill-equipped to deal with 

problems in this area, as the test for declaring remuneration and other self-dealing 

transactions is insufficiently stringent, and interested directors can be involved in the decision 

making. The chapter then analysed how the UK approaches the conflict of interest arising 

from remuneration contracts, identifying the tools which are generally advocated, namely 

independence, disclosure to the market and shareholders, and shareholder votes.  

The reform of the regulations and codes regarding the establishment of remuneration stems 

from attempts to solve the agency problem between shareholders and executives by trying to 

control remuneration practices by imposing extensive disclosure requirements to facilitate 

shareholder say in the outcome. It is also directed at aligning diverse interests through the 

greater use of performance-based remuneration. The reform has been heavily influenced by 

managerial power theory, reflected in attempts to reduce and eliminate executive power over 

terms of remuneration. This entails reducing their power over the board by splitting the role 

of CEO and chairperson, reducing guaranteed tenure and delegating remuneration decision 

making to an independent committee who are given support and guidance to assist them to 

reach fair and competitive decisions in relation to remuneration policy. As specified in the 

regulations, remuneration committees must also prepare a detailed remuneration report and 

present this to shareholders who make their opinions known via binding or advisory votes. 
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Chapter 4 Laws and Regulations Related to Remuneration 

Practices in the UK: Part Two: Incentive-Based Remuneration 

in the Banking Sector 

4.1 Introduction 

In the UK reform measures started with the FSA issuing the “Dear CEO” letters in 2008, 

which was followed by the first Remuneration Code in February 2009. A consultation paper 

was produced in March 2009 with a Code intended for the largest and most significant 

financial institutions (26 in all). The Code was adopted in August 2009. The Turner Review
1
 

and the Walker Review
2
 were published with analyses and recommendations for fixing 

remuneration practices in the City of London. However, Turner urged the reforms to be in 

line with international development to preserve the position of the City of London as a major 

financial centre. The Financial Services Act 2010
3
 was passed in April with three sections 

concerning remuneration reform.  

In August 2010, and as a result of Capital Requirements Directive III (CRD III), the FSA 

revisited the Code to bring it into conformity with the requirements of the directive. The final 

rules were published in December 2010 and incorporated into the Handbook, Senior 

Management Arrangements Systems and Controls Sourcebook (SYSC 19A). In the same 

month, the FSA had also published the final rules on disclosure which were intended to 

implement the disclosure requirements regarding remuneration under CRD III.
4
 However, in 

April 2013, a new regulatory infrastructure system involving a triple peak model has formally 

replaced the FSA. The Financial Policy Committee (FPC), responsible for macro-prudential 
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regulation, and the PRA, responsible for micro-prudential regulation for systemically 

important firms, within the Bank of England. The FCA, responsible for conduct of business 

regulation for all firms and prudential regulation for other firms that are not in the scope of 

the PRA. The two regulators, PRA and FCA, have maintained the Remuneration Code which 

comes under SYSC 19A of both regulators. However, changes at EU level by the Alternative 

Investment Funds and the CRD IV along with the report of the Parliamentary Committee on 

Banking Standards (PCBS) have led to changes. This chapter will analyse these issues and 

the measures that the UK introduced to tackle the problem of the mis-alignment between 

reward and risk in the financial sector and implementing the international and EU regulations. 

The chapter then look at the future of incentive-based remuneration with the PRA and FCA. 

4.2 Various Reports examining Remuneration since the crisis 

4.2.1 Remuneration in the Turner Report 

In his review Lord Turner distinguished between the two problems concerning the 

remuneration of top executives and traders: the level and the structure of remuneration. Lord 

Turner has insisted that the long-term concern should be about the structure of remuneration,
5
 

which can create incentives for excessive and inappropriate risk-taking. He also noted that 

calculating profits on a mark-to-market basis during a rise of markets created illusory profits 

on which bonuses were decided, as well as incentives being created for traders and 

management to take more risk.
6
 He also stated that in the past neither regulators nor financial 

institutions focused on remuneration structure, which was wrong as remuneration structures 

have created inappropriate incentives for encouraging reckless behaviour and contributed to 

the financial crisis.  

However, Lord Turner was not sure of the extent to which the structure of remuneration had 

contributed to the 2007-09 crisis as he believed that excessive risk-taking, especially at 

management level, is linked more with broad behavioural and cultural factors than incentives 

inherent within remuneration contracts. He added that “dominant executive personalities have 
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a strong tendency to believe in their own strategies”.
7
 It could be said that he underestimated 

the role played by remuneration structure. This was also noted by the Treasury Committee at 

the House of Commons, which was very concerned by this underestimation and its 

consequences for the FSA in tackling inappropriate remuneration practices.
8
 Finally, Lord 

Turner highlighted the need for international alignment in regulating remuneration and 

mentioned the work which was being undertaken by the FSB to achieve such alignment.
9
 

4.2.2 The Treasury Committee Report on reforming corporate governance and 

pay in the City 

In contrast to the Turner Report, the Treasury Committee concluded that the structure of 

remuneration had played “a key role in causing the banking crisis”.
10

 The Committee 

highlighted bonus-driven remuneration structures as encouraging reckless and excessive risk-

taking, in addition to the fact that these were not aligned with the interests of shareholders 

and the long-term sustainability of the banks.
11

 The Committee asserted that cash bonuses 

calculated on the basis of short-term results and paid out immediately meant that individuals 

often paid little or no regard to the overall long-term consequences and future profitability of 

the transactions.
12

 The Committee agreed, with Lord Turner, that there should not be 

regulation limiting the level of remuneration but that there was a legitimate concern in the 

way the structure of remuneration might create incentives for excessive risk-taking, and it 

stated that strong measures were needed to ensure that “discredited practices of the past do 

not creep back”.
13
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4.2.3 Remuneration in the Walker Review 

Sir David Walker was appointed by the then Prime Minister, Gordon Brown, to undertake a 

review of corporate governance structures in UK banks and other financial institutions in the 

light of the financial crisis. A key focus of the review was the management of incentives in 

remuneration policy. Walker published his consultative review in July 2009, but international 

developments led by the FSB and the FSA Remuneration Code had overtaken many of the 

relevant recommendations in the review.
14

 However, Walker kept his recommendations on 

remuneration in the final report published on 26 November 2009, as he described them “as 

tough, or tougher, than anything to be found anywhere else in the world”.
15

 However, the 

review was not so tough as to suggest a cap on the level of remuneration.  

The recommendations regarding remuneration covered: the scope of remuneration 

committees, disclosure, measures for aligning remuneration with appropriate risk-taking, 

shareholder influence, and remuneration consultants. To empower the remuneration 

committee to oversee and control any inappropriate risk associated with remuneration policy, 

Walker recommended an extension to the remit of remuneration committees to include a 

firm-wide remuneration policy. Moreover, he recommended that remuneration committees 

oversee the remuneration of “high-end” employees and stated in the report that the 

remuneration committee should be satisfied with the way in which performance objectives 

and risk adjustments are reflected in the remuneration structure for high-end employees.
16

   

Enhancement of disclosure was not covered by the FSA in its first Remuneration Code 

because it did not fall under its policy objectives. Walker recommended that the power to 

request disclosure should be given to the Treasury
17

 and this was granted under the terms of 

the Financial Services Act 2010. Walker recommended that anonymous disclosure should be 

made by a number of high-end employees (whether board members or not) of FTSE 100-
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listed banks and comparable entities in three bands. The first band would range from £1 

million to £2.5 million, the second from £2.5 million to £5 million, and the third over £5 

million, with details of the main elements of the salary, cash bonus, deferred shares, 

performance-related long-term awards and pension contribution having to be disclosed. The 

review also recommended disclosure in the remuneration report of any enhanced benefits 

beyond those already disclosed in the DRR given to executives or high-end employees in any 

circumstances (upon termination, resignation, retirement, change of control, continued 

employment, etc.) and whether the remuneration committee had exercised its discretion 

during the year to enhance the benefits as a means of controlling the benefits. The reason 

behind this recommendation is that Walker was not persuaded that the then control of exit 

payments in the Companies Act 2006
18

 which required shareholder approval had secured 

satisfactory enforcement due to its details and complexity. The final point is that the Walker 

Review recommended disclosure of the sources advising the remuneration committee and 

whether this consultant had another advisory role with the firm. 

The Walker Review went further than the Remuneration Code in respect of the alignment 

between risk and remuneration structure. As with the Remuneration Code, Walker was of the 

view that the bonus pool should be adjusted to cover current and future risk and should be 

based on profit rather than revenue. This represents an ex-ante measure to control 

inappropriate risk-taking combined with Walker’s other recommendation that the 

remuneration committee should seek advice from the board’s risk committee on adjusting 

performance objectives to risk, and that in the case of a difference of opinion on appropriate 

risk adjustments, the final decision should be made by the Chairperson and the non-executive 

directors of the board. However, Walker recommended a tougher ex-post measure than that 

recommended by the FSA as guidance to Principle eight of the evidential provisions of the 

then Remuneration Code, believing that the deferral of incentive payments should provide the 

primary risk adjustment mechanism for aligning rewards with sustainable performance. 

However, this is not going to reduce the risk-taking as the risk takers will still be taking 

excessive risks in the hope they will receive their bonuses in a few years’ time and, if they 

lose these, it is not going to harm them as they will simply not get what they were hoping for. 
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The review was more prescriptive and intrusive than the then FSA Code in its rules of 

deferral as it recommended that at least half of the variable remuneration in the financial year 

should be in the form of a long-term incentive scheme with vesting, subject to a performance 

condition, with half of the award vesting after not less than three years and the rest after five 

years. Moreover, short-term bonuses should be phased over a three-year period with a 

maximum of a third paid in the first year. Walker also recommended clawbacks to be 

operated as a means of reclaiming payment made in circumstances of misstatement and 

misconduct. It was recommended that these prescriptive rules were incorporated into the then 

FSA Remuneration Code on a comply or explain basis, due to the fact that these prescriptive 

rules were believed to be the toughest in operation at that time.
19

 The review also urged the 

importance of high-end employees, including executive members of the board, holding shares 

in or retaining a portion of vesting awards equal to their total compensation and being able to 

build up this holding over time. 

To increase shareholder influence on the outcome of the remuneration committee and 

encourage the committee to discuss and communicate with shareholders, especially 

institutional shareholders, the review recommended that if the advisory vote on the director’s 

remuneration report failed to gain 75 per cent support, the Chairperson of the remuneration 

committee should seek re-election in the following year, regardless of his or her normal 

appointment term. This proposal would encourage the Chairperson of a remuneration 

committee to communicate with shareholders to reach an agreeable proposal. However, the 

recommendation fell short in not including all the members of the committee, as the other 

members might not necessarily support the Chairperson of the committee in his or her 

communication.  

Moreover, despite the fact that Walker had used re-election as a means of punishment to solve 

the agency problem between shareholders and the remuneration committee (which can be 

classified as an ex-post solution), he did not recommend any incentive to be provided to the 

remuneration committee, such as if the advisory vote succeeded in achieving 95 per cent 

support, the remuneration committee should receive extra remuneration (this is an ex-ante 
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solution to encourage remuneration committees to communicate effectively with 

shareholders).  

Walker was the first to recommend measures regarding the work of remuneration consultants. 

He recommended that remuneration consultants have a formal constitution with an emphasis 

on independent oversight and a review of the Remuneration Consultancy Code. 

Remuneration committees can, therefore, use the Code as the basis for determining the 

contractual terms of the engagement of their consultants.  

The FSA believed that its Code was already generally aligned with the Walker 

recommendations.
20

 However, the FRC experienced problems in its attempts to integrate the 

Walker Review in its review of the then Combined Code. The FRC took the view that the UK 

Corporate Governance Code should remain unitary in its nature and not contain sector-

specific provisions and, as a result, the recommendations which were applicable generally 

were included in the UK Corporate Governance Code.
21

 

4.2.4 Remuneration in the FSA report on the failure of the RBS 

This report was published after a public outcry ensued in December 2010, following the 

FSA’s announcement that it had closed the investigation into the problems at the Royal Bank 

of Scotland (RBS) without taking action against anyone
22

 in spite of the liquidity injection 

and part nationalisation which cost the tax payer £45 billion.
23

 Remuneration was not among 

the six key factors that the report identified as the reasons for the failure of RBS. The report 

also indicated a possible seventh factor as being the “underlying deficiencies in RBS 

management, governance, and culture which made it prone to make poor decisions”.
24
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However, instead of drawing up firm conclusions regarding this seventh factor, the Report 

raised some questions regarding the effects of remuneration on the failure of the bank. The 

Report stated that it was difficult from the available evidence to be certain of the extent to 

which the CEO had been overly focused on revenue, profit and EPS rather than capital, 

liquidity and asset quality, particularly in relation to the growth of assets in many sectors such 

as commercial real estate and structured credit and the acquisition of the ABN AMRO via 

debt to increase EPS and strengthen RBS’s competitive position against peers. This was due 

to the fact that the board set incentives which made it rational for the CEO to behave in this 

way as his annual remuneration was heavily influenced by operating profit, EPS growth and 

RoE with less regard for non-financial performance.
25

 The FSA maintained that this is similar 

to the situation at other large banks, stating that remuneration practices of this type can 

produce similar results focusing on increasing revenue, profit, and leverage at the expense of 

the quality of capital, assets, and liquidity.
26

 

4.2.5 Remuneration in the Parliamentary Commission on Banking Standards 

(PCBS) report  

Published in June 2013, the report examined a range of topics, including remuneration. The 

Commission’s view was that, in spite of the Remuneration Code having been in force for four 

years, remuneration still lay at the heart of some of the banks’ biggest problems. In many 

cases, remuneration was still higher than performance justified and incentives for top bankers 

were linked to inappropriate measures that incentivised short-termism distorted the approach 

to risk-taking and encouraged poor conduct in retail banks.
27

 Interestingly, the Commission 

described the widespread claim that increasing regulation would position UK at a competitive 

disadvantage, causing banks to relocate or expand abroad and/or bankers to relocate abroad 

thereby affecting the pool of talent in the City and tax revenues, as “overstated”, advising 

regulators to disregard “the risk of an exodus”.
28

 However, the Commission warned that 
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increased regulatory oversight might lead banks to outsource their remuneration practices in 

the same way they had outsourced risk management before the financial crisis.
29

 

Consequently the Commission made a number of recommendations to address the 

misalignment between risk and reward, noting the need to expose executives to the downside 

risk of their decisions by reducing the extent to which remuneration increases the likelihood 

of misconduct and of taxpayer bailout without preventing reward when duly merited.
30

 The 

Commission wanted to see a new Remuneration Code on the basis of a new statutory 

provision, including additional provisions regarding ex post measures to adjust remuneration, 

the payment of remuneration, the measure of remuneration, new powers for the regulators, 

and increased disclosure.  

With regard to the ex post adjustment of remuneration to risk, the Commission noted that 

bonuses are awarded on the basis of annual performance while profits and losses can take a 

long time to be realised beyond the deferral requirement of the Code, demonstrating the need 

for an increased deferral period. However, the Commission did not specify any period as it 

believed that flexibility in approach was required to align risk and rewards. It also 

recommended that regulators should be given the power to require a substantial part of 

bonuses to be deferred for up to 10 years.
31

  This power is not new and it is already vested in 

the regulators by the Remuneration Codes
32

 which require this deferral to be in line with the 

business cycle, the nature of the business, its risk and the activities of the employee in 

question which the regulators choose not to enforce.
33

 The Commission also wanted 

regulators to be granted the power to render void or cancel all deferred compensation, all 

entitlements for payments for loss of office or change of control and all unvested pension 

rights when a bank is in receipt of direct taxpayer support.
34
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The Commission noted that it was common practice for banks attracting employees from 

competitors to compensate them by buying-out their contracts with an amount equivalent to 

their award (a golden hello) and whilst this was in accordance with the Remuneration Code it 

can blunt its intended effect.
35

 Thus, the Commission urged regulators to come up with a 

domestic proposal to solve this problem and wanted this to be transformed from a retention 

tool to a risk tool by obliging the former employee to leave deferred remuneration in place or 

to give regulators the power to recover from the new employer pay that would have been 

clawed back by the previous employer.
36

 In spite of its practical difficulties this second 

proposal could serve to balance risk and retention while the first leans more towards risk, 

undermining the retention effects of deferral.  

In terms of the payment of remuneration, the Commission was right to warn that overuse of 

equity can produce perverse incentives for leverage and for short-termism to drive share price 

as seen during the crisis. Lehman Brothers’ senior executives held large amounts of stock and 

Andy Hornby, CEO of HBOS in the UK, had invested his entire cash bonus for his final eight 

years in the bank’s shares, but this did not prevent excessive risk-taking or company failure.
37

 

Thus the Commission’s view was that there is a merit in using debt instruments such as bail-

in bonds in deferred compensation to ensure that senior staff are liable to lose their deferred 

pay if a bank goes bust. However, the Commission did not discuss the difficulties associated 

with the creation of such instruments and their marketability. Moreover, their effects on risk-

taking behaviour is not clear especially since their value is hardly affected compared to equity 

as share values had fallen significantly during the crisis before the value of the debt 

instrument was materially affected.
38

 

The Commission’s recommendations also addressed the measures for calculating 

remuneration, raising concerns about the widespread use of RoE to measure the profitability 

of banks as it can create perverse incentives for leverage through greater use of debt finance. 

Using return on assets can solve this problem but creates another problem, encouraging 

bankers to increase profits via holding riskier assets to increase return which the measures 
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based on risk-weighted return can do little to address.
39

 Thus, the Commission recommends 

that the remuneration committee should disclose in the annual report how remuneration has 

been affected by the range of measures used to determine it, along with an explanation of 

how measures of risk have been taken into account and how they have affected remuneration. 

The Commission, therefore, placed the onus on regulators to assess if banks are striking an 

appropriate balance between risk and reward.
40

   

Another problem in measuring profitability relates to the accounting standards on revenue 

recognition. The Commission warned that unrealised profits from thinly traded or illiquid 

markets which are usually recorded as a profit are inappropriate for the purpose of calculating 

bonuses and need to be changed even if accounting standards which underpin reported profits 

and losses is not changed.
41

 The Commission also recommended that sales-based incentives 

for staff should be restricted, with regulators being granted the power to limit or even prohibit 

such incentives which can persist informally even if they have been formally removed. Such 

schemes contributed to industry problems including the mis-selling of payment protection 

insurance (PPI).
42

  

Finally the Commission recommended expanding the banks’ statutory remuneration reports 

by requiring the inclusion of a disclosure of expected levels of remuneration for the 

forthcoming year by division, assuming a central planning scenario and, in the following 

year, an account of any differences from the expected levels of remuneration and the reasons 

for those differences. The disclosure should also include all elements of remuneration and the 

methodology underlying the decisions on remuneration as well as a summary of the risk 

factors that were taken into account in reaching decisions and how these have changed since 

the last report.
43

  

4.3 Introduction and updating of the Remuneration Code by the FSA  
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4.3.1 Introducing the code 

4.3.1.1 FSA’s powers to control remuneration practices before the crisis 

Despite the fact that regulating remuneration was not the main part of the agenda for 

regulating financial markets before the crisis, the FSA had the power to regulate remuneration 

practices at regulated firms.
44

 This power was in addition to the general control of 

remuneration, which takes the form of soft and hard laws as discussed in the previous 

chapter. The pre-crisis FSA Handbook contained some provisions related to the risk posed by 

remuneration practices. However, these were not sufficient, as they were very broad 

provisions, not specifically focused on remuneration in the context of excessive risk-taking.
45  

The provisions are contained in the Principles for Businesses and the SYSC. Principle three 

of the Principles for Businesses in the FSA Handbook required all firms to take reasonable 

care to organize and control their affairs responsibly and effectively, using adequate risk-

management systems. Principle eight, which required firms to manage conflicts of interest 

between a firm and its customers as well as between a customer and another customer, is also 

relevant to the extent that the structure of remuneration encouraged staff to act contrary to 

customer interests.
46

 A similar more detailed provision under SYSC 10 required firms to 

identify conflicts of interest between the firm and its clients created by incentives from the 

remuneration structure and to deal with them fairly. SYSC 4.1.1 required firms to “have 

robust governance arrangements”, including “effective processes to identify, manage, monitor 

and report the risks it is or might be exposed to, and internal control mechanisms”. SYSC 

7.1.16 required BIPRU firms, which include banks, building societies and certain investment 

firms, to “implement policies and processes to evaluate and manage the exposure to 

operational risk, including to low-frequency high severity events”. SYSC 6.1.4 required 

common platform
47

 firms and management companies to ensure that the methods of 

determining the remuneration of a person involved in a compliance function does not 

compromise or is likely to compromise his or her objectivity. The FSA relied on some of 
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these provisions when it concluded that the Alliance & Leicester’s advisors and team 

managers were encouraged to employ inappropriate selling methods by a remuneration 

structure which rewarded them on the basis of the number of PPI policies sold, and exploited 

employee desire to exceed bonus targets, without regard to customers’ interests.
48

 However, 

these provisions were described as “light touch”
49

 and not enough to deal with an 

inappropriate remuneration structure, as there is no express requirement for firms to ensure 

consistency between remuneration strategy and sound risk management. Moreover, the fact 

that the FSA was described as being a consumer protection agency rather than a financial and 

market stability regulator
50

 due to the fact that its dominant focus was on consumer protection 

has also prevented it from recognizing the risk side of remuneration structure. 

4.3.1.2 “Dear CEO” letter 

Before the publication of the Turner Review, the FSA had already started taking steps to 

tackle inappropriate remuneration practices. On 13 October 2008, the FSA sent its “Dear 

CEO” letter to 20 of the major banks and building societies, stating its concern that 

inappropriate remuneration schemes, particularly but not exclusively in the areas of 

investment banking and trading, may have been inconsistent with sound risk management 

and, therefore, may have contributed to the present market crisis.
51

 The letter urged financial 

institutions to reconsider their remuneration practices, especially in the light of recent market 

developments, and to make sure these were aligned with sound risk management. The annex 

to the letter sets out the initial thinking in the form of a set of criteria for what the FSA 

considered to be the good or bad practices of remuneration policies. The criteria focus on 

good and bad practices in four areas related to the determination and payment of 

remuneration: the measure of performance and calculating bonuses; composition of the 

remuneration; being performance-adjusted for deferred compensation; and governance.  
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With regard to measuring performance and calculating bonuses, the FSA wanted to see firms 

using profits instead of revenue for this purpose, using a multi-year performance average 

instead of basing remuneration on current year performance, using other performance 

measures and not only financial measures, and using a measure of risk-adjusted returns and 

taking the cost of capital into account. In relation to the composition of the remuneration, the 

FSA thought it necessary for firms to ensure they have a balance between fixed and variable 

pay, and to make more use of non-cash payments and the deferral of a major proportion of a 

bonus. In addition, the FSA wanted the deferred element of a bonus to be adjusted to future 

performance on moving average years. Finally, the FSA thought that remuneration should be 

decided by an independent remuneration committee, ensuring separation between the 

remuneration of staff from the business area in terms of risk and compliance, and that risk 

reports should be subject to independent verification. The FSA expected firms to use these 

criteria as a benchmark for reviewing their remuneration schemes. It also announced its 

intention to visit firms to check their remuneration policies and discuss what constituted good 

remuneration practice and at the time of writing had already conducted some of these visits.
52

  

4.3.1.3 Findings of the FSA review (2008) 

The FSA published the findings from its review of remuneration practices in 2008 in its 

Consultation Paper 09/10, based on bilateral review meetings held with 22 firms.
53

 The FSA 

found good practice in many firms, and examples of companies who were changing their 

practices in response to the crisis. In the opinion of the FSA these changes were generally in 

the right direction.
54

 The FSA noted that almost all of the firms had welcomed its criteria for 

good and poor remuneration practices. Concern was mainly expressed with regard to the fear 

that the FSA would adopt a “one size fits all” approach to regulation. Another concern related 

to companies being deprived of using their judgement in awarding remuneration and having 

to apply a formulaic approach instead. Objections were focused on the need to differentiate 

between investment banking and retail banking and it was thought that the scope of the 

review should only cover the latter.  
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However, the FSA did also find some poor practices, which were as follows:  

a. In the area of measuring performance: 

◦ The FSA was not happy with the use of unadjusted revenue or net revenue, as this 

can provide an incentive for employees to pay insufficient regard to the quality of 

the business undertaken or the services provided. Therefore, firms should use 

adjusted profit to measure employee performance. 

◦ The FSA found insufficient use of risk adjustment in both investment and retail 

banking. 

◦ Due to practical complications, firms generally did not use a moving average for 

performance measurement. 

◦ The FSA expressed concern about the increasing use of non risk-adjusted metrics 

for measuring performance as these can easily be used to drive short-term 

performance targets, such as EPS and total shareholder return (TSR). 

◦ Non-financial measures of performance were given insufficient weight and there 

was a lack of clarity in the process. 

b. In the area of remuneration composition: 

◦ The FSA voiced concern that the low level of fixed components of remuneration 

has implications for encouraging excessive risk-taking since in terms of quantity, 

bonuses can be ten-fold or more.  

◦ The FSA found that most firms deferred between 25 and 55 per cent of total 

bonuses awarded to middle-ranking to senior executives in investment banking, 

the higher proportion generally being awarded to senior executives with the 

remainder paid upfront in cash at the end of the year. 

◦ The FSA found that a large part of bonuses was paid in cash and the deferred part 

was not linked to future performance. 

c. In the area of governance: 

◦ The FSA found that all the firms have remuneration committees staffed by non-

executive directors, but the majority of them were not involved in determining the 

remuneration policies across the firm as a whole. 
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◦ The FSA found that remuneration committees have not regarded the assessment of 

the risk of remuneration policies as a significant part of their terms of reference, 

and the FSA wanted to change this. 

◦ The FSA found that compliance functions had an input to remuneration decisions 

in nearly all firms, but risk management functions had less input and played no 

role at all in some cases. 

◦ The FSA found that most compliance and risk staff were independent from line 

units, both in their ability to challenge decisions and in the way they were 

remunerated, but there were few firms where these staff were embedded in front-

line units, which meant they lost their ability to challenge decisions. 

◦ It was found that in some investment banks, bonuses for risk and compliance staff 

were paid from the same pot as for other staff in the business unit, which creates a 

conflict of interest.  

4.3.1.4 The need for the Code 

Following the work the FSA undertook in 2008, the first Remuneration Code was published 

on 26 February 2009 with a view to being applied to all FSA-authorized firms.
55

 The FSA 

revised the Code and published a revised version along with its consultation paper in March 

2009.
56

 This publication reflected the groundswell of opinion in the UK and Europe that 

inappropriate remuneration practices had contributed to the financial crisis and this failure 

needed to be addressed by further regulation.
57

 

The FSA decided to introduce the Code following its findings from the review of financial 

practices, as shortcomings in the remuneration structure are unlikely to be reformed by the 

markets. This conclusion was reached because the FSA believed that there was a market 

failure and a need for government intervention. It observed that remuneration among 

financial institutions has a short-term focus and is not adjusted for risk as a result of the 

pressure from labour markets, as firms stand to lose their key employees if they take 
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unilateral action and introduce a long-term and risk-adjusted remuneration focus.
58

 It also 

based its conclusion on the fact that bonuses cannot be lower than zero, which gives an 

incentive to executives and traders to raise short-term profits without fully considering the 

potentially negative consequences of their actions on their firms and on society which will 

bear the losses.
59

  

Losses in the banking sector in general tend to spread outwards as in the recent financial 

crisis when losses spread out to the rest of the economy as banks were not able to provide the 

necessary credit. Therefore, these externalities justified intervention, as the market was 

unlikely to come up with a solution which would address this problem due to pressure from 

shareholders focusing on short-term perspectives. Missing quarterly earnings benchmarks are 

associated with a higher chance of executives being dismissed or receiving lower variable 

remuneration. These follow a market standard and any firm which tries to be the first to 

introduce a remuneration policy which takes risk into account and focuses on long-term 

incentives will be more likely to lose some of its key employees. Risk-taking behaviour is 

affected by the low probability of high risk when a market is booming in addition to the 

mentality which encourages employees to “ride the herd” to prove their decisions are right 

and to receive variable remuneration which is decided relative to peer performance. Finally 

the FSA asserted that there was a gap in the regulation of remuneration as neither its 

Handbook nor the Corporate Governance Code and the Companies Act 2006 had filled this 

gap as these focus mainly on remuneration at executive level and in listed companies.
60

 

Moreover, the regulation of remuneration in general tends to focus on its link to performance 

without taking risk factors into account. 

Therefore, the FSA wanted to impose constraints, which could counteract shareholder short-

termism and pressures in the labour market for short-term variable remuneration, to mitigate 

excessive risk-taking and other associated externalities.
61

 The FSA also articulated several 

times in its documents that its initiatives related to reforming remuneration practices are not 

concerned with the level of remuneration, as this is a matter for the board of the firm. Both 
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the FSA and its Chairman Lord Turner, had also made it clear that there is a need for general 

alignment on an international level and that the implementation of the Code will depend on 

this alignment, as it does not want to put UK firms at a disadvantage compared to other 

international financial institutions.  

4.3.1.5 The First Code 

The first Remuneration Code was aimed at large financial institutions as many of their 

inappropriate remuneration practices had contributed to the financial crisis. As the FSA 

acknowledged, smaller financial institutions face different problems in their remuneration 

structure. Their key problem is mainly associated with the risk of conflicts of interest 

between employees and customers and at that time, the FSA was not prepared to introduce 

measures to address this.
62

 

The first Code was applied to 26 financial institutions after the FSA amended the scope in the 

final version.
63

 However, it made it clear that in its supervisory role it would be taking steps 

to increase the focus on the potential risks posed by inappropriate remuneration structures in 

all FSA-authorized firms.
64

 This focus would take the form of incorporating an assessment of 

remuneration into ARROW (Advanced Risk Response Operating FrameWork) programmes, 

capital adequacy assessment, supervisory reviews and evaluation processes, and the Pillar 2 

process. It would also take a risk-based, principle-based and proportionate approach.
65

  

Although the FSA had introduced the Code for large firms, the FSA would not exclude 

smaller firms from taking steps to tackle inappropriate remuneration practices. In the Code 

the FSA introduced an element of proportionality
66

 to avoid a “one size fits all” approach, and 

this was developed and extended in the new Code. Concerns were raised as the Employment 

Appeal Tribunal which reiterated that, even though a bonus scheme is described as 

                                                 

62
 ibid para 5.4. 

63
 N Smith, “Reforming the bonus culture” (2010) 25(1) Journal of International Banking and Financial Law 

37. 

64
 FSA, CP 09/10 (n 53) para 1.17; Financial Services Authority, Reforming remuneration practices in financial 

services (PS 09/15, August 2009) 5. 

65
 FSA, CP 09/10 (n 53) para 1.18. 

66
 SYSC 19.2.2(4) stated that “the Remuneration Code will vary according to the nature, scale and complexity 

of the firm and its activities”. 



111 

 

discretionary, employees have a contractual right to such a bonus if their institution has 

consistently paid this.
67

 The employment tribunals were to scrutinize an institution’s bonus 

plans to decide which factors were absolute and which were merely discretionary.
68

 

There was concern that this first Code, along with the then new bank payroll tax, would place 

the UK at a competitive disadvantage since an agreed international standard was still to be 

introduced.
69

 This was combined with the risk that multinational institutions would try to 

avoid the tougher regulatory requirements in the UK by locating key employees elsewhere.
70

 

However, the agreement of the UK subsidiaries and branches of leading overseas banks to 

apply the Code to their key employees, as well as their endorsement of the P&S, alleviated 

these fears to a certain extent. However, some US financial groups with operations in London 

expressed concerns that the FSA’s approach was more restrictive than the more flexible 

approach of the Federal Reserve, which did not have specific principles for remuneration, 

which could lead to a two-tier pay scale applying to UK and US employees.
71

  

Mindful of these concerns, the FSA highlighted its collaboration with the FSB and the 

Committee of European Banking Supervisors (CEBS), and asserted that it would maintain the 

competitive position of the UK before finalizing the Code in the summer of 2009. Its 

implementation of the Code would also be subject to satisfactory alignment of 

implementation plans by the authorities in the major financial centres.
72

  

Most of the criticism of the Remuneration Code in the consultation phase focused on the need 

for flexibility and allowing firms to implement a remuneration policy which suited their 

business model together with the need to take international development into account and to 

not go further than the international standards, as this would have anti-competitive 

consequences for the UK. 
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4.3.2 Updating and revising the code 

The FSA decision to revise the Remuneration Code, released in a consultation paper in July 

2010.
73

 This revision was prompted by the new powers provided by the Financial Services 

Act 2010, the results of Walker’s review, lessons learned from the previous Code, regarding 

its scope and the need to extend this to other financial institutions, and finally international 

developments in this area, especially the Implementation Standards published by the FSB, as 

well as the Capital Requirements Directive III (CRD III) passed by the European Parliament 

and the Council. We will now examine the new powers under the Financial Services Act 2010 

and the experience of implementing the earlier Code and deal with the new Code in more 

detail.   

4.3.2.1 New Powers to control remuneration under the Financial Services Act 2010 

The Financial Services Act 2010 was passed, and received Royal Assent on 8 April 2010. 

Among the diverse issues addressed by the Act was the conferring of new powers on the 

Treasury and the FSA to regulate remuneration in the financial system. These powers 

concerned executive remuneration reports and imposed restrictions on firms in relation to 

certain remuneration arrangements. 

The Act gave the regulator powers, instructing it to make rules which require all or certain 

authorized firms to have a remuneration policy and to ensure compliance. This power was 

inserted into the Financial Services and Markets Act 2000 as section 139A. The Act defines a 

remuneration policy as “a policy about the remuneration by the authorised person of (a) 

officers, (b) employees, and (c) other persons, of a specific description”.
74

 The Act has 

restricted the rules which the FSA makes to be consistent with effective risk management and 

relevant international standards.
75

 However, the Act stopped short of including any 

prohibition of remuneration structures or arrangements which are related to consumer 

protection, even though increasingly financial scandals have been related to the mis-selling of 

PPI which was at least partly encouraged by the bonus or commission structures of the 

employees in the retail banks.  
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The Act provides a solution to the problem which the FSA faced with its earlier Code when it 

tried to prohibit certain methods of remuneration, as some firms had long-term commitments 

to some of their employees which were contractually binding but, at the same time, 

constituted a breach of the Remuneration Code. The solution was that any provision of an 

agreement that contravened a prohibition of the FSA was void and such payments could be 

claimed back.
76

 This eased firms’ concerns that they would become exposed to legal suits if 

they refused to honour their contractual obligations to apply FSA rules.
77

 This section 

allowed the FSA unprecedented power to interfere in privately-arranged and freely-negotiated 

contracts.
78

  

4.3.2.2 Lessons learned from the previous Code 

In its consultation paper Revising the Remuneration Code
79

 which reviewed the 

implementation of the Remuneration Code, the FSA noted that following the financial crisis 

remuneration policies and awards had been influenced by several factors, including political 

and media pressure. Therefore, it acknowledged that there was a need for more time to assess 

the full impact of the Code and its contribution to effective risk management. The FSA stated 

that there had been a general improvement in the work of the remuneration committees 

among firms within the scope of the Code with greater attention being paid to risk when 

setting remuneration policies and signing off bonuses. Nevertheless, the FSA concluded that 

further improvement was needed, especially in the area of risk adjustment.  

The FSA was happy with the way in which firms within the scope of the Code had paid their 

bonuses for January 2010 compared to 2008 and 2009. In 2010, in accordance with the 

Remuneration Code, firms increased the payment of bonuses in shares and LTIP, while 

decreasing payments in cash. Firms had also agreed to defer 40 to 60 per cent of the 

remuneration of employees who are classified as principle 8 (P8) employees, with the 

majority increasing the level of deferral and the rest just meeting the minimum requirements 
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of 40 per cent. However, with regard to the vesting period of the deferred remuneration, all 

firms inclined towards the minimum requirement of three years. 

Firms did not quite meet the FSA’s expectations with regard to performance adjustment. 

Despite the fact that most firms have policies regarding performance adjustment in relation to 

deferred remuneration, these were limited to the incidence of misconduct by employees. The 

FSA wanted performance adjustment to cover those circumstances in which a firm, or a 

smaller unit within it, faces substantial deterioration in its financial performance, or situations 

where losses arise as a result of significant failures in risk management. To avoid this 

shortfall, the FSA set a target for firms to award 75 per cent of deferred remuneration for P8 

employees in shares, which most have done.
80

 For banks and building societies which are not 

able to award shares because of their legal structure, the FSA ensured that appropriate 

deferral schemes and malus arrangements were in place to comply with the Code.  

Implementing the prohibition on guaranteed bonuses has given an advantage to firms outside 

the scope of the Code in terms of attracting talented employees.
81

 The FSA had asserted that, 

when implemented, CRD III will help to end this shortcoming. However, some employees of 

firms within the scope of the Code were paid guaranteed bonuses and were asked by the FSA 

to renegotiate these contracts where possible or impose additional risk monitoring. The FSA 

also reported a slight increase in fixed pay and, as a result of developments at EU level in this 

area of the ratio between fixed and variable pay, the FSA decided to wait for an agreed 

outcome. 

Finally, the FSA was happy with the fact that most firms have satisfactory governance 

arrangements in place, which included an independent remuneration committee comprising 

non-executive directors who meet regularly to consider their firm’s remuneration practices. It 

concluded that risk functions have generally been well incorporated into firms’ remuneration 

policies. However, there was still room for improvement in the method of calculating bonus 

pools and adjusting them for current and future risk. 
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4.3.2.3 The Revised Code 

4.3.2.3.1 The scope of the Code and the proportionality principle 

On 17 December 2010, the FSA published its policy statement on revising the Remuneration 

Code,
82

 containing the final rules and incorporating feedback from the July 2010 

consultation. This policy statement was delayed until December so that the FSA could take 

account of the CEBS guidelines
83

 on remuneration.
84

 The new Code was set out in Chapter 

19A of the FSA’s SYSC. The aims of the Remuneration Code are to force boards of directors 

to focus more closely on the consistency between the distribution of remuneration and 

effective risk management and sustainability as well as ensuring that individual remuneration 

practices provide the right incentives.
85

 The most important features of the Code will be 

discussed here, and thus will not feature in the later discussion of the Remuneration Codes in 

the context of the new regulators and what they inherited from the FSA. 

The FSA defined the scope of the Code in relation to the elements of the remuneration as 

follows:  

[T]he Remuneration Code covers all aspects of remuneration that could have 

a bearing on effective risk management including salaries, bonuses, long-term 

incentive plans, options, hiring bonuses, severance packages and pension 

arrangements.
86

 

Unlike the previous Code, which only applied to about 26 of the larger financial institutions, 

the new Code was expected to be applied to over 2,500 firms as a result of implementing 

CRD III.
87

 This extension, which is maintained under CRD IV, has helped to reduce lobbying 

by large financial institutions, as they had claimed that they were at a competitive 

                                                 

82
 Financial Services Authority, Revising the Remuneration Code: Feedback on CP10/19 and final rules 

(PS10/20, December 2010), (FSA, PS10/20). 

83
 Committee of European Banking Supervision, “Guidelines on Remuneration policies and practices” (10 Dec 

2010) 13 (CEBS Guidelines on Remuneration). 

84
 Arora, “Remuneration practices in banks: part 2” (n 44) 132. 

85
 ibid 133. 

86
 SYSC, 19A.2.2(2). 

87
 FSA, CP10/19 (n 20) paras 2.16 & 3.6. 



116 

 

disadvantage and would lose their employees to competitors unaffected by the scope of the 

Code.
88

  

However, as with the previous Code, UK branches of the EEA are not required to apply the 

Code as they will be required to comply with their home state regulation, which will have 

similar provisions to those under CRD. Moreover, UK groups and UK subsidiaries of a third 

country need to apply the Code globally,
89

 regardless of whether they are required to apply 

similar provisions under other jurisdictions or not. In the case of divergence in implementing 

the P&S, this will increase the burden on those firms if they have to conform to two different 

sets of rules and might put them at a competitive disadvantage if the other state has a more 

lenient set of rules which also encourages talented staff to leave and benefit from the 

regulatory arbitrage. Moreover, they might find themselves in a position where it is 

impossible to comply with two different sets of rules in addition to the employment law of a 

third country if there is a conflict between them. 

All the principles of the new Code will be applied to defined personnel known as “Code 

Staff”. This represents a shift from the previous Code, which was applied to the firm 

generally except for P8, which was aimed at a specific group of employees. However, this 

does not mean that non-Code Staff will not be subject to any principles, as the Code urges 

firms to give consideration to the remuneration principles on a firm-wide basis in the light of 

the general rule and in accordance with proportionality. The Code requires firms to 

specifically consider Principle 12(c), which is related to guaranteed variable remuneration, 

and Principles 1-4, 8-10 and 12(e) and (g) on a firm-wide basis.
90

 

The term “Code Staff” refers to the group of employees to which the Remuneration Code is 

applied. Code Staff are linked to those individuals who have a material impact on a firm’s 

risk profile, as the main objective behind the Code is to achieve effective risk management.
91

 

Firms were expected to set their own metrics in order to identify their risk takers.
92

 The 
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guidance from CRD III stated that the Remuneration Code is to apply to the persons who 

perform significant influence functions (SIF), the senior managers and all staff whose total 

remuneration takes them into the same bracket as senior management and risk takers, and 

whose professional activities could have a material impact on a firm’s risk profile. However, 

since it was not clear on what basis an employee falls into “the same bracket” as senior 

management,
93

 the FSA stated that it expected individuals who perform a role as a head of a 

significant business, line, or a support and control function, to be part of the Code Staff. It 

provides a non-extensive list of who might be considered “Code Staff” to ensure consistency 

between firms in applying the Code.
94

 Under the CRD IV the European Banking Authority 

(EBA) is charged with identifying the persons to whom the Remuneration provisions apply as 

will be discussed later in the context of the chapter concerning the EU.  

Secondees and employees who become Code Staff for part of a year, and consultants or 

advisors of authorized firms are also subject to the terms of the Code. However, this will only 

apply if the secondees’ performance involves material risk-taking regardless of which firms 

are paying their remuneration. If they are work-shadowing or training and do not have a 

material impact on a firm’s risk profile, they will not be considered as Code Staff.
95

 A person 

who has been considered as a Code Staff member for any part of the year will be treated as 

Code Staff for the whole of the year. However, the regulator will have regard for 

proportionality and decide whether the provisions regarding the remuneration are to be 

disapplied or applied to only a proportion of variable remuneration depending on the length 

of service as a Code Staff member. The regulators differentiate between someone who 

becomes Code Staff for no more than three months and someone who becomes Code Staff for 

more than three months.
96

 Firms also need to consider whether their consultants and advisors 

fall within the definition of Code Staff. As the regulators’ definition of “employee” is quite 

broad, it could also incorporate personnel if they are classified as an “employee receiving 

total remuneration that takes them into the same remuneration bracket as senior management 
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and risk takers, whose professional activities have material impact on the firm’s risk 

profile”.
97

 

Proportionality is used to avoid a formulaic “one size fits all” approach to the regulation of 

remuneration policies, meaning that the implementation of the rules can be tailored to 

institutions according to their nature, scale, scope, internal organization and the complexity of 

their activities
98

 and, accordingly, the level of supervision will be different in each case. The 

aim is to match remuneration policies and practices with an individual institution’s risk 

profile, strategy and risk appetite.
99

 This is in addition to the proportionality approach 

regarding employees which limits the application of the Code to Code Staff and exempts 

certain employees from having Principle 12 applied, as it contains provisions with regard to 

the structure of remuneration, when they meet the de minimis concession under principle 12. 

The reason for this is that the FSA recognized that applying the full Code to all firms might 

be inappropriate and burdensome for some companies.
100

 A proportionality principle will 

allow for differences between firms in applying the Code. 

However, some large banks have highlighted the risk of losing their key staff to their 

competitors as a result of this approach, whilst some investment firms have emphasized that 

they will be at a competitive disadvantage in comparison to non-CRD or international peers if 

they apply the full Code.
101

 Therefore, the FSA asserted that it would make sure that similar 

firms will be treated in a similar fashion and prepared a four-tier system. The FSA focused on 

the systemic importance and risks posed by different firms and their business models when 

formulating the metrics and thresholds for the four tiers.
102

 

The FSA relied on capital resource as a threshold in determining the tiers. However, due to 

the difficulties in applying this threshold to third-country BIPRU firms, total branch assets 

were used. This guidance on proportionality was updated in December 2011 and again in 

September 2012. The latter update has created a three-tier rather than a four-tier division. 
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This approach will “allow the [regulator] to focus its resources on the firms who pose the 

most significant risks to financial stability”.
103

 Moreover, the FSA used total assets as a 

measure for the three levels in relation to all the firms in the scope of the Remuneration Code 

and stopped using capital resource for local firms, as was its previous approach.  

Due to the significant increase in total assets, many third-country firms which used to be in 

tier one are most likely to be in level two under the new guidance. However, if a firm is part 

of a group, then each Remuneration Code firm must determine its own level; if they then fall 

into different levels, each firm in the group will be placed at the level of the highest overall.  

However, individual guidance is still available as a firm can be classified as being upper or 

lower level as identified by the guidance depending on its characteristics. Therefore, the 

guidance is not comprehensive and firms on the same level may require different responses to 

the Remuneration Code.
104

 The Proportionality levels now form part of the work of the new 

regulators in monitoring compliance with the Remuneration Code. 

Level one firms include banks, building societies, investment firms and IFPRU 730k firms 

(which are investment firms regulated by the FCA)
105

 with total assets exceeding £50 billion 

on the relevant date. However, if the total assets of these firms are in the range from £15 

billion to £50 billion, they will be generally classified as level two firms. Level three will 

apply to firms with total assets of up to £15 billion on the relevant date and to IFPRU limited 

licence and limited activity firms.  

Level one and two firms have to apply the Remuneration Code in a similar manner. However, 

the supervisory approach is less intensive for level two.
106

 Level three firms can disapply the 

remuneration principles related to retained shares or other instruments, deferral and 

performance adjustment. Full scope IFPRU regulated by the FCA and IFPRU limited licence 
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and limited activity firms may also disapply rules related to the ratios between the fixed and 

variable components of total remuneration:
107

 “Such firms may also take into account the 

specific features of their types of activities in applying the requirement on the multi-year 

framework”.
108

  

4.3.2.3.2 The Code’s general requirement and principles 

4.3.2.3.2.1 The Code’s general requirements 

The general rule has not been changed in the new Code, which states that “[a] firm must 

establish, implement and maintain remuneration policies, procedures and practices that are 

consistent with and promote effective risk management”,
109

 as this represents the central tenet 

of the Remuneration Code. The Code wants firms to avoid remuneration structures that could 

create incentives for employees to take excessive risk to increase bonuses and endanger the 

firm’s sustainable growth. A firm’s remuneration proposals would be measured against this 

rule and firms are expected to use the general rule as the first point of consideration and apply 

it to all staff in the firm.
110

 Firms are also advised to have regard for the guidelines on 

remuneration and corporate governance published by other bodies, such as the ABI and the 

NAPF.
111

 Despite the fact that the regulators asserted that the ABI and NAPF guidelines are 

valuable, they are not binding and are limited to the remuneration of executive directors.
112

 

This did not support the regulators’ aim to extend the remit of remuneration committees to 

cover remuneration practices on a company-wide basis. 

The general rule is supplemented with principles to assist firms to comply with this. These 

principles are mainly intended to prevent remuneration structures that encourage decision 

making on a short-term basis or without due regard to risk, and to encourage those that take 
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into account long-term effects on the business.
113

 The principles have rules and sometimes 

evidential provisions which can show whether a firm is applying the general rule or not. 

However, the principles under the FSA updated Code are more prescriptive and intrusive than 

those of the previous Code, and they rely more heavily on rules rather than evidential 

provisions. In other words, the principles will be used to assess the quality of a firm’s 

remuneration policies and whether they encourage excessive risk-taking as the means of 

determining their compliance with the general rule. The principles are also supplemented 

with guidance to help firms with implementation.  

The principles deal with risk management, governance, capital, government intervention, risk 

adjustment, pensions, hedging and avoidance, remuneration structures, and the effects of 

breaching the principles.  

4.3.2.3.2.2 Risk management and control function 

Firms must ensure that their remuneration policy is consistent and promotes effective risk 

management, aligns with business strategy, objectives and long-term corporate value and 

does not lead to conflicts of interest at any level, encourage excessive risk-taking, or exceed 

the firm’s tolerated level of risk.
114

 To ensure effective risk management overseeing, the Code 

urges firms to separate the remuneration of those employees in a control function from the 

remuneration of the business area they oversee to allow them to be independent and focus on 

long-term growth.
115

  

Moreover, the Code obliges firms to ensure that the remuneration of senior officers in risk 

management and compliance functions is overseen by the remuneration committee or the 

governing body directly.
116

 However, achieving the right balance between risk-taking and risk 

management will represent a difficulty for firms, especially with the separation of the 

remuneration between front and back offices. More risk-taking translates to more financial 

growth in the short-term but this may or may not be the same case in the long term. Judging 
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precisely what leads to long-term growth in the absence of an accurate long-term measure
117

 

is a very challenging task; adopting a very conservative risk management policy will result in 

less financial growth in the short term but not necessarily encourage greater growth in the 

long term. Therefore, this separation should be re-examined in more detail to ensure 

objectivity and involvement, as the proposed separation and increase in base pay might serve 

to ensure the detachment of risk management and compliance officers from the business. 

4.3.2.3.2.3 The governing body 

The principles are also concerned with aspects of governance. The Code only requires 

significant firms to have remuneration committees. The remuneration committee or 

governing body in smaller firms is responsible for adopting and periodically reviewing the 

general principles of the remuneration policy. The members of the remuneration committee 

must be members of the board who do not perform executive functions. They must be 

independent, skilled and experienced enough to exercise competent and independent 

judgement in preparing the decision for the board, taking account of the implications for risk 

management, capital, and liquidity as well as the long-term interests of shareholders, 

investors, and other stakeholders in the firm and in the public interest.  

However, the Code states this rule without suggesting any solutions in the case of a conflict 

of interests between these interests.
118

 For example, what might be in the interests of 

shareholders might not be in the interests of other stakeholders and since the Code does not 

suggest any hierarchy, firms may not be able to give proper consideration to other interests, 

especially when common law favours shareholder  primacy.
119

 Concerns were also raised that 

there might be a shortage of non-executive directors with the relevant experience to sit on 

remuneration committees given this increased responsibility, which would make it difficult 

for firms to comply with this principle.
120

 The Code also urged firms to allow risk 

management and compliance functions to have appropriate input into the setting of 
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remuneration policies to help the remuneration committee or the governing body to align the 

remuneration policy with effective risk management. 

4.3.2.3.2.4 The relationship between the firm’s capital and variable remuneration 

The Remuneration Code tries to restrict the effect of variable remuneration on the ability of a 

firm to build its capital. The Code also has some rules which relate to institutions receiving 

government aid. The Code requires institutions which receive exceptional government 

intervention to limit variable remuneration as a percentage of net revenues and to stop paying 

variable remuneration to any members of senior management who were in office at the time 

of the intervention unless it is justified.
121

 This rule can be seen as a way of terminating the 

existing contracts of the existing senior management of a firm which has received exceptional 

government intervention, as they are more likely to transfer to another firm where they can 

have variable remuneration; however it does not prevent firms which have received 

government intervention from hiring new talented managers and paying them a variable 

remuneration. However, the principle did not differentiate between managers as all of the 

existing managers will be precluded from receiving variable remuneration when their firm 

receives government aid while some may be in some departments which did not cause the 

loss to the firm and they will be precluded from variable remuneration due to errors made by 

other people.   

4.3.2.3.2.5 Risk adjustment of remuneration  

The updated Code focuses not only on the ex-post measure of aligning remuneration outcome 

with risk outcome, but also pays attention to the ex-ante measure. This means that when 

measuring performance for the purpose of determining the variable remuneration to adjust the 

remuneration to those risks, firms need to take account of all types of current and future risks, 

especially the cost and quantity of capital, and the liquidity required.
122

 The Code leaves 

firms to decide which risk adjustment measure is appropriate to use depending on the firm’s 

risk profile. However, firms will be asked to provide the regulators with details of all 

adjustments that are used by the firm under a formulaic approach as well as applying 
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qualitative judgements in the final decision about performance-related components of 

variable remuneration.  

4.3.2.3.2.6 Discretionary pensions and avoidance 

The Code has also introduced a rule for discretionary pensions. A discretionary pension is 

different from a standard pension entitlement and a firm’s financial contribution schedule, 

being a non-standard one-off payment on an individual basis that is deemed to be of a 

variable nature.
123

 The Code obliges firms which grant discretionary pensions to leaver or 

retired employees to be paid in specified instruments
124

 and held by the firm for five years.
125

  

The updated Code has introduced provisions to cover avoidance and hedging. Hedging and 

insuring the risk of deferred remuneration or using it as collateral for a non-recourse loan 

could undermine the effect of deferral. The Code urges firms to ensure that their employees 

do not take out an insurance contract on their remuneration to transfer the risk to a third party 

in exchange for payment. However, the Code has simply placed the onus on firms to ensure 

that they have effective arrangements to ensure compliance, which can be very difficult to 

implement. 

4.3.2.3.2.7 The structure of remuneration 

Principle 12 is concerned with the structure of remuneration and covers a range of issues 

related to performance assessment and adjustment, deferral, guarantees, retention, leverage, 

and payment related to early termination. The Code restates the main objective that the 

structure of remuneration must be consistent and promote effective risk management.
126

 

However, rules covering guaranteed variable remuneration, payment of remuneration in 

shares or other capital instruments, deferral and performance adjustment do not apply to Code 

Staff who fulfil two conditions. The first is that his or her variable remuneration is less than 

33 per cent of total remuneration and the second is that his or her total remuneration does not 

exceed £500,000.
127

 As part of introducing the new remuneration provisions of CRD IV into 
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the Code the regulators have required firms to make a clear distinction between criteria for 

determining fixed and variable pay. 

The Code wants a departure from using revenue to measure performance to using profit for a 

number of reasons. The most important is to force employees to pay sufficient regard to the 

quality of business undertaken and services provided and their appropriateness for clients.
128

 

The Code urges that when calculating the bonus pool current and future risk adjustment 

should be included.  In addition, the cost of capital employed and liquidity required should be 

taken into account. Moreover, long-term performance should be a significant part of the 

performance assessment process, based not solely on financial measures but also non-

financial measures (especially those related to risk management and compliance). The Code 

emphasises that long-term performance should be assessed using a moving average of results 

or by using a deferral technique. It also stresses that some measures of performance, such as 

EPS and TSR, have a short-term focus and are risky, even if they are based on a two- to four-

year period as firms tend to increase leverage to ensure a higher return. 

The Code wants firms to move away from only using financial measures to assess 

performance. Assessment of performance in the Code’s view must be based on the 

performance of the individual, the business unit and the overall results of a firm in a multi-

year framework, and should include non-financial criteria related to the adherence to effective 

risk management and compliance with the regulatory system.
129

 However, this provision 

might be challenged by shareholders who are granted a binding vote regarding remuneration 

policy. Shareholders, especially those with short-term prospects, are more likely to vote 

against a policy which favours such non-financial criteria.  

Another important issue is that the Remuneration Code instructs firms to stop payment of 

variable remuneration when financial performance is poor. However, the payment of such 

variable remuneration is unlikely to be justified by non-financial performance because 

Principle 12(h) asks firms to reduce unvested remuneration in the case of a downturn in the 

financial performance of a business unit.
130

 The relationship between determining employee 
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remuneration and the use of non-financial measures is not completely clear in the Code even 

it has recommended the use of balanced scorecard. Moreover, despite the importance of using 

non-financial measures to assess performance, it is unclear how it can be verified if firms 

overuse these.  

The use of surveys or the benchmarking of other firms is based on current financial 

performance or, in other words, it is a short-term comparison between firms which will be 

more likely to put a firm with more effective risk management at the bottom of the table but 

the same company might be at the top after a few years as a result of taking a longer-term 

perspective. However, shareholders are generally short-sighted and will demand more change 

in a firm, which will put pressure on directors to meet shareholder demands to avoid being 

removed from office. The Code did not place any responsibility on shareholders to adhere to 

the Code’s principles when exercising their voting power. For example, Carpenter, Cooley 

and Walter argue that the solution to the remuneration problem in financial institutions should 

be based on solving the agency problem of risk-shifting between shareholders and society, 

rather than the traditional view of solving the agency problem between shareholders and 

management; the Code fails to address this issue.
131

 However, the PCBS has raised this point, 

recommending that the Government consult on a proposal to amend section 172 of the 

Companies Act 2006 to remove shareholder primacy in respect of banks, requiring directors 

of banks to ensure the financial safety and soundness of the company ahead of the interests of 

its members.
132

 

The Code prohibits firms from awarding Code Staff a guaranteed variable remuneration 

unless the company has a sound and strong capital base and the award is consistent with the 

Code requirement that this is exceptional in the case of hiring new remuneration Code Staff, 

is limited to the first year only, is not more generous than the award made by the previous 

employer, and is subject to performance adjustment and deferral.
133

 Firms are also required to 

maintain a balance between the variable and fixed components of remuneration, which will 

be achieved through raising the fixed component of remuneration. However, as part of 
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introducing the CRD IV the regulators have incorporated the rules on the ratio between fixed 

and variable payment by inserting the relevant sections from the CRD IV into the Code and 

making them applicable to level-one and level-two firms.
134

  

These two rules regarding guaranteed variable remuneration and the balance or maximum 

ratio contradict each other, as the Code requires firms to stop paying guaranteed variable 

remuneration but allows them to raise employee salaries which can be a form of guaranteed 

remuneration or, even worse, may lead to an increase in salary for everyone without the need 

for a corresponding rise in performance. Having a flexible defined guaranteed variable 

remuneration is better than having a guaranteed fixed component. The reason given by firms 

is that the rise in salary increases the fixed cost of running the business whereas variable 

remuneration can be reduced or increased. So, this will not give firms the flexibility to 

implement a remuneration policy which rewards success and punishes failure even if the 

punishment were solely a reduction in the expected variable remuneration. Thus, the rules on 

balance and guaranteed variable remuneration need to be revised in order to give firms more 

flexibility to implement their remuneration policy and reduce their fixed costs. Firms should 

not be asked to have a balance but to provide a rationale for any payment, ensuring this is 

determined on financial and non-financial performance.  

These rules, together with the deferral rule, will have the effect of raising the hiring bonus, 

which is not prohibited but is limited to the first year, as the firm hoping to attract employees 

needs to compensate them for the forfeiture of the deferred part of their remuneration. In 

addition to this, the current employer will not be able to counter an offer if it is made to a key 

member of staff, despite the regulators’ assertion that they would consider retention bonuses, 

as there are no clear rules and guidelines about their application in the Code, meaning 

employers who offer a retention bonus will be in breach of the rules.
135

 Therefore, this rule 

will increase the mobility of talented staff as well as making it very expensive and as a result 

firms facing failure will not have the ability to attract new staff because they would not be 

able to offer them more than they could expect from their previous employers and they would 

not be likely to find talented employees who will take such risks to move to a new firm.  

                                                 

134
 Prudential Regulation Authority, Strengthening capital standards: implementing CRD IV, feedback and final 

rules (PS7/13, December, 2013), (PRA, PS7/13). 

135
 FSA, PS10/20 (n 82) paras 2.42 and 2.43. 



128 

 

Principle 12(e) obliges firms to ensure that payment for early termination reflects 

performance achieved over time. This area is also controlled by section 215 of the Companies 

Act 2006 for directors. This raises the following issue: given that the regulators have no 

power to amend the Companies Act and this rule contains an indirect amendment of the 

Companies Act, if the payment was approved by a member of the company or is consistent 

with the Companies Act 2006, will the firm be considered as being in breach of the rules or 

will it be exempt given that it had met the Companies Act requirement? If the answer is that 

payment is exempt from this requirement, then the rule is not enforceable and, therefore, is 

not fit for purpose. 

As a means of promoting a long-term focus and prudent risk-taking by Code Staff, the Code 

introduced rules for the greater use of shares and capital instruments (non-cash instruments) 

in remunerating staff as well as deferral techniques. These together with the use of retained 

shares and capital instruments are intended to help ex-post measures of malus and clawback 

be used for controlling excessive risk-taking. However, as far as the Code is concerned the 

main ex-post measure is performance adjustment, which is used to determine the actual 

outcomes after a period of time to make sure that they were correctly counted the first 

time.
136

 Firms are required to pay 50 per cent of the variable component upfront or deferred 

remuneration in shares and other capital instruments and are subject to a retention period in 

accordance with the firm’s retention policy, which is designed to align incentives with the 

long-term interests of the firm.
137

 Moreover, firms are required to have a policy on deferral 

which applies to Code Staff for three to five years and is aligned with the nature of the 

business and its cycle as well as being vested on a pro rata basis. This deferral must be at 

least 40 per cent of a total remuneration under £500,000 and at least 60 per cent for more than 

that.
138

  

In this case the Code has determined part of the long-term remuneration by using deferral and 

paying the remuneration in shares or other capital instruments, without any regard to the 

requirements of shareholder approval of this kind of remuneration, claiming that this will 

closely align the remuneration of staff with company performance. However, this will only be 
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effective in efficient markets, where the price of shares reflects the available information and 

the real situation of a firm and is also reliant on closely monitoring of insider trading. 

Moreover, this might have a significant effect on raising the market in the run-up to the time 

when the shares of executives are vested and exercisable, as studies discussed in Chapter Two 

found that executives have an incentive to defer the announcement of good news until the 

time when their shares are vested and/or exercisable. In addition, several studies have found 

that a large holding of shares increases risk-taking.
139

 This will also encourage fund managers 

to consider this as the time to speculate on the shares concerned. All of these issues will affect 

the efficiency of the market and in the future the aim of using more shares will prove 

ineffective. 

Principle 12 also outlines the rules regarding the payment and vesting of variable 

remuneration including any deferred part. Firms are required not to pay or allow vesting 

unless it is sustainable according to the financial situation of the firm as a whole, and is 

justified on the basis of performance.
140

 Under the updated code, firms are required to apply 

clawback and malus. Enacting malus and clawback is subject to the firm’s criteria regarding 

these which should include those situations in which the employee has participated in 

conduct which has resulted in significant losses to the firm, or has failed to meet appropriate 

standards of fitness and propriety. However, the Code has not specified any detailed rules on 

the application of clawback making it difficult for firms to recover payment. As a means of 

implementing the provision on clawback in the CRD IV and covering this in the Code, the 

PRA obliges firms to subject variable remuneration to clawback for a period of seven years 

from the date of award.
141

 As with malus, the operation of clawback is also subject to the 

firm’s criteria but it must make all reasonable efforts to recover an appropriate amount if 

there is reasonable evidence of employee misconduct or material error, and if the firm or 

relevant business unit suffers a material failure of risk management. However, in applying the 

latter scenario, the firm must consider the employee’s proximity to the failure of risk 

management and his/her level of responsibility and seniority.
142

 It has been argued that the 
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Code is unlikely to result in improved risk management outcomes unless changes are made to 

the corporate governance framework at a more systemic level.
143

 

4.3.2.3.3 Disclosure requirements and supervisory approach 

UK companies are under an obligation to disclose their remuneration arrangements. 

However, the requirements are more detailed in the case of quoted companies which, in 

addition to disclosure, are obliged to hold a shareholder vote on the remuneration report. 

However, these requirements are focused on the remuneration of directors and, as Walker 

points out, in the financial industry many senior management are not board members but they 

could have an impact on a firm’s risk-taking and their remuneration reaches or exceeds that 

of some of the board members.  

The FSA also considered provisions of disclosure in its work to implement CRD III which 

introduced requirements for firms to make disclosures regarding remuneration. The FSA used 

the guidance of the CEBS as the basis for its approach.
144

 In November 2010, the FSA 

consulted on a proposal to implement the disclosure requirements for remuneration under 

CRD III, the final rules being published in December 2010. The FSA believed that the CRD 

III requirements will help to improve market transparency and discipline as well as creating a 

level playing field within Europe.
145

  

The FSA published the following requirements in its handbook.
146

 Firms are required to 

disclose, at least annually, information regarding their remuneration policy and practices. 

This disclosure applies to the remuneration of those employees whose professional activities 

have a material impact on a firm’s risk profile.
147

 Companies are obliged to disclose the 

following data: information related to the decision-making process for determining 

remuneration policy (including the composition and the mandate of the remuneration 

committee); the use of external consultants and the role of any relevant stakeholders. This 

disclosure must contain information regarding performance measures, risk adjustment and the 
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link between pay and performance. The disclosure must include aggregate quantitative 

information on remuneration broken down by business area and aggregate quantitative 

information on remuneration for senior management and members of staff whose actions 

have a material impact on the risk profile of the firm must be included in the disclosure (a 

reference must be made to the level of senior personnel in the case of significant firms). This 

data must include the sum of remuneration for the financial year presented as fixed and 

variable components along with the number of beneficiaries. The latter component must be 

clearly indicated and split into cash, shares, share-link instruments and other types. 

Information is also required for vested and unvested deferred remuneration and whether this 

was adjusted downwards or not due to performance. Welcome bonuses and exit payments 

must also be included, along with the number of beneficiaries.   

The provisions of disclosure have been increased and carried over to the CRD IV but not into 

the directive. It forms part of the Capital Requirement Regulation (CRR) and is directly 

applicable to the EU member states.
148

 

The regulators will be more involved in scrutinizing the remuneration policies of authorized 

firms and their influence on risk-taking. Firms within the scope of the Code will be required 

to submit annual data setting out information on their remuneration policies and certification 

to show that their remuneration policies are compliant with the Code. Regulators will assess 

compliance against requirements but the level of scrutiny will vary according to the 

proportionate level as well as the risk profile of the firm.
149

 Firms can be classified as lower 

or upper, according to their characteristics and risk profile. The regulators will also use the 

principles to assess the quality of a firm’s remuneration policy and whether it encourages 

excessive risk-taking.
150

 Regulators may ask firms to provide evidence that their 

remuneration scheme meets Code requirements, together with plans for improvement if there 

is a shortfall.
151

 Firms are expected to use Code principles in their internal capital assessment 

process.
152

 In addition, firms within the scope of the Code are required to prepare a 
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Remuneration Policy Statement (RPS) which reports the firm’s self-assessment of 

compliance with the Code. The RPS must be reviewed and approved by the firm’s 

remuneration committee and revised annually to take account of any changes in policies, 

practices or procedures and the changes should be approved by the firm.
153

 

4.4 The new regulators and the remuneration codes 

4.4.1 The remuneration code in the regulators’ handbook  

Following the passage of the Financial Services Act in December 2012, the FSA was replaced 

as a unified regulator and new regulatory supervision structure came into force in April 2013, 

with separate authorities for macro-prudential policy, micro-prudential supervision and 

conduct of business supervision.
154

 The FPC now sits within the Bank of England, its aim 

being to identify and take action to remove or reduce systemic risks.
155

 The PRA is 

established as a subsidiary of the Bank of England and tasked with the prudential supervision 

of all “systemically important firms”
156

 including banks, building societies, insurers, credit 

unions, and major investment firms (currently nine investment firms are jointly regulated by 

the PRA and FCA)
157

 with the aim of ensuring that any failure would not undermine the 

stability of the financial system.
158

 The FCA will replace the FSA, taking responsibility for 

prudential and conduct of business regulation. Prudential regulation is for firms that do not 

fall within the scope of the PRA and will be conducted in partnership with PRA while the 

conduct of business regulation will be for all firms.
159
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The Remuneration Code has been inherited by the PRA and the FCA as part of the prudential 

regulation and is now under chapter SYSC19A of the Handbooks for both regulators
160

 with 

identical principles and rules. However, the FCA has other two codes under chapters 19B and 

19C. The 19B code is for Alternative Investment Funds (AIFs) and 19C covers BIPRU firms. 

However, this thesis will not focus on the categorisation of investment firms
161

 that the FCA 

introduced by amending the BIPRU firm definition and introducing a new IFPRU investment 

firm definition
162

 as the focus is going to be on the Remuneration Code under SYSC 19A 

which implements the CRD IV and the P&S which is aimed at significant financial 

institutions.  

4.4.2 Implementation of remuneration provisions in the CRD IV 

CRD IV reproduces to a large extent the remuneration provisions introduced by CRD III. 

However, the maximum ratio between fixed and variable pay has been approved and become 

part of the CRD IV with other changes as will be discussed under the EU chapter. In 

implementing CRD IV, both regulators PRA and FCA have copied out the relevant sections 

into SYSC 19A Remuneration Code.
163

 However, the FCA has amended the definition of the 

BIPRU firm and introduced a new term “IFPRU investment firms” in order to exempt BIPRU 

firms from the requirements of the CRD IV and SYSC 19A and subject them to the BIPRU 

Remuneration Code under the new chapter 19C of the SYSC which reflects the then existing 

Code. So these firms do not need to apply the rules on CRD IV including the ratio between 

fixed and variable pay.
164

 Rules on the CRD IV are incorporated into SYSC 19A which 

contains the Remuneration Code for both regulators. However, level one and two firms are 

expected to apply the ratio but not level three firms. FCA has clarified that all of the current 

investment firms that are subject to CRD IV and prudentially regulated by the FCA are at 
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level three.
165

 The PRA and FCA will also address the recommendations on remuneration in 

the PCBS report via consultation on a revised Remuneration Code in 2014.
166

 

4.4.3 The future of remuneration 

In July 2014, the PRA and FCA published a joint consultation paper to address the PCBS 

recommendations.
167

 The PCBS has made recommendations designed to improve 

remuneration practices among financial institutions. However, PRA and FCA are consulting 

on how to incorporate these recommendations into the Remuneration Code by requiring firms 

to defer payment of variable remuneration for a minimum of five or seven years depending 

on their seniority. For senior managers this is a minimum of seven years with vesting starting 

no earlier than the third year after the award and no faster than pro rata between years three 

and seven. Five years for other MRTs with vesting would be pro rata. The idea behind 

increasing deferral is to capture the business cycles thus exposing employees to the downside 

of their decisions. However, it will be difficult to use deferral as the only method of capturing 

the cycle which can run for a period of 20 years. Thus, to improve ex ante measures for risk 

adjustment it is probably better to take such risks into account, particularly those arising from 

long-term securities (for example ABS & CDOs) and mortgages.  

In addition to the newly introduced measure of allowing PRA firms to recover payment even 

if this has been paid out or vested for seven years in certain circumstances which the FCA is 

also consulting on,
168

 it is proposed to further enhance this to ten years for senior 

management when risk management or conduct failings come under internal or external 

investigation (including from an overseas authority). The purpose of this extension is to allow 

firms to recover payment beyond seven years when a regulatory investigation or internal 

investigation is conducted into incidences related to remuneration that has been awarded or 

paid. Increasing deferral may contribute to a rise in the level of remuneration as a 

compensation for the length of waiting. Moreover, it is unclear what will happen if the 

investigation starts after seven years or if the extended period has elapsed and the 
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investigation is still under process. Although it is rare for an investigation to last for that 

length of time, it is possible.  

The proposal sets out options for addressing the fact that employees sometimes avoid the 

application of malus by changing firms. The options are that former employers should 

maintain unvested awards, applying malus to bought-out awards, banning buy-outs, or using 

the new clawback rules as an alternative. Thus the regulators are inviting views on the best 

way of dealing with the problem stating the advantages and disadvantages of each option. 

The proposal also deals with the issue of revenue recognition and accounting rules on fair 

value when it is used to calculate variable remuneration as well as the limits of some 

performance measures. The PRA and FCA want firms to calculate profit for the purpose of 

determining the size of bonus pools by deducting a prudential valuation adjustment figure 

from fair value accounting profit in line with the requirement that banks need to report their 

prudent valuation adjustment of fair value positions quarterly. However, this proposal did not 

deal directly with the issue of revenue recognition as firms will continue to realise revenue 

before it is paid in accordance with accounting standards which are based on accrual but 

adjustment to the fair value of those revenues will be required. The full effect of such a 

proposal remains to be seen. In addition, the regulators want to introduce rules that simple 

revenue-based measures such as RoE, EPS and TSR may not be relied on to determine 

variable remuneration at aggregate or individual level unless they are used as a part of a 

balanced and risk-adjusted scorecard. 

Finally, in keeping with the PCBS recommendation on this matter, the regulators are 

intending to make it an explicit requirement that non-executives do not receive variable 

remuneration. 

4.5 Conclusion 

The development of regulation of incentive-based remuneration in the UK was discussed in 

this chapter, which began by analysing the issue of incentive-based remuneration as it has 

been addressed in various reports since the financial crisis. It then proceeded to examine the 

work done by the FSA before it ceased to exist. Following that, the chapter considered 

potential future developments relating to incentive-based remuneration which may be 

suggested by the new regulators, the PRA and FCA. 
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The reports discussed in this chapter all agreed on the need for control of incentive-based 

remuneration, but express different views on how this should be done. In the Turner review, 

the case was made for the need for alignment with international developments to preserve the 

City of London as a major financial centre.
169

 Walker introduced what was regarded as the 

strictest code at that time,
170

 recommending that the FSA incorporate its recommendations 

into its own Remuneration Code on a comply or explain basis.
171

 The PCBS described the 

widespread claims that increasing regulation would position UK at a competitive 

disadvantage as “overstated”. 

The Remuneration Code was introduced to tackle the problem of excessive risk taking being 

encouraged by remuneration structures. When the FSA was replaced in April 2013 by three 

separate bodies, the FPC, PRA, and FCA, the Remuneration Code was retained by both the 

PRA and FCA under SYSC 19A. However, EU-level changes in the form of the Alternative 

Investment Fund Managers Directive and CRD IV, together with the PCBS report, led to 

further changes. These are discussed in this chapter which analysed the measures introduced 

in the UK to tackle the problem of mis-alignment between reward and risk in the financial 

sector and explored how international and EU rules on remuneration in the financial industry 

have been implemented. 
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Chapter 5 European measures to control remuneration practices 

5.1 Introduction 

In 1998 the EU started to take steps aimed at the integration of financial services. Issues 

related to corporate governance at that time were believed to be of limited relevance. 

However, corporate scandals in Europe and the introduction of the Sarbanes-Oxley Act in the 

USA changed the direction of the integration process and corporate governance became part 

of the pan-EU agenda. The starting point was the Recommendations made by the Winter 

Report of 2002,
1
 which were followed by an Action Plan

2
 for implementing these 

Recommendations. Later, Recommendations in 2004
3
 and 2005

4
 respectively from the 

European Commission (EC) were aimed at removing core conflicts in the decision-making 

process by setting up an independent body to decide the level and make-up of the 

remuneration of executive directors. This initiative was enhanced by defining and 

strengthening the role of independent directors and giving shareholders a “say on pay” in the 

remuneration-setting process. Disclosure requirements were recommended to facilitate 

shareholder involvement and influence the media’s ability to embarrass executives. 

Therefore, it can be seen that pre-crisis reform refrained from intervening directly in the 

structure of remuneration, even in the form of a non-binding recommendation.   

The financial crisis of 2007 affected the regulation of remuneration. Excessive remuneration 

caused public outrage with people facing wage cuts or even job losses, whilst bankers were 

enjoying large bonuses. Therefore, the EC issued three communications to assist Member 

States to safeguard their financial systems when bailing out companies, which included 
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aspects of the direct control of excessive remuneration in the ailing banks. The High-level 

Group
5
 was set up and tasked with offering proposals to strengthen European supervisory 

arrangements covering all financial sectors, with the objective of establishing a more 

efficient, integrated and sustainable European system of supervision. The report issued by the 

Group, known as the de Larosière Report, included remuneration among the issues it covered 

and explicitly accused remuneration practices of running counter to effective risk 

management.  

Shortly after the de Larosière Report was issued, the CEBS published its High-level 

Principles for Remuneration Policies, in April 2009, which were repealed in a later 

publication of the EBA, in 2011.
6
 In the same month, the EC also published two 

Recommendations,
7
 dealing with the remuneration of directors of listed companies, and the 

second on remuneration in the financial sector. These Recommendations represented a 

turning point in the EC’s approach to tackling remuneration practices. While the EC refrained 

from intervening directly in the structure of remuneration, these Recommendations explicitly 

designed the remuneration for listed companies and financial institutions through non-binding 

recommendations. However, the financial sector Recommendation is more demanding. 

Another turning point was mandating the structure requirements as a result of the need to 

implement the P&S and the unsatisfactory and non-uniform implementation of financial 

sector recommendations by the Member States. The EC pressed for the inclusion of 

remuneration regulation in the CRD III.  

In July 2011, the EC introduced a proposal for two European legislative instruments.
8
 The 

proposal referred to as CRD IV contains a directive
9
 and regulation.

10
 The regulation or the 
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CRR, which is directly applicable with immediate effect in all Member States, contains 

provisions relating to disclosure of remuneration, the “single rule book” and the Basel III 

prudential reforms. The directive, which needs to be enacted by Member States, includes 

provisions related to remuneration, corporate governance and transparency, and the 

introduction of buffers. CRD IV carries out all the remuneration provisions in the CRD III 

and adds to them. The most notable modification is the introduction of the capping of 

variable remuneration to a ratio of the fixed pay. Principles related to corporate governance 

which are usually applied on a soft law basis have been upgraded by the directive to become 

a hard law which needs to be implemented by member states.  

This chapter will analyse these issues in the sections which follow. 

5.2 Pre-crisis measures for reforming remuneration 

5.2.1 The Winter report 

Harmonisation of the rules relating to company law and corporate 

governance, as well as to accounting and auditing, is essential for creating a 

Single Market for Financial Services and products.
11

 

The motivation for urgent action to achieve the integration of financial services throughout 

the EU came from the Cardiff European Council in June 1998. It had become clear that the 

integration of financial services was a prerequisite for the accomplishment of the EU’s 

economic potential following the introduction of the euro. The Financial Services Policy 

Group, made up of ECOFIN (Economic and Financial Affairs Council) ministers and 

representatives of the European Central Bank, under the Chair of the EC, was given the task 

of identifying priorities for action. In October 1998, the EC published a Communication 

setting out a Framework for Action on Financial Services, followed by the Financial Services 

Action Plan (FSAP) itself in May 1999.  
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The FSAP was aimed at opening up a single market for financial services in the EU. Started 

in 1999, it comprises 42 measures designed to harmonize Member States’ rules on securities, 

banking, insurance, mortgages, pensions, and all other forms of financial transaction.
12

 

However, efforts to harmonize corporate governance structure and control were blocked by 

Member States, as each wanted to pursue its own interests.
13

 Moreover, the EU had explicitly 

refrained from taking any initiatives in the area of corporate governance as differences in 

standards were not seen to distort the free movement of goods or services, and the 

subsidiarity clause came into play. This attitude changed as a result of corporate scandals in 

the EU and the Enron affair that led to the adoption of the Sarbanes-Oxley Act in the USA.
14

 

The EC was eager to have a unified European code for corporate governance, like 

the Organisation for Economic Co-operation and Development code, which would replace 

the existing individual codes in the European states.  

The EC launched a review of existing codes of corporate governance and in July 2001 the 

High-level Group of Company Law Experts
15

 was set up to advise the EC on a modern EU 

framework for company law which would include corporate governance.
16

 Headed by Jaap 

Winter, the Group presented its report in November 2002. The Winter Report represents the 

starting point in the debate on corporate governance at a pan-European level. It was not in 

favour of a single European code of corporate governance, as this would not achieve full 

information for investors and would not contribute significantly to the improvement of 

corporate governance in Europe.
17

  

The report’s recommendations were based on the concept of “shareholder democracy”. As 

Lannoo and Chaturyan have stated, the report focused on efficiency measures to mitigate the 

agency problem associated with dispersed ownership, which is in the view of some is not 
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effective in mitigating the agency problems associated with concentrated shareholder 

structures in most of the EU Member States.
18

  

5.2.2 The 2003 Action Plan  

The then EU Internal Market Commissioner Frits Bolkestein promised an Action Plan to take 

forward the recommendations of the Group. The plan was published in a Commission 

Communication on 21 May 2003, entitled “Modernising Company Law and Enhancing 

Corporate Governance in the European Union - A Plan to Move Forward”. The 

Communication endorsed fully and unconditionally the recommendations made by the Winter 

Report. The then Commissioner stated that:  

Company law and corporate governance are right at the heart of the political 

agenda, on both sides of the Atlantic. That’s because economies only work if 

companies are run efficiently and transparently. We have seen vividly what 

happens if they are not: investment and jobs will be lost; and in the worst 

cases, of which there are too many, shareholders, employees, creditors and the 

public are ripped off. Prompt action is needed to ensure sustainable public 

confidence in financial markets. The Action Plan provides a clear and 

considered framework combining new law where necessary with other 

solutions. It will help deliver the integrated and modern company law and 

corporate governance framework which businesses, markets and the public 

are calling for. The Commission is shouldering its responsibilities: Corporate 

Europe must shape up and do the same. Working in partnership, we have a 

unique opportunity to strengthen European corporate governance and to be a 

model for the rest of the world.
19

  

The Action Plan outlined the reasons why initiatives to reform company law and corporate 

governance needed to be taken at the EU level as follows: the growing trend of European 

companies to operate cross-border in the Internal Market; the integration of European capital 

markets; the rapid development of new information and communication technology; the 

forthcoming enlargement of the EU to encompass 10 new Member States; and the impact of 

recent financial scandals on promoting new debate. The Action Plan also outlined two main 
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objectives: strengthening shareholder rights and third party protection, and fostering 

efficiency and competitiveness in business.
20

  

5.2.3 Assessment of the effectiveness of the Action plan and the Winter report in 

dealing with remuneration 

The main concern of the Action Plan and the Winter Report with regard to remuneration was 

the conflict of interest caused by the remuneration-setting process combined with awareness 

of the different ownership structures (dispersed and blockholding) in different European 

Member States. The Winter Report, however, provided the same solution for both types of 

ownership. It acknowledged that blockholding ownership structures, with controlling 

shareholders, have the benefit of closely monitoring executives, but noted that this kind of 

ownership creates another agency problem between the minority shareholders and controlling 

shareholders. This requires monitoring by non-executive directors or supervisory directors on 

behalf of minority shareholders.
21

 Both the Action Plan and the Winter Report described 

executive remuneration as a key conflict of interest and called for it to be set by non-

executive directors or the supervisory board who are, in the majority, independent.
22

 

However, the Winter Report noted the existence of different board structures among 

European states, in which some have controlling shareholders and employees sitting on the 

board and, therefore, reject the Anglo-American requirement that remuneration committees 

should consist entirely of independent directors.
23

 The Winter Report was of the view that 

despite the fact that executive remuneration represents a key area of conflict of interest, 

tackling the problem should not be based on prohibiting certain types of remuneration, as the 

level and form of remuneration should be left to the companies and their shareholders. In the 

view of the Winter Report, reform should be based on governance control and adequate 

information rights to facilitate this.
24
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This approach, adopted by both the Winter Report and the EC in its Action Plan, was also 

aimed at improving individual disclosure as a further control on remuneration, and not by 

structural requirements as to the form of remuneration. It was recommended that the 

remuneration of executive, non-executive, or supervisory directors, should be disclosed in 

detail in the annual financial statement of the company. The disclosure was expected to cover 

financial and non-financial benefits derived from the company, including golden parachutes 

and pension rights and other perquisites. The report also called for effective accounting and 

shareholder approval of shares granted and share option plans, with costs to the company 

resulting from these plans being accounted for in the annual accounts.
25

 

The Winter Report and the Action Plan did not, however, fully address the monitoring 

mechanism by shareholders of remuneration practices. Although it was suggested that a 

remuneration report should form part of the annual financial statement, there were no voting 

rights recommended by the Winter Report equivalent to those in the UK at that time. The 

Winter Report did not believe that “a shareholder vote on the remuneration policy generally 

should be an EU requirement, as the effects of such a vote can be different from Member 

State to Member State”.
 26

  Instead, the report recommended that remuneration policy be 

debated on the basis of a comprehensive disclosure of the policy, without having to go 

through the process of tabling shareholder resolutions.
27

 However, the Winter Report 

recommended prior approval by shareholders to the granting of shares, options plans, other 

share incentive schemes, and any substantial changes. This approval relates to schemes and 

not to the individual remuneration of directors under these schemes.
28 

The approval which 

this required was introduced in most Member States and was seen as approval of the change 

in capital structure and not a form of shareholder control over executive remuneration.
29

 

Therefore, the Commission’s pan-EU approach to remuneration appears to have been 

designed to remove core conflicts from the pay-setting process via the remuneration 
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committee.
30

 Reform was expected to proceed via the remuneration committee, which 

provides a visible form of control, and a strengthening of the role of independent directors, 

which is the approach adopted by the EU and by many Member States. Given the rise in 

shareholder activism, it could also address the nature of the role played by shareholders by 

formally strengthening the role they play in the remuneration-setting process. 

5.2.4 Two important recommendations in 2004 and 2005 

Reflecting on the above, two important recommendations on directors’ remuneration and the 

role of non-executive directors or the supervisory board resulted from this Action Plan. 

Measures to improve remuneration governance and disclosure were adopted by the EC in 

2004 and 2005.
31

 The reform proposed by the two recommendations covers the same three 

areas: disclosure, shareholder voice, and the composition of the remuneration committee. 

The recommendations covered the four key disclosure requirements proposed by the Winter 

Report,
32

 which are seen as following Anglo-American best practice.
33

 The recommendations 

require companies to disclose in their annual report, or in a separate report, general 

information on remuneration policy as well as giving as an overview of the manner in which 

the remuneration policy was implemented in the previous financial year. This serves to allow 

evaluation of incentive effects and facilitate assessment of the remuneration policy by 

shareholders. The emphasis is on providing information on the following: the relative 

importance of the variable and non-variable components of director remuneration; 

performance criteria; the link between pay and performance; the parameters and rationale for 

cash or non-cash bonus schemes; any supplementary pension or early retirement schemes for 

directors; and details of the duration and terms of executive contracts as well as the notice 

period and any provision for termination payments and other payments linked to early 

termination. The report on remuneration policy should also provide information concerning 

the decision-making process of the remuneration policy, including the mandate and 
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composition of the decision-making body, the names of external consultants whose services 

have been used in determining the remuneration policy, and the role of the shareholders.
34

  

Individualized disclosure of executive director remuneration was also recommended. This 

includes details of total remuneration, which covers fixed pay, including salary, bonus and 

profit sharing, togather with the reasons why this was granted. Any additional payment for 

special services, termination payments, and other non-cash benefits should also be disclosed. 

Additional information is required for any share-based remuneration and any supplementary 

pension schemes. For shares and share options, information regarding the number of shares 

or share options offered, exercised and unexercised, and any change to the terms and 

conditions of the plans occurring during the year should be disclosed. With regard to pension 

schemes, this depends on the scheme. If it is a defined-benefit, changes in the director’s 

accrued benefits during the relevant year are to be disclosed; if it is a defined-contribution, 

information on the contributions paid or payable by the listed company for each director 

during the relevant financial year is to be disclosed.
35

 This disclosure requirement was only a 

recommendation to achieve harmonization across the EU Member States via minimum 

standards, and was not as high as the disclosure requirements introduced in the UK by law in 

2002. 

Shareholder voice became an element in the European reform of remuneration regulation 

following the 2004 recommendation although this was not supported by the Winter Report. 

This has probably been influenced by the different ownership structures in different European 

states (as it is not likely to have any significant effect on blockholding structure ownership) 

and by the so-called “rational apathy”, which was seen as a disadvantage by the Winter 

Report whereby shareholders would prefer to sell out their holdings rather than monitor and 

influence corporate performance. However, a shareholder vote would not have the desired 

effect without tabling a detailed remuneration policy at the AGM with clear accurate 

clarification regarding the link between remuneration and performance on a multi-year and 

peer comparison basis. In this way shareholders would be able to assess the remuneration 

level and form. The EC recommended submitting the remuneration policy to the AGM for 
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either an advisory or mandatory vote.
36

 However, the EU is in the process of including new 

voting requirements similar to those introduced in the UK, and such requirements will form 

part of the updated Shareholders’ Rights Directive.
37

 

Another reform applies to a vote on share options, a reform which has been introduced in 

many European countries and is linked to a change in capital structure rather than a vote on 

remuneration policy. Moreover, share granting and any long-term incentive plans as well as 

any change to the schemes’ main terms would require shareholder approval.
38

 Information 

regarding dilution and how the firm plans to provide the shares should also be provided.
39

 

The third element in the reform relates to the effective governance of the body that decides 

the remuneration policy. This body can be the supervisory board (in a two-tier board system) 

or the remuneration committee (in a one-tier board system). This recommendation on the role 

of non-executive or supervisory directors of listed companies and on the committees of the 

(supervisory) board was set out in the 2005 recommendation and stems from the Anglo-

American convention, as noted by Ferrarini and Moloney. They add that at the heart of this 

recommendation is the Commission’s view that independent board oversight, provided this 

independent board has the essential resources and ability to challenge management decisions, 

will protect the interests of shareholders and reduce the agency cost across both structures of 

ownership.
40

 Therefore, the assumption is that non-executive directors will play a vital role in 

protecting the interests of shareholders against management in dispersed ownership, ensuring 

that the interests of minority shareholders are considered in blockholding ownership.  

The Commission Recommendation states that a remuneration committee in both governance 

structures (dispersed and blockholding) is essential for solving the conflict of interest that is 

inherent in the remuneration-setting process.
41

 If a remuneration committee is set up, the EC 

wants it to be composed exclusively of non-executive or supervisory directors with the 
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majority of its members being independent. However, the Commission refused to offer a 

precise definition of “independent” owing to the different situations and circumstances which 

affect the independence of a director from one Member State to another and the rapidly 

evolving best practice in defining this term.
42

 Instead, the Commission listed the threats 

affecting a director’s independence, providing the general view that “independence” refers to 

a director who is “free of any material conflict of interest”.
43

 To help national regulators 

define independence for their own purposes, the Commission listed some general criteria.  

The Commission’s Recommendation divided the role of the remuneration committee into 

four main areas. The first related to executive or managing directors’ remuneration. The 

remuneration committee’s role is to propose a remuneration policy for executive directors 

detailing all forms of remuneration − fixed, variable, pension, and termination payments− for 

the board’s approval, explaining the objectives and evaluation criteria for achieving 

alignment between executive pay and the long-term interests of shareholders. This represents 

support from the Commission for firms in adopting performance-related payment with 

clarification of the objectives of the plan and its evaluation criteria.
44

 In addition to proposing 

individual remuneration for executive directors, the remuneration committee should also 

provide suitable forms of contracts for executive directors.  

The second aspect of its role is related to making general recommendations to the board with 

regard to the level and structure of senior management remuneration, as well as monitoring 

the level and structure of senior management remuneration based on the information provided 

by executive directors.  

The third area which it covers is share options and share grant schemes. The committee 

should debate the general policy regarding the granting of such schemes, review the 

information provided on this topic in the annual report and to the shareholder meeting, where 

relevant, and make proposals to the board concerning the choice between granting options or 

subscribing shares, specifying the reasons for the choice as well as the consequences that this 

choice has.  
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The fourth area regards the operation of the remuneration committee. This should consult the 

chair and/or chief executive about their views relating to the remuneration of other executive 

or managing directors. Moreover, the remuneration committee should be able to seek help 

from external consultants in obtaining the necessary information on market standards for 

remuneration systems with sole responsibility for establishing the selection criteria, and 

selecting, appointing and setting the terms of reference for any remuneration consultants. 

However, the Recommendation did not ask for disclosure concerning any relationship 

between the firm and the external consultant. Such consultancy firms usually offer a variety 

of services to their clients which might trigger a conflict of interests, as the external 

consultant might choose to support what executives want in order to secure a contract for 

other services.  

Thus, these reforms can be seen as less interventionist and more flexible than those which 

were introduced regarding disclosure and shareholder voice.
45

 This flexibility comes from the 

fact that there is no requirement for the remuneration committee to be wholly composed of 

independent directors. Moreover, the function of the remuneration committee can be 

performed by a small supervisory board in a two-tier board structure if this board meets the 

requirement of having an independent majority. The recommendation of shareholder voice 

did not take into account the relative weakness in relation to the dominant position of large 

shareholders in the blockholding system. The dominant position suggests a greater need for 

independent non-executive directors to help balance the power between the management and 

the large shareholders on the one hand and the minority shareholders on the other. However, 

independent directors need to have the knowledge, skills, resources and information, 

commitment and experience to engage effectively, which the Recommendation sets out, while 

delegating the responsibility of monitoring and assessing the independence, competence and 

commitment of a director on the board to shareholders and the markets via the disclosure 

requirement.
46

 

In 2006, a review of the Action Plan resulted in prioritization of the strengthening of 

shareholder rights, but also acknowledged that there was a growing sense of regulatory 

fatigue and the need to pause and allow both businesses and investors more time to digest 
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recent legislation.
47

 In July 2007, the Commission published two reports which reviewed the 

extent to which Member States had implemented the 2004 and 2005 Recommendations.
48

 

The two reports found that all the Member States had issued corporate governance codes and 

most codes were to be applied on a comply-or-explain basis. However, the reports identified 

certain areas in which the Recommendation’s principles had not been adequately followed 

and implemented. 

5.3 Measures taken during the first phase of the crisis 

The thesis will now provide an overview of the measures taken by the EU to impose limits 

and restrictions on remuneration for institutions which received state aid and the 

Communications issued by the EC to those institutions which recapitalized and received state 

aid.  

European financial markets were deeply affected by the US sub-prime crisis.
49

 The financial 

crisis demanded a governmental response at the national level
50

 to safeguard the integrity of 

domestic banking markets; however, any domestic response also had to be set against the 

context of the EU measures to allow Member States to intervene in order to stabilize their 

respective banking sectors. Recapitalization of financial institutions, guaranteeing schemes 

for certain type of activities such as inter-bank lending, asset disposals and “bad bank” 

solutions, and the nationalization of distressed institutions might have been in breach of 

established EU state aid rules intended to prevent selective economic intervention by the 

Member States liable to distort competition and trade within the EU.
51
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Owing to the exceptional nature of the unfolding crisis, however, the Commission made it 

clear in its Communication of 13 October 2008 that it would apply state aid rules flexibly and 

purposively, and recapitalization schemes were one of the key measures that Member States 

could take to preserve the stability and proper functioning of financial markets.
52

 A similar 

statement made by the ECOFIN Council on 7 October 2008 and the Eurogroup meeting on 

12 October 2008 concluded that:  

Governments commit themselves to provide capital when needed in 

appropriate volume while favouring by all available means the raising of 

private capital. Financial institutions should be obliged to accept additional 

restrictions, notably to preclude possible abuse of such arrangements at the 

expense of non-beneficiaries… [and]… legitimate interest of competitors must 

be protected, in particular through the state aid rules.
53

  

This Communication was followed by others: on 5 December 2008 there was a 

Communication on Recapitalization of Financial Institutions;
54

 followed on 25 February 2009 

by the Impaired Assets Communication.
55

 These recommendations were aimed at preserving 

financial stability by introducing measures to guarantee schemes, recapitalization, and 

winding up or nationalization.  

However, the intervention by Member States to rescue financial institutions came at a cost, 

such as a restrictive policy on dividend payment (as seen with Northern Rock and the Lloyds 

TSB takeover of HBOS, which followed the condition that no dividends were to be paid to 

private shareholders until the government’s preference shares had been repaid),
56

 an increased 

solvency ratio and limits on executive remuneration. These limits provided in the ECOFIN 

Council and the Communications referred to “the application of state aid rules to measures 

taken in relation to financial institutions in the context of the current global financial crisis” 
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and stressed, inter alia, that the management of rescued banks should not retain undue 

benefits and that governments could have the power to intervene in remuneration.
57

  

The Communication on “The recapitalization of financial institutions in the current financial 

crisis: limitation of the aid to the minimum necessary and safeguards against undue 

distortions of competition” was intended to set standards for bank recapitalization in order to 

ensure adequate levels of lending to the real economy and stated limits and restrictions on the 

remuneration of the recapitalized banks.  

Finally, the third Communication on “The treatment of impaired assets in the Community 

banking sector” presented the framework for removing toxic assets and underperforming 

loans requiring a cap on executive remuneration to be considered. It is clear that these 

measures for curbing bankers’ remuneration were conditions for accessing state aid. 

However, as a result of lessons learned from the financial crisis, public outcry and political 

pressure, regulation of remuneration has been extended to all banks permanently. However, 

the start of the permanent regulation of remuneration in the EU came with the de Larosière 

Report.  

5.4 The de Larosière Report and remuneration 

Following the financial crisis, the High-level Group on Financial Supervision in the EU 

published its report in February 2009. In its report, the Group, chaired by Jacques de 

Larosière, identified a number of failures in corporate governance.
58

 Incentive contracts were 

considered to be an important aspect of the failure in corporate governance. In a similar way 

as that seen in the Turner Review, the report identified two dimensions to this problem: one 

was the often excessive level of remuneration in the financial sector; the other was the 

structure of this remuneration, notably the fact that it induced risk-taking at a level considered 

to be too high, encouraging short-termism to the detriment of long-term performance. The 

report explained that:  

[S]ocial-political dissatisfaction has tended recently to focus, for 

understandable reasons, on the former. However, it is primarily the latter issue 

which has had an adverse impact on risk management and has thereby 
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contributed to the crisis. It is therefore on the structure of remuneration that 

policy-makers should concentrate reforms going forward.
59

 

However, although the report asserted the need to re-align the incentives of remuneration 

contracts with the interests of shareholders and long-term profitability, it was silent on the 

agency problem between shareholders and society or taxpayers. The view of the report on 

reforming remuneration practices centred around full disclosure, paying bonuses based on 

multi-year assessment, no guaranteed bonuses, and financial institutions being overseen 

closely by supervisors.
60

  

5.5 The post-crisis measures adopted by the EU  

5.5.1 The EC Recommendations 2009 

Building on the recommendations of the de Larosière Group, the CEBS published its High-

level Principles for Remuneration Policies on 20 April 2009. However, these principles were 

repealed by its successor, the EBA, following the publication of its Guidelines on Internal 

Governance in September 2011.
61

 These High-level Principles were shortly followed by two 

sets of Recommendations from the Commission regarding 1) the remuneration of directors of 

listed companies,
62

 and 2) remuneration policies in the financial services sector,
63

 which were 

also aimed at endorsing the P&S. The EC became the first to implement the FSB principles 

with more detail than the principles.
64

 These two Recommendations sought to contribute to 

the long-term viability of companies and reduce risks to financial stability.
65

 However, the 

Recommendations are non-legally binding guidance and provide best practice. Those 

Recommendations were the first steps in the Commission’s plan to improve the regulation of 

remuneration by aligning incentives with risk management and the long-term sustainable 

performance of companies, as they were followed by the CRD. 
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5.5.1.1 Listed company directors’ pay 

The Commission issued a Recommendation, in April 2009, to complement its two previous 

Recommendations of 2004 and 2005. The Recommendation of 2009 regarding the regime of 

remuneration for directors of listed companies focused on the structure of directors’ 

remuneration and the process of the design and operation of the remuneration policy for 

directors of listed companies.
66

 The Commission recognized that “remuneration structures 

have become increasingly complex, too focused on short-term achievements and in some 

cases led to excessive remuneration, which was not justified by performance”.
67

 Therefore, 

the Recommendation on the regime for the remuneration of directors of listed companies has 

focused on six main areas.  

The Recommendation asserted the need for the structure of remuneration to promote long-

term sustainability of the company with the variable elements being linked to predetermined 

and measurable performance criteria which should include non-financial criteria relevant to 

the long-term success of the company. The limit on fixed components of remuneration should 

be sufficient to allow companies to stop paying the variable component in underperforming 

year(s) when the performance criteria are not met and the variable component should be 

limited. To promote long-term performance, the Recommendation advised using deferral 

techniques for a major part of the variable component for three to five years in order to 

enable firms to take account of long-term implications and reduce the unpaid parts 

accordingly. Companies should also be able, through contractual agreements, to reclaim 

variable components of remuneration that were paid on the basis of data which proved to be 

manifestly misstated.  

The Commission allowed termination payments on three conditions. The first is that they do 

not reward failure or are not to be paid if the termination is due to inadequate performance. 

Secondly, they must be used for the primary purpose of providing a safety net in the case of 

early termination of a contract and not when a director leaves on his or her own account. The 

third is that termination payments should be set at a pre-determined limit in terms of amount 

or duration, which, in general, should not be more than two years’ annual remuneration and 
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should only be on the basis of the non-variable component of the annual remuneration. 

However, this does not preclude termination payments in situations of early termination of a 

contract due to changes in the strategy of the company or in merger and/or takeover 

situations. 

Schemes which award shares, share options or any other rights to acquire shares or be 

remunerated on the basis of share price movements also feature in the Commission’s 

recommendation. The Commission believes that this kind of scheme should be linked to the 

performance and long-term value creation of the company and wants to impose a minimum 

period of three years for vesting and another three years for exercising after the vesting and 

award. This division between vesting and exercising along with the requirement to retain a 

number of shares until the end of a director’s mandate is a way of preventing directors from 

making short-term profits and employing market manipulation,
68

 which is similar to what 

Bebchuk and Fried called for in their book Pay without Performance.
69

 In addition, the 

Commission wants these schemes to be subjected to predetermined performance conditions 

and not simply linked and awarded based on share price movements.  

The final point is that the remuneration of non-executive directors should not include shares 

in order to prevent conflicts of interest. However, it is possible that this prohibition of 

awarding shares to non-executive directors might detach them from the company they 

oversee. Thus, the way that executive directors are provided with incentives to align their 

interest with shareholders should also be used with non-executive directors. Remunerating 

non-executive directors with shares or share profits equivalent will make them think like 

shareholders and act effectively. The current practice of remunerating non-executive directors 

with a payment based on their time does not help to ensure that they make a valuable 

contribution in the interests of shareholders. 

The 2009 Recommendation aims at improving the structure of remuneration in the three 

aforementioned areas, and at strengthening the 2004 and 2005 Recommendations with regard 

to disclosure, shareholders, and remuneration committees. The Commission felt it was 

necessary to ensure that the remuneration statement recommended in 2004 should be clear 
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and easy to understand, and should contain: an explanation of how the chosen performance 

criteria contribute to the long-term interests of the company and which methods have been 

applied to determine whether those criteria have been fulfilled; sufficient information on 

deferment periods which are applied to the variable components of the remuneration; 

information on the policy regarding termination payments; information on vesting periods 

and retention periods after vesting for share-based remuneration; and information on the 

composition of peer groups by whom the remuneration has been examined.  

The Recommendation also went on to strengthen the role of shareholders by reinforcing the 

remuneration statement and urging that it should appear clear and easy to understand. It also 

asserted that shareholders, and in particular institutional shareholders, should attend general 

meetings where appropriate and should make considered use of their votes regarding 

directors’ remuneration. 

The Commission wants evidence that at least one member of the remuneration committee has 

knowledge of and experience in the field of remuneration policy, and also that members are 

exercising independent judgement and integrity. When using the services of a consultant, the 

remuneration committee should ensure that this individual does not also advise the human 

resources department or executive or managing directors of the company involved. The 

committee’s role should include: reviewing the remuneration policy for executive or 

managing directors, including the policy regarding share-based remuneration and its 

implementation; reporting on the exercise of its functions to the shareholders; being present 

at the AGM for this purpose, and ensuring that the remuneration of various individual 

directors was proportionate. 

5.5.1.2 Financial services’ pay 

The other Recommendation made on 30 April 2009
70

 concerned remuneration practices in the 

financial services sector. The Commission agreed with the de Larosière Group
71

 that 

excessive risk-taking in the financial services industry and in particular in banks and 

investment firms had contributed to the failure of financial undertakings and to systemic 

problems both in the Member States and on a global scale. Staff were encouraged by 
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incentive arrangements to pursue unduly risky activities which provided higher income in the 

short term, while exposing financial undertakings to higher potential losses in the longer 

term. Therefore, the Commission believed that the limitations in risk management and control 

systems had failed to deal with the risks created by inappropriate incentives due to the 

increasing complexity of these risks and the range of ways in which risk may be controlled.
 72

 

If the risk-taking incentives provided by remuneration practices were strong and effective, it 

would be consistent with the risk tolerance of a financial undertaking. Moreover, creating 

appropriate incentives within the remuneration system itself should reduce the burden on risk 

management and increase the likelihood that these systems would become effective.
73

 The 

Commission’s view is that the failures in remuneration practices lay in the remuneration 

policies, corporate governance arrangements and supervision.  

Against this background, the Commission adopted the Recommendation to be applied by 

Member States to all financial undertakings that include deposits and other repayable funds; 

provide investment services and/or undertake defined investment activities; are involved in 

insurance or reinsurance business; or perform business activities similar to any of the above, 

irrespective of their size and legal status, if they have a registered office or their head office is 

in the territory of a Member State.
74

 This was to avoid loopholes and prevent regulatory 

arbitrage between different sectors and institutions. It also applies to the remuneration of 

those categories of staff whose professional activities have a material impact on the risk 

profile of a particular financial undertaking.
75

 The reason for this extension in application to 

personnel beyond directors is to preserve incentives in remuneration schemes.
76

 However, 

fees and commissions received by intermediaries and external service providers in the case of 

outsourced activities lay outside the scope of the Recommendation, since they are covered by 

different legislation.
77
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The Recommendation covers the structure of pay, governance, disclosure and supervision of 

remuneration practices. The policies of payment for risk-taking staff should be consistent 

with and promote effective risk management.
78

 In the Commission’s view, achieving this is to 

strike an appropriate balance between core and variable pay, with the latter being set at a 

maximum limit to enable financial institutions to reduce or stop paying bonuses when 

performance criteria are not met by individuals, business units or the whole institution.
79

 

When a significant part of remuneration is awarded in bonuses, a major part of those bonuses 

should be deferred to take account of future risk.
80

 As well as this, financial institutions 

should use a multi-year assessment of performance to ensure that outstanding risks are taken 

into account throughout the business cycle, with a financial entity having the right to reduce 

or withdraw unpaid bonuses when calculations have been proven to be wrong as well as 

claiming back bonuses already paid based on data which later proved to be manifestly 

misstated.
81

  

As a means of using ex ante risk alignment between remuneration and risk, the Commission 

wants performance measures to include an adjustment for current and future conditions 

related to underlying performance which should take into account the cost of capital 

employed and liquidity required.
82

 Moreover, there should not be rewards for failure, 

especially in the case of early termination, even if such payment is based on a contract, as the 

Commission wants employment contracts of this type to be altered to link an early payment 

to the performance achieved over the period in office.
83

 Performance criteria should be 

transparent and staff should be informed in advance of the criteria that will be used to 

determine their remuneration and also about the appraisal process.
84
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The remuneration committee of a financial institution should be independent and have 

relevant expertise to avoid conflicts of interest.
85

 Moreover, the procedure for setting 

remuneration policy should be clear and documented with control functions involved in the 

design of the policy, but it should not be remunerated based on the success and failure of the 

business they oversee to avoid conflicts of interest.
86

 If appropriate, human resources 

departments and external experts can also be involved in the design of the remuneration 

policy.
87

 However, the ultimate decision concerning the policy and its oversight is left to the 

board.
88

 

The remuneration policy and any change to it should be disclosed by the financial 

undertaking in a clear way, which is easily understandable to relevant stakeholders. This 

disclosure may take the form of an independent remuneration policy statement, a periodic 

disclosure in annual financial statements or any other form.
89

 The disclosure should contain 

information on the decision-making process; the composition and mandate of the 

remuneration committee, if used; the name of the external consultant, if consulted; the link 

between pay and performance; the criteria used for performance and risk adjustment; the 

performance criteria on which the entitlement to shares, options or variable components of 

remuneration are based; and the main parameters and rationale for any annual bonus scheme 

and any other non-cash benefits.
90

 

Supervisors in EU Member States should take account of the size of the financial undertaking 

and the nature and complexity of its activities when addressing the question of 

proportionality.
91

 Authorities in the Member States should have the power to request and gain 

access to all the information needed for the purposes of evaluating and assessing an 

institution’s compliance with the Recommendation.
92

 At the same time, to facilitate the work 

of the authorities in the Member States, financial undertakings should communicate their 
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remuneration policy to the authorities and confirm their compliance with the principles set 

out in the Recommendation.
93

 

However, the Recommendations have no direct binding effect unless and until they are 

enacted into domestic legislation and Member States are unlikely to implement stringent rules 

which may place their own financial services at a competitive disadvantage. Moreover, 

Member States may interpret rules differently.
94

 Therefore, the Commission intended to 

examine and evaluate the application of the Recommendations by Member States. 

5.5.2 The Capital Requirements Directive IV 

In July 2009, the EC issued a proposal for a directive amending Directive 2006/48/EC 

relating to the strengthening of prudential regulation, and introduced a capital requirement for 

trading books and resecuritization as well as strengthening the prudential regulation of the 

remuneration structure and empowering supervisors to impose capital sanctions on financial 

institutions. The Commission’s report on the application of the 2009 Recommendations found 

that they were not being applied in a uniform or satisfactory manner.
95

  

The Commission Green Paper of 2 June 2010, on corporate governance in financial 

institutions and remuneration policies, identified a series of failures in corporate governance 

in financial institutions that needed to be addressed. Among the solutions identified, the 

Commission refers to the need to significantly strengthen requirements relating to persons 

who effectively direct the business of an institution, indicating that they should have 

appropriate experience and also be assessed as to their suitability to perform their 

professional activities. The Green Paper also underlines the need to improve shareholder 

involvement in approving remuneration policies.
96

 The European Parliament and the Council 
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noted the Commission’s intention to make legislative proposals, where appropriate, on those 

issues.
97

 

As the Commission was not happy with the implementation of the 2009 Recommendations, it 

suggested the inclusion of principles on remuneration in the proposal for CRD III. The reason 

for this inclusion was to strengthen the prudential regulation of the remuneration structure 

and empower supervisors to impose capital sanctions on financial institutions whose 

remuneration policies encouraged excessive risk.  

Moreover, the Commission wanted to implement increased EU compliance with the P&S by 

using a combination of enforceable regulation and supervisory oversight, as opposed to the 

USA, which chose to use a supervisory approach.
98

 However, the FSB had no preference for 

one approach over another, as FSB members may implement the approach they prefer.
99

 The 

way in which these requirements in the Directive should be implemented by Member States 

is explained by the guidance published by the CEBS.
100

 The rules contained in the CRD III 

are different from those in the previous Recommendations since they are now binding rules.  

The CEBS has been charged by the CRD III with issuing guidelines on sound remuneration 

policies in the banking sector to promote supervisory convergences in the assessment of 

remuneration policies and practices.
101

 In December 2010, the CEBS published the final 

version of the guidelines, which are intended to help national supervisors in the EU in 

implementing the CRD III requirements. However, in July 2011, the EC introduced a 

proposal for two European legislative instruments.
102

 The proposal is referred to as CRD IV 

and consists of a directive and regulation. The regulation or the CRR, which is directly 

applicable with immediate effect in all Member States, contains provisions relating to 

disclosure of remuneration, the “single rule book”, and the Basel III prudential reforms. The 
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directive, which needs to be enacted by Member States, includes provisions related to 

remuneration, corporate governance and transparency, and the introduction of buffers.  

CRD IV carries out all the remuneration provisions in the CRD III and adds to these. The 

most notable modification is the re-introduction of the capping of variable remuneration to a 

ratio of the fixed pay awarded.
103

 Principles related to corporate governance, which are 

usually applied on a soft-law basis, have been upgraded by the directive to a hard law which 

must be implemented by member states. However, as with the Recommendations, binding 

regulatory intervention has failed to meet the expectations of those who wanted an immediate 

crackdown on the levels of pay in the financial sector.
104

 The main features of the new 

remuneration requirements are detailed below. 

5.5.2.1 The main requirement 

The Directive’s main objective is implementing “international principles and standards at 

Union level”. It seeks to implement this by: 

introducing an express obligation for credit institutions and investment firms 

to establish and maintain, for categories of staff whose professional activities 

have a material impact on the risk profile of credit institutions and investment 

firms, remuneration policies and practices that are consistent with effective 

risk management.
105

  

This main requirement represents the Commission’s intention that remuneration policies and 

practices should supplement risk management functions and control excessive risk-taking in 

the case of those staff whose professional activities have a material impact on the firm’s risk 

profile.  

“Excessive risk-taking” is a vague term, as what might be judged excessive for some firms 

might not be for others. Therefore, this thesis adopts a similar point of view to the 

Commission which has indicated that excessive risk-taking is any risk level that is taken 

beyond the tolerance level of a firm’s risk profile.
106

 Achieving this requirement needs 
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financial institutions to align risk with the risk appetite, values and long-term interests of the 

credit institutions or investment firm.
107

  

Another term that is not clearly defined is the “long-term interest of the credit institutions or 

investment firm”. However, instead of defining the term, the Commission has recourse to the 

use of ex-ante and ex-post measures to align remuneration with the long-term interests of the 

institution to ensure sustainable growth exists and is maintained. The CRD IV has added a 

new requirement that the remuneration policy must take account of national criteria on wage 

setting and make a clear distinction between fixed and variable remuneration which will help 

to reduce the ability of institutions to circumvent the ratio rules. 

5.5.2.2 Scope and proportionality 

CRD IV
108

 applies to all EU credit institutions (banks and building societies)
109

 and 

investment firms (other financial institutions including certain fund and investment 

management firms) within the meaning provided by the Markets in Financial Instruments 

Directive (MiFID).
110

 Asset managers who are not regulated by the Undertakings for 

Collective Investment in Transferable Securities Directive (the UCITS Directive)
111

 or by the 

Alternative Investment Fund Managers Directive (the AIFMD)
112

 will be considered as 

investment firms in accordance with the meaning in MiFID.  AIFMD contains similar but not 

identical provisions for remuneration
113

 and UCITS V, as introduced in July 2014, contains 
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provisions on remuneration which are similar but not identical to those on CRD IV.
114

 

However, given the potential overlap which exists amongst the three directives it is not totally 

clear which should take precedence when more than one apply.  

The regulations have a wide scope of application, as EU parent institutions must ensure that 

all of their subsidiaries, including those located in non-EU jurisdictions, apply EU 

remuneration requirements and are at the same time subject to local jurisdiction 

requirements.
115

 EU subsidiaries and branches of a third or non-EU country are subject to the 

requirements in the CRD IV as well as staff performing services for an EU institution. The 

EU requirements are wider in application than the P&S, which are mainly aimed at 

significant financial institutions. However, the principle of proportionality might assist in 

avoiding the “one size fits all” problem and could aid different firms in applying the 

requirements in accordance with their size, internal organization, and the complexity and 

nature of their activities. However, certain requirements are applied on a firm-wide basis 

without differentiating between staff, such as those regarding guaranteed bonuses and 

personal hedging. 

As with CRD III, CRD IV is applied to those staff whose professional activities have a 

material impact on a firm’s risk profile. Those categories of staff should include at least 

senior management, risk takers, staff engaged in control functions and any employees whose 

total remuneration takes them into the same remuneration bracket as senior management and 

risk takers.
116

 Institutions are required to identify individual staff members to whom the 

requirements apply. However, unlike CRD III, CRD IV has charged the EBA to produce 

regulatory technical standards (RTS) specifying qualitative and quantitative criteria to 

identify categories of staff to whom particular provisions apply and submit them to the 

Commission for adoption.  

The EBA identified qualitative criteria based on the role and decision-making of staff 

members as specified in the RTS. Staff identified under the qualitative criteria cannot argue 

that they do not have a material impact on the institution’s risk profile. The quantitative 
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criteria are based on the total remuneration in absolute terms or in relative to other staff in the 

institution.
117

 Staff should be identified based on the quantitative criteria if their total 

remuneration exceeds EUR 500,000 per year; if they are included in the 0.3 per cent of the 

staff with the highest remuneration in the institution; or if their total remuneration is equal or 

greater than the lowest remuneration of certain staff who are identified under the qualitative 

criteria. The reason for using both quantitative and qualitative criteria is that an employee’s 

remuneration is an indicator of his/her responsibilities.  However, an employee can be 

excluded when he/she is only identified based on the quantitative criteria but does not have a 

material impact. The institution must notify the authority about employees awarded EUR 

500,000 or more. However, for staff receiving remuneration of EUR 750,000 or for staff 

included in the 0.3 per cent of the highest earners, prior approval of these exclusions is 

required and when the total remuneration reaches EUR 1,000,000 or more the authority need 

to notify the EBA before granting the exclusion. The exclusion must meet certain conditions 

to show that on the basis of the business unit where they work or on their duties and activities 

such employees have no material impact on the institution’s risk profile. 

The CRD IV allows institutions to apply the CRD IV provisions in different ways according 

to their size, internal organization, and the nature, scope and complexity of their activities. 

Size is determined by taking different factors into account. Acccording to the CEBS, these are 

the value of assets; liabilities or risk exposure; level of capital; and the number of staff or 

branches in the institution. Internal organization is related to the legal structure, being listed 

on regulated markets, the authorization to use internal/advanced methods for the 

measurement of capital requirements, or the corporate goals. The nature, scope and 

complexity of business activities are related to factors such as the type of licences involved, 

the category of clients, the proportion of riskier activities or clients to the total activities or 

clients, the national or international nature of the business activities, the measurability and 

predictability of the risks of the business activities, and the complexity of the products and 

contracts. Examples of this might be that “limited licence”  and “limited activity” institutions 

(being institutions that are deemed to be lower risk as they do not provide certain services, 
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such as dealing on own account or underwriting) may be given a certain flexibility in their 

application of the requirements.  

That is not to say that such principles of proportionality will allow these institutions to avoid 

any of the minimum obligations as set out in the CRD IV (such as the minimum portion of 

deferral of the variable remuneration or the minimum deferral period). However, certain 

requirements may be “neutralized”
118

 by the decision of the institution if this is reconcilable 

with the risk profile, risk appetite and the strategy of the institution (amongst other things).
119

 

Neutralization can be applied to the CRD IV requirement to establish a remuneration 

committee which is only applicable to significant financial institutions and disclosure 

requirements. The CEBS guidelines maintain that neutralization can be applied at institution 

level or in relation to specific staff.
120

 Proportionality and neutralization can serve as methods 

for facilitating industry efforts to find ways to circumvent the rules
121

 and thwart efforts to 

close all the loopholes by introducing the strictest regulation of remuneration practices. 

5.5.2.3 Governance of remuneration 

The EU requirement in this instance is that the company must ensure the design of 

remuneration policies is integrated in the risk management of the institution. The 

management body should adopt, and periodically review, the remuneration policies in 

place.
122

 This was interpreted by the CEBS guidelines which state that the management body 

in its supervisory function should act to design, approve and provide oversight for the 

remuneration policy of a firm.
123

 However, this management body should include non-

executive directors who collectively have sufficient knowledge of remuneration policies and 

structures to ensure alignment between remuneration and prudent risk-taking. The CEBS 

guidelines recommend remunerating the members of the management body who are 
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responsible for the supervisory function using fixed remuneration to avoid conflicts of 

interest.  

The CRD IV was silent on the issue of “say on pay” which is covered by the Commission 

Recommendation in 2009, regarding the remuneration of directors in listed companies; the 

CEBS guidelines stated that remuneration policy should also, where appropriate, be approved 

by the shareholders and reviewed annually by the board of directors at least. The revision 

should involve the close participation of internal control functions as well as external review 

when appropriate according to the proportionality principle to ensure that the remuneration 

policy is operating as intended and it is compliant with national and international regulations.  

Significant institutions in terms of their size, internal organization and the nature, scope and 

complexity of their activities should establish a remuneration committee. The committee 

should consist of non-executive members in the supervisory function, the majority of whom 

should qualify as independent. One member at least should have experience in aligning 

remuneration structure to institutional risk and capital profiles. The committee should prepare 

recommendations on remuneration for management and highly paid staff members to advise 

the board on the overall remuneration policy to the board; have access to internal and external 

advice; review the appointment of external remuneration consultants; help oversee the 

remuneration system’s design and operation; support in the assessment of the mechanisms 

designed to ensure that remuneration systems take account of all types of risks and are 

consistent with long-term sound and prudent management of the institution; and test how the 

remuneration system will react to future external and internal events by formally reviewing a 

number of possible scenarios. 

Staff engaged in control functions must be provided with appropriate authority to participate 

in the design, oversight, and review of the remuneration policy for other business areas. 

Attention should be paid to their remuneration so as not to compromise their independence by 

providing them with a variable remuneration that is directly linked to the financial 

performance of the business unit they oversee or to the institution-wide performance. Their 

variable remuneration should be contracted in favour of fixed pay and if it is provided should 

be based on function-specific objectives. 
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5.5.2.4 The structure of payment and risk-alignment measures 

The statements that the EU remuneration rules are “the strictest rules in the world on the 

bonuses paid to bankers”
124

 and that the rules are “world leading” are the result of the way 

the rules have regulated the structure of remuneration. The current design of the regulation 

has limited the ability and flexibility of financial institutions to structure their own 

remuneration, as it has described in extensive detail the components of remuneration and 

permits institutions very little room to manoeuvre within the structure, which could put them 

at a competitive disadvantage globally as well as with non-financial institutions in spite of the 

fact that there is no direct competition between financial and non-financial institutions. 

The CRD IV urges financial institutions to have a remuneration policy that is consistent with 

and promotes sound and effective risk management and does not encourage excessive risk-

taking. Such a policy should be in line with the business strategy, objectives, values and long-

term interests of the institution, and incorporates measures to avoid conflict of interest.
125

 

5.5.2.4.1 General prohibitions 

As with CRD III, CRD IV has prohibited and limited certain remuneration practices. These 

are guaranteed variable remuneration, severance pay, and personal hedging. As with CRD III, 

the CRD IV has limited the payment of guaranteed variable remuneration to the case of the 

exceptional circumstances of hiring new staff for the first year only. However, the CRD IV 

has added such guaranteed variable remuneration is only allowed if the institution has a 

sound capital base. In spite of allowing exceptional guaranteed variable remuneration the 

CRD IV states that “guaranteed variable remuneration is not consistent with sound risk 

management or the pay for performance principle and shall not be a part of prospective 

compensation plans”.
126

 However, these rules will give an advantage to firms in attracting 

talented employees by offering welcome or signing bonuses, whereas the current employer 

will be prohibited from countering the offer and offering a retention bonus as discussed in 

Chapter Four. However, if countering is allowed, as the UK regulator mentioned that it might 
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be in some cases, then there is no guarantee that firms will not use it to circumvent and 

escape the application of the CRD IV.  

Severance payment made without regard to performance can create a situation where the 

employee is encouraged to take excessive risk as they will get the bonus if they win the deal 

or transaction, or receive severance payment if they fail and are asked to leave. So, such 

payment must reflect performance achieved over time and does not reward failure or 

misconduct. However, the CEBS has clarified that termination payment for change in control 

or strategy is not precluded as well as termination payment that is required by employment 

law, such as payment related to the duration of a notice or redundancy, or contract law such as 

non-competition clause in the contract. 

Since the principles of remuneration are designed to expose employees to the downside of 

their conduct by reducing or cutting remuneration according to the performance, personal 

hedging and insurance contracts which transfer the downside risks to another party is 

prohibited. 

5.5.2.4.2 The balance between variable and fixed pay 

Unlike the P&S which recommended variable remuneration form a substantial part of the 

total remuneration,
127

 CRD III rules required firms to have a balance between fixed and 

variable pay to allow firms to operate fully flexible variable payments, which can be reduced 

or cut at any time when performance falls without specifying certain rules.
128

 However, CRD 

IV has amended this requirement by introducing a maximum ratio of variable remuneration 

to fixed pay. This ratio must not exceed 1:1 (i.e. variable bonuses are equal to fixed pay).
129

 

The maximum this can go is 2:1 if 50 per cent of shareholders participate in the vote and it is 

approved by 66 per cent or 75 per cent of the attending shareholders.
130

 A discount rate may 

be applied to a maximum of 25 per cent of total variable remuneration provided that it is paid 

in instruments that are deferred for a period of not less than five years.
131

 The present value of 
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future cash flow can be discounted by the interest rate taking into account the number of 

year(s) in which the cash will be received.  

However, the EBA has published guidelines on the applicable notional discount rate taking 

account of all relevant factors which are interest rate for EU government bonds, inflation rate 

of the Member State or third country, incentive factors for the use of long-term deferral of 10 

per cent for five years deferral, plus a further ‘add-on’ factor of four per cent for each 

additional year of deferral, and the number of deferred years.
132

 At least 40-60 per cent of 

variable remuneration must be deferred and 50 per cent of the total variable will paid in 

instruments. Remuneration is most likely to be divided into four parts provided that 50 per 

cent is deferred and 50 per cent paid in instruments. The half that is paid upfront will consist 

of cash and instruments and the other half which is deferred for a minimum of three to five 

years will also consist of cash and instruments. Thus, a discount rate of a maximum of 25 per 

cent will apply to the deferred part that is paid in instruments or some of it provided that it is 

deferred for a period not less than five years.
133

  

The argument of having a balance or ratio is not a convincing argument. Firms can operate 

fully flexible variable remuneration without having that balance. Having a balance between 

fixed and variable remuneration is going to raise the fixed cost of running a business. The 

increase in fixed cost can make banks more vulnerable to business cycles and downturns 

which can significantly increase the risk of bank failure.
134

  

The other argument in favour of such a balance is that this can serve to reduce the amount of 

risk and, hence, prevent the firm from exposure to excessive risk-taking. This argument is 

convincing to a certain extent as it is true that traders might reduce the amount of risk when 

they have high fixed pay, but this is also related to their behaviour and satisfaction, as there 

are many factors which influence their risk-taking and a bonus is only one of them. When the 

variable pay is equivalent to a year or two of fixed pay they might even dislike losing that, 

and still be taking more risk until they reach the point of guaranteeing the upper limit of their 

bonus; then they might reduce or even stop taking any risks, as there would be no point in 
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taking extra risk which is not rewarded and might cause them to lose some of their 

accumulated bonus if they lose.  

At the same time as asking institutions implicitly to raise fixed pay to achieve the balance, the 

CRD IV prohibits guaranteed bonuses unless these are exceptional and for hiring new staff 

for the first year. These two rules contradict each other, as at the same time as wanting firms 

to stop paying guaranteed variable remuneration, the CRD IV also wants firms to raise 

salaries which are similar to guaranteed variable remuneration or an even worse form. Having 

a flexible guaranteed variable remuneration is better than having a guaranteed fixed 

component. The reason, as discussed in Chapter Four, is that the rise in salary will increase 

the fixed costs of running the business, whereas variable remuneration can be reduced or 

increased. The ratio will be likely to reduce the competitiveness of the EU banks to non-EU 

banks and non-bank financial services providers that are not subject to the rule.
135

 

5.5.2.4.3 Alignment with risk and long-term performance 

The alignment between the payment of remuneration and risk-taking and long-term 

performance follows the path of ensuring that payment is adjusted for all types of risk and 

designed to capture any ramifications in the future to ensure sustainable performance. 

Achieving this is possible using ex-ante and ex-post measures. Ex-ante measures, which have 

immediate effect on risk-taking behaviour, require institutions to adjust remuneration to all 

types of risk afterwards when assessing the performance of their staff (which should be based 

on defined objectives and financial and non-financial criteria related to the business strategy 

and risk appetite of the firm).
136

 This adjustment is done by using risk measurement methods 

based on quantitative and qualitative measures which require judgement and are less 

transparent and less accurate than the quantitative measures. This adjustment is also 

encouraged for periodic re-assessment to ensure a multi-year performance framework which 

is also encouraged for the payment of a deferred part of the remuneration.
137

 

Since the ex-ante risk-adjustment using risk measures has its own shortcomings as not all 

risks can be fully taken into account, the ex-post measures of malus and clawback also apply. 
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Deferral of at least 40 to 60 per cent of remuneration depending on the seniority and 

responsibility of the staff for at least three to five years or more depending on the future risk 

and business cycles is introduced to help in operating the ex-post measures.  

In addition to that, the payment of variable remuneration should be divided and at least 50 per 

cent should be paid in shares, share-linked instruments, and equivalent non-cash instruments 

for non-listed firms or other instruments which reflect the credit quality of the institution as a 

going concern. These instruments apply to the payment of deferred and upfront parts of the 

variable remuneration.
138

 However, these instruments must be retained after vesting for both 

the upfront and deferred instruments
139

 to ensure their effectiveness as a mean of aligning 

reward with performance and exposing executives and traders to the downside of their 

decisions.  

Therefore, institutions need to use a back-testing or performance adjustment to ensure that the 

ex-ante risk adjustment was correct and accurate. When the actual risk outcome is different 

from the initial calculation, institutions are expected to reduce the value of the deferred part 

of the remuneration.  

Institutions are encouraged to set specific criteria for applying malus and clawback. These 

criteria apply to when the staff member participated in or was responsible for conduct which 

resulted in significant losses to the institution and/or failed to meet appropriate standards of 

fitness and propriety. The CEBS already recommended some criteria under the CRD III 

which should include the following: evidence of misbehaviour or serious error by staff; 

significant downturn in the business unit and/or the institution; significant failure of risk 

management in the institution and/or the business unit; or significant changes in the 

institution’s economic or capital base.
140

 However, a new feature of the CRD IV is that 100 

per cent of variable remuneration is subject to malus and clawback. It is worth mentioning 

that malus cannot be applied to the vesting part of instruments even if they are subject to the 

retention period, and staff cannot sell them as the vested part in the view of the CEBS belong 

to the staff and in this situation the institution can apply clawback.
141

 However, clawback is 

                                                 

138
 ibid para 122. 

139
 ibid para 128. 

140
 ibid para 137. 

141
 ibid para 132. 



172 

 

very limited in application and is relevant only in cases realting to fraud or misleading 

information. 

5.5.2.5 Disclosure 

The disclosure requirement in the CRD IV is included in the regulation so it is directly 

applicable to member states and there is no need for implementation.
142

 In order to ensure 

greater transparency, a remuneration report is required on at least an annual basis. The 

required report must include detailed information of any remuneration policies relating to 

staff whose activities have a material impact on their risk profile. This information includes 

matters concerning the decision-making process; information on the link between pay and 

performance; the most important design characteristics of the remuneration system; 

information on the performance criteria on which entitlement to shares is based; the ratios 

between fixed and variable remuneration set in accordance with the directive; aggregate 

quantitative information broken down in two ways: by business area as well as senior 

management and members of staff whose actions have a material impact on the risk profile of 

the institutions. The latter type of aggregate information must include: the amount of fixed 

and variable remuneration and the number of beneficiaries; the amount and forms of variable 

remuneration; the amount of outstanding deferred remuneration indicating what has been 

vested and what has not; and any signing-on and severance payments made during the year 

along with the number of beneficiaries specifying the amount and the highest award of 

severance payment.  

Unlike CRD III, CRR has included a new requirement to disclose the number of individuals 

receiving EUR one million or more per financial year, for remuneration between EUR one 

million and five million broken down into pay bands of EUR 500 000 and for remuneration 

of EUR five million and above broken down into pay bands of EUR one million.
143

 

In accordance with the proportionality principle, institutions may comply with the disclosure 

requirement which is appropriate to their size, internal organization and the nature, scope and 

complexity of their activities. For example, small or non-complex institutions are only 

expected to provide “some qualitative information and very basic quantitative information 
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where appropriate”. Certain types of information may also be exempt from disclosure on the 

basis of materiality, their proprietary nature or confidentiality.
144

 

Presently, however, there are no specific requirements as to how such information is to be 

disclosed, although the CEBS Guidelines make it clear that the information must be “easily 

accessible”.
145

 There is a similarity between the requirements of the FSB and the CRR with 

regard to disclosure requirements. However, both sets of requirements have failed to 

incorporate the most demanding disclosure requirements, as there is no requirement for the 

disclosure to be individualized.
146

 

5.5.2.6 Capital base and supervisory oversight  

Similar to the P&S, the CRD IV urges firms to ensure that the total variable remuneration 

does not limit their ability to strengthen their capital base. Moreover, supervisory authorities 

must ensure that they have the ability to impose corrective measures as well as financial and 

non-financial sanctions when an institution breaches the requirements of the CRD IV. 

Measures can be quantitative, such as increasing the capital requirement, or qualitative, 

which takes priority over the quantitative, and contains actions taken by the institution to 

remedy the deficiencies in its remuneration policy.
147

 Supervisory authorities should be able 

to require a reduction of the variable remuneration or even a cap on the overall payment if it 

is inconsistent with the requirement of having a sound capital base. Supervisors should also 

be able to limit variable remuneration to a percentage of total net revenues or net profit to 

strengthen the capital base. However, contractual arrangements between staff and the 

institution must not limit the institution’s ability to comply with requirements regarding the 

capital base. 

5.6 Conclusion 

EU regulation of remuneration was discussed here since most of the ownership structures in 

its member states are classified as block-holding rather than dispersed ownership. In 1998 EU 
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leaders believed that integration of financial services was essential to the introduction of the 

euro but Member States blocked the inclusion of measures to harmonize corporate 

governance practices in the financial services Action Plan. However, corporate failure in the 

EU and the USA, and the introduction in the USA of the Sarbanes-Oxley Act, persuaded the 

Commission of the need for harmonization of corporate governance in a single code, a 

proposal which was rejected by the Winter Report. Remuneration remains a core issue in the 

corporate governance reform at the EU level and the Commission’s pan-EU approach to this 

issue aims to remove core conflicts from the pay-setting process by using remuneration 

committees and strengthening the role of independent directors and shareholders in the 

remuneration-setting process, supplemented by disclosure requirements. Pre-crisis reform 

thus eschewed direct intervention in the structure of remuneration, even in the form of non-

binding recommendations.   

Following the financial crisis of 2007, remuneration practices were accused of being a 

contributory factor, rather than the primary factor, to the build-up to the crisis. During the 

first phase of the financial crisis, the Commission had issued three Communications intended 

to assist Member States to safeguard the financial system, all of which asserted the need to 

control any direct intervention by the state in the remuneration practices of the bailed-out 

banks. Later, a High-level Group was tasked with devising proposals to strengthen European 

supervisory arrangements across all financial sectors, with the objective of establishing a 

more efficient, integrated and sustainable European system of supervision. The group’s de 

Larosière Report explicitly accused remuneration of running counter to effective risk 

management.  

Following the de Larosière Report, in April 2009 CEBS published its High-level Principles 

for Remuneration Policies (repealed in 2011) and the Commission published two 

Recommendations: the first regarding remuneration in listed companies, and the second and 

more demanding recommendations relating to remuneration in the financial sector. These 

Recommendations, which explicitly tackle remuneration practice in listed companies and 

financial institutions, represented a turning point in the Commission’s previous hands-off 

approach to this issue.  

The Commission also pressed for the inclusion of remuneration regulation into the CRD III, 

partly as a result of its dissatisfaction with the lack of uniformity in implementation of the 

financial sector Recommendation in Member States and partly due to the need for 
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international alignment, which produced the P&S. The CRD III contained the world’s 

strictest rules, going beyond the FSB requirements, and has since been replaced by even more 

stringent requirements on remuneration under the CRD IV. 
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Chapter 6 The regulation of remuneration practices in the USA 

6.1 An overview of the US remuneration story 

Despite the fact that both the USA and UK corporate governance structures are classified as 

market-based and have broad similarity in pursuing shareholder-oriented models, there are 

differences between the two in approaching corporate governance issues. These differences 

have become more evident since the enactment of Sarbanes-Oxley in 2002.  The US system 

is based largely on hard law and a regulatory state, while the UK system is mainly founded 

on soft law. Therefore, the US approach of mandatory rules causes the system to follow a 

“one size fits all” approach.
1
 With regard to corporate law, this is a matter for state rather than 

federal regulation in the USA. However, securities law is regulated on the federal level
2
 and 

the Securities Exchange Commission (SEC) usually emphasizes disclosure rather than 

substantive provisions regarding company structure.
3
 

The regulation of remuneration in the USA, developed after companies started to use golden 

parachutes and performance remuneration. This development in the 1980s was a response 

from business communities to alleviate pressure within the market for corporate control, and 

calls from academic, and institutional shareholders to tie rewards more closely to company 

value through increases in share options and other forms of equity-based incentives. In the 

1960s and 1970s, an era described as one of managerial capitalism,
4
 no regulation existed 

regarding remuneration committees. The reason is that most of executive remuneration took 

the form of fixed pay and bonuses tied to the annual performance of the company. Salary was 

strongly correlated to the size of the company revenue and not to wealth creation.
5
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In the 1980s, this power started to shift towards shareholders as a result of the emergence of 

institutional investors.
6
 Shareholder activists and academics were increasingly demanding 

that executive pay be tied more closely to company value through increases in share options 

and other forms of equity-based incentives.
7
 These were introduced but without a direct 

requirement for say on pay under corporate law, which gave the board the power to influence 

the size and form of the schemes, and led to the explosion of managerial remuneration in the 

1990s.
8
 Moreover, many hostile takeovers took place, targeting companies with excess cash, 

which indicated that incumbent managers did not know how to invest such cash.  

During this time, golden parachute agreements emerged to award payments to incumbent 

managers who lost their jobs following a change in control, and as a takeover defence to 

make it more costly to acquire a firm.
9
 The US government responded to the generous 

payment of golden parachutes by enacting the Deficit Reduction Act of 1984, which imposed 

a special tax on payments exceeding three times the executive’s average recent remuneration. 

Jensen and Murphy insist that the Act had a negative effect. Rather than curbing the practice 

of golden parachutes, many companies introduced the change in control agreements and used 

the three times average remuneration as standard.
10

 Moreover, companies even went so far as 

to introduce comprehensive employment agreements designed to protect executives from 

termination for reasons other than a change of control, even if the termination was for the 

incompetence of the executive.
11

 

The 1990s witnessed an explosion in levels of executive remuneration supported by a shift in 

senior executive remuneration towards being primarily based on stock rather than cash. This 

movement was also encouraged by tax and accounting incentives. Tax law provided 

favourable tax treatment for certain types of incentive stock options, describing non-

performance remuneration in excess of $1 million as “unreasonable” and, therefore, not 
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deductible as an ordinary business expense for corporate income tax purposes.
12

 However, 

the rule was restricted to the top five executive officers.
13

 Performance-based remuneration 

was exempt from the rule, provided the plan had been determined by a remuneration 

committee comprising outside directors, who had to certify that the performance goals and 

any material terms had been satisfied and shareholder approval obtained, especially for the 

plan and its terms, before making the payment.
14

 These rules have restricted the use of 

qualitative performance measures and board discretion.
15

 

Accounting treatment for stock options was advantageous, as a corporation issuing stock 

options was able to avoid expenses for the fair market value of these options in its financial 

statements.
16

 This change caused management to become focused on market price and the 

likely future performance of their firm’s shares over the short term.
17

 This short-termism was 

also fuelled by the change to section 16(b) of the Securities Exchange Act 1934, as it had 

previously required executives to hold their exercised options for six months. In 1991 the 

SEC changed the section to allow executives to exercise stock options and sell their stock at 

the same time, provided there were at least six months between granting and exercising. 

During this era new forms of executive pay, greater executive turnover and golden 

parachutes, so that remuneration became part of the political agenda and legislation was 

introduced to the House of Representatives disallowing deduction for remuneration 

exceeding 25 times the lowest-paid worker. The Corporate Pay Responsibility Act was 

introduced to the Senate to disclose the total of remuneration rather than the details and 

components and to give shareholders more rights to propose remuneration-related policies.
18

 

However, the SEC pre-empted the pending Senate Act by announcing regulations, which took 
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effect in the 1993 proxy season, requiring substantially greater disclosure of executive 

remuneration awards
19

  and expanding the definition of allowable topics for shareholder 

proposals to include issues related to executive remuneration.
20

  

Jensen and Murphy maintain that government intervention worsened the situation, as 

executive remuneration continued to rise above $1 million
21

 due to the greater use of options 

that met the requirement of tax rules with regard to deduction. However, whilst many 

companies lowered salaries to $1 million following the legislation
22

 others increased cash 

payments to $1 million and added on top of that other performance-based pay.
23

 Jensen and 

Murphy show in their article that CEO annual pay in Standard & Poor’s (S&P) firms 

increased from an average of $2.7 million in 1992 to $14 million by 2000. Base salaries 

represented 38 per cent of the total remuneration in 1992 and decreased to 17 per cent in 

2000, while options increased to 49 per cent in 2000 from 24 per cent in 1992.
24

 The 

initiatives of the 1990s are best described by Rose and Wolfram, who assert that “[w]hile the 

initial rhetoric concerned pay levels, the final legislation targeted reforming the compensation 

process with an emphasis on performance-based pay”.
25

 

The collapse of Enron and the high profile accounting scandals in 2001 showed how 

executives had been incentivized to adopt high-risk strategies, shifting future revenues to the 

present and current expense to the future, even manipulating their accounting statements and 

committing fraud to maintain the value of their stock options. Firms were allowed not to 

report the expenses for options, which, according to Ferri and Sandino, led to excessive use 

of options in executive contracts.
26

 A proposal relating to the mandatory expense of options 
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was removed from Sarbanes-Oxley.
27

 However, since shareholders were allowed to propose 

issues related to executive remuneration, more than 150 shareholder proposals requesting the 

expense cost of executive options were submitted during the 2003 and 2004 proxy seasons.
28

 

Later in December 2004, the Financial Accounting Standards Board (FASB) released a 

revised rule that required all firms to include the expense of options based on the fair value at 

the grant date,
29

 leading to a decline in the use of options among companies. 

The outcomes of the analysis of officials in the USA of the role of remuneration practices in 

the financial crisis are no different from those in the FSB, EU and UK reports. A report on the 

causes of the financial crisis maintained that: 

[C]ompensation systems designed in an environment of cheap money, intense 

competition, and light regulation too often rewarded the quick deal, the short-

term gain without proper consideration of long-term consequences. Often, 

those systems encouraged the big bet where the payoff on the upside could be 

huge and the downside limited. This was the case up and down the line from 

the corporate boardroom to the mortgage broker on the street.
30

  

The scholarly debate over executive pay in the USA is well documented.
31

 The explosion of 

executive pay in the USA was mainly driven by the increased use of options in the 1980s and 

1990s
32

 combined with the stock market boom of the end of the 1990s to 2000. 

Against this backdrop, this chapter will develop as follows. The next section will review how 

remuneration is dealt with under state law and the judicial system. The general approach to 

regulating remuneration practices on the federal level in the USA will then be discussed, 

followed by an examination of the aspects of federal law that affect remuneration directly, 

and a consideration of the regulation of incentive-based remuneration.  

6.2 Remuneration under state corporate law and the judicial system 

                                                 

27
 Jackson (n 1). 

28
 Ferri (n 26). 

29
 ibid.  

30
 Financial Crisis Inquiry Commission, The Financial Crisis Inquiry Report (January 2011). 

31
 RS Thomas, “Explaining the international CEO pay Gap: board capture or market driven?” (May 2004) 57(4) 

Vanderbilt Law Review 1171. 

32 
L Bebchuk, J Fried and D Walker, “Managerial Power and Rent Extraction in the Design of Executive 

Compensations” (2002) 69 The University of Chicago Law Review 751, 791. 



181 

 

Delaware corporate law provides that “[u]nless otherwise restricted by the certificate of 

incorporation or bye-laws, the board of directors shall have the authority to fix the 

compensation of directors”.
33

 The law also provides that “[T]he business and affairs of every 

corporation […] shall be managed by or under the direction of a board of directors”. The 

court explained that when directors are carrying out their roles, they are charged with an 

unyielding fiduciary duty to the corporation and its shareholders.
34

 Remuneration is 

considered within the “business and affairs” and is, therefore, subject to the business 

judgement rule.  

In Campbell v. Potash Corp. of Saskatchewan, Inc., the court ruled that “evaluating the costs 

and benefits of golden parachutes is quintessentially a job for corporate boards, and not for 

federal courts”.
35

 In Brehm v. Eisner, the court ruled that “directors have the power, authority 

and wide discretion to make decisions on executive compensation”.
36

 This ruling is grounded 

on section 122(5), which states that “[e]very corporation […] [has] power to: […] (5) 

[a]ppoint such officers and agents as the business of the corporation requires and to pay or 

otherwise provide for them suitable compensation”.
37

 

The business judgement rule exists to protect and promote the full and free exercise of the 

managerial power granted to Delaware directors.
38

 Underpinning the Rule is the 

“presumption that in making a business decision the directors of a corporation acted on an 

informed basis, in good faith and the honest belief that the action taken was in the best 

interests of the company”.
39

  

Therefore, the court acknowledges that in most cases directors are more capable of making 

business decisions than judges.
40

 Bebchuk and Fried have also claimed that courts are ill-
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equipped to judge the desirability of remuneration packages and policies.
41

 In the absence of 

wrongdoing, courts will refrain from examining the decision on remuneration matters, 

allowing directors broad discretion to set the level and kind of remuneration and “under such 

circumstances will not substitute its own notions of what is or is not sound business 

judgement”.
42

 

However, for such a decision to enjoy the protection of the business judgement rule, it must 

be made “on an informed basis, in good faith and the honest belief that the action taken was 

in the best interests of the company”.
43

  

Barris reviewed the cases that involved challenging remuneration issues for the period from 

1900 to 1992 and came to the conclusion that, in every case, courts had either applied the 

business judgement rule and endorsed the compensation practice, or simply thrown in the 

towel and refused to deal with the problem.
44

 It was acknowledged in Heller v. Boylan that  

[C]ourts are ill-equipped to solve or even to grapple with these entangled 

economic problems. Indeed, their solution is not within the juridical province. 

Courts are concerned that corporations be honestly and fairly operated by its 

[sic] directors, with the observance of the formal requirements of the law; but 

what is reasonable compensation for its officers is primarily for the 

stockholders. This does not mean that fiduciaries are to commit waste, or 

misuse or abuse trust property, with impunity. A just cause will find the Courts 

at guard and implemented to grant redress.
45

  

In Rogers v. Hilt, the court ruled that “[i]f a bonus payment has no relation to the value of 

services for which it is given, it is in reality a gift in part, and the majority stockholders have 

no power to give away corporate property against the protest of the minority”.
46 

In Zupnick v. 

Goizueta, the court acknowledged that  

[T]he plaintiff does not claim that the board failed to act in good faith, or that 

it had a disqualifying self-interest or lack independence […] [but] he claims 

that the option grant itself was wasteful and not protected by the business 
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judgement rule […] [He needs to show then] that the directors were interested 

or that shareholder ratification was improperly obtained, the well-pleaded 

allegations of the complaint must support the conclusion that “no person of 

ordinary, sound business judgment would say that the consideration received 

for the options was a fair exchange for the options granted”.
47 

 

Therefore, it can be said that approaching a compensation case will involve the courts 

routinely looking first to whether the corporation made a proper “business judgement”. If the 

corporation followed a reasonable course of action in adopting a compensation plan, the 

courts will then look to whether the payments constitute corporate waste.
48

 However, before 

bringing a derivative suit, shareholders must overcome the procedural obstacle, as will be 

examined below.  

6.2.1 Procedural obstacles 

There is a difficulty in bringing a derivative suit before a court due to the “demand 

requirement”,
49

 by which shareholders are not allowed to raise the matter with the court 

unless a formal demand is made to the board to investigate the problem. When the demand is 

made, the board can take full control of the problem and can decide not to pursue the 

litigation.
50

 The court will generally respect such a decision if the board appears to have acted 

independently and conducted reasonable investigation of the allegations in the plaintiff’s 

complaint.
51

  

In order to bypass the demand requirement, a shareholder must show that making the demand 

to the board would be futile. This means that the plaintiff must present to the court 

“particularized facts alleged, a reasonable doubt is created that: (1) the directors are 

disinterested and independent and (2) the challenged transaction was otherwise the product of 

a valid exercise of business judgement”.
52

 However, since it is difficult for the plaintiff to 
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achieve this in the early stages of a case without discovery, the best hope is to show that a 

majority of the board of directors are financially interested in the compensation decision.
53

  

6.2.2 Business judgement rule or substantive obstacles 

A remuneration plan that is decided by an interested board of directors and does not have the 

approval of disinterested directors can be challenged as a voidable self-interested transaction, 

shifting the burden of proof to the directors to establish affirmatively that the remuneration is 

fair and reasonable to the corporation.
54

 Thus, based on the judgment in Zupnick v. Goizueta, 

it can be said that if the recipient does not vote on the remuneration plan, and the plan is 

approved by the shareholders or disinterested directors upon disclosure of all material facts, 

the decision will be protected by the business judgement rule under the presumption that the 

amount and type of pay awarded is in the best interests of the corporation, unless it can be 

shown that the independent directors breached their duty of loyalty or care, or that the 

remuneration plan amounts to corporate waste.
55

  

6.2.2.1 Duty of care and corporate waste 

At the heart of the duty of care is “a director’s duty to exercise an informed business 

judgment”.
56

 This exercise must be in good faith
57

 after the directors “inform themselves of 

all information reasonably available to them and relevant to their decision”.
58

 To meet this 

requirement, the board must exercise a “degree of skill, diligence, and care that a reasonably 

prudent person would exercise in similar circumstances”.
59

 However, the court will not hold 

directors liable under the protection of the business judgement rule unless the directors’ 

action reaches the level of “gross negligence”. This was made clear when the court in 

Aronson v. Lewis stated that “while the Delaware cases use a variety of terms to describe the 

applicable standard of care, […] under the business judgment rule director liability is 
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predicated upon concepts of gross negligence”. 
60

 This standard was also confirmed in Smith 

v. Van Gorkom, when the court stated that “the concept of gross negligence is also the proper 

standard for determining whether a business judgment reached by a board of directors was an 

informed one”.
61

 

However, under the duty of care directors are not precluded from relying in good faith upon 

the records of the corporation and upon such information, opinions, reports or statements 

presented to the corporation by any of the corporation’s officers or employees, or committees 

of the board of directors, or by any other person, as to matters the member reasonably 

believes are within the professional or expert competence of an individual who has been 

selected with reasonable care by or on behalf of the corporation.
62

  

If the requirement that directors must inform themselves of the information available to them 

before making a decision is the procedural part of the duty of care, corporate waste is 

considered as the substantive part of the duty of care.
63

 To win a waste claim, the plaintiff 

must illustrate that the company failed to undertake reasonable consideration (even slight 

consideration) of the remuneration rewarded.
64

 The waste test in Saxe v. Brady, which was 

affirmed by the Supreme Court, stated that the plaintiff must show that “what the corporation 

has received is so inadequate in value that no person of ordinary, sound business judgment 

would deem it worth that which the corporation has paid”.
65

  

The reasonableness requirement can easily be met by purporting the award of the 

remuneration is for an appropriate purpose, such as to reward and retain executives.
66

 

Therefore, the court will deem the consideration reasonable if the corporation deems it 

adequate,
67

 especially if the decision is made by an independent remuneration committee.
68
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However, if the corporation receives no benefit, then corporate waste is easily found and this 

can stem from the ruling in Rogers v. Hilt mentioned above. 

6.2.2.2 Duty of loyalty 

The duty of loyalty requires directors to act in the best interests of the company and to refrain 

from action that might injure the shareholders.
69

 The personal financial interest of the board 

of directors in dealing with a transaction creates a situation of a conflict of interests. In this 

case, directors must either remove this conflict of interests through appropriate ratification by 

a disinterested decision maker, or the directors must bear the burden of demonstrating that the 

transaction is entirely fair to the corporation.
70

 However, compensation agreements are 

negotiated between managers and the board’s remuneration committee. This committee 

comprises mostly, if not entirely, disinterested outside directors, which makes its decisions 

generally immune from being attacked on duty of loyalty grounds. 

6.2.2.3  The Walt Disney Case 

A landmark case involving the Disney Company received a great deal of attention since it 

demonstrates the difficulties of holding directors liable for decisions related to remuneration. 

In this case, the CEO of Disney, Michael Eisner, wanted to appoint his personal friend, 

Michael Ovitz, to the position of president and possible successor. Before joining Disney, 

Ovitz headed the powerful CAA Hollywood talent agency.
71

  

Ovitz had no experience for the Disney position but was sought after by other companies due 

to his successes in the entertainment business.
72

 Eisner exclusively negotiated an employment 

agreement with Ovitz and this was approved by the board.
73

 Ovitz was given a five-year 

employment contract, described by the court as “extraordinarily lucrative”.
74

 This contract 

included $1 million annually as the base salary, a discretionary bonus, and two sets of stock 

options. The “A” option contained three million shares and could be vested immediately if 
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Disney granted Ovitz a non-fault termination of the employment agreement. Option “B” 

consisted of two million shares. Terminating this agreement could be done in three ways: 

serving the five years; terminating with good cause (only if Ovitz committed gross 

negligence or malfeasance), or if Ovitz resigned voluntarily. If termination were with good 

cause, Disney would not owe Ovitz any additional remuneration, while termination without 

cause would entitle Ovitz to the present value of his remaining salary payments, a $10 million 

severance payment, an additional $7.5 million for each fiscal year remaining under the 

agreement, and the immediate vesting of the first three million stock options from plan “A”.
75

 

After 14 months, it was obvious that hiring Ovitz had been a mistake. As a result of the 

deterioration of the company’s situation, Eisner negotiated with Ovitz his exit from the 

company and agreed to arrange for him to leave Disney on the non-fault basis. The board 

acted as a rubber stamp for Eisner’s decision. As a result, Ovitz walked away with about $130 

million, a sum which would have been much smaller if the contract had been terminated for 

cause or had Ovitz resigned.  

The board, according to the plaintiff, one of the shareholders, failed to inform itself about the 

total costs and incentives of the Ovitz employment agreement, especially the severance 

package. Therefore, the plaintiff alleged that the contract gave Ovitz an incentive to find a 

way to exit the Company via a non-fault termination as soon as possible, because doing so 

would permit him to earn more than he could by fulfilling his contract. The derivative suit 

argued that the board had breached its fiduciary duties in hiring and firing Ovitz and 

committed waste. The plaintiff alleged that there were grounds to terminate Ovitz’s 

agreement for cause, as his performance and lack of commitment met gross negligence or 

malfeasance standards, citing media reports about the situation of Disney after Ovitz’s 

appointment.  

The court held that Disney directors had not violated their duty of care or acted in bad faith in 

connection with their handling of the hiring and subsequent no-fault termination of Ovitz’s 

contract nor committed waste.
76

 The court held that the business judgement rule protects 

directors’ decisions, even if the “informational and decision-making process used […] was 
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not so tidy”.
77

 The court found that the remuneration committee had exercised due care in 

approving Ovitz’s remuneration and had the power to approve it without referring the matter 

to the board. The court also further held that the board was entitled to rely on Eisner and the 

remuneration committee.  

The court rejected the argument that Ovitz’s remuneration gave him an incentive to get fired 

and was, therefore, wasteful. The reason for this rejection is that the court asserted that “Ovitz 

had no control over whether or not he would be fired, either with or without cause”.
78

 The 

deal, as the court stated, “had a rational business purpose: to induce Ovitz to leave CAA, at 

what would otherwise be a considerable cost to him, in order to join Disney”.
79

 

This case, as Bainbridge has stated, makes it clear that in the absence of evidence of self-

dealing, Delaware corporate law will focus on the process by which executive remuneration 

is set rather than the amount or form of such remuneration. To support his argument, he cites 

from the case: “[c]ourts do not measure, weigh or quantify directors’ judgments. We do not 

even decide if they are reasonable in this context. Due care in the decision-making context is 

process due care only.”
 80

 Moreover:  

Directors’ decisions will be respected by courts unless the directors are 

interested or lack independence relative to the decision, do not act in good 

faith, act in a manner that cannot be attributed to a rational business purpose 

or reach their decision by a grossly negligent process that includes the failure 

to consider all material facts reasonably available.
81

  

Bainbridge concludes that by using shareholder money, directors can buy themselves 

litigation insurance, hire competent legal advisors to advise on the appropriate decision-

making process, and hire an expert remuneration consultant to advise on the setting of an 

appropriate level and form of remuneration.
82
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6.2.3 The impact of the advisory vote on court assessment of remuneration  

The Dodd-Frank Act was enacted on 21 July 2010. This Act introduced the requirement for 

US public companies to hold an advisory non-binding vote from their shareholders on 

executive  remuneration in the prior fiscal year, to determine how often the vote should be 

held, and to approve so-called “golden parachute payments” triggered by an acquisition, 

merger or other similar corporate transaction. In January 2011, the SEC adopted the Final 

Rules on “say-on-pay” under Section 951 of the Dodd-Frank Act.
83

 From the 2011 proxy 

season, over 90 per cent of the Russell 3000 companies received 70 per cent shareholder 

approval, with 70 per cent of the total number of companies receiving over 90 per cent 

shareholder approval. Only 37 companies failed to receive at least 50 per cent shareholder 

approval.
84

  

Following the 2011 votes, at least 10 of the Russell 3000 companies have faced shareholder 

derivative lawsuits that were filed against their board of directors and executive officers, and, 

in some cases, the independent compensation consulting firms that advised them.
85

 Of these 

10 lawsuits filed in 2011, one has been dismissed, one has survived a motion to dismiss, two 

have settled and the remaining six are pending.
86

 Shareholders argued that the “disapproval” 

of a company’s executive compensation plan supports claims that the directors breached their 

fiduciary duties when they accepted the plans, and that the directors are personally liable for 

damages to the company for approving such excessive compensation payments.
87

  

Andreozzi and Murray have reported on some cases. In the cases, with minor variances, the 

plaintiff alleged that the company advises shareholders that it maintains a “pay for 

performance” remuneration philosophy. The board relied in part on the advice of a 

remuneration consultant to approve an executive compensation plan, pursuant to which non-

executive directors receive an increase in remuneration, despite the company’s arguably poor 
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financial results. A majority of the shareholders vote “no” in the say-on-pay vote. The board 

failed to rescind the pay increases following the shareholder vote. Based on this combination 

of factors, the plaintiffs alleged that the directors’ approval of (and refusal to rescind) the 

remuneration plan was irrational, unjustified, a profligate waste of corporate assets, and could 

not have been the product of valid business judgement.
88

  

The claims were based on several causes. However, the most important argument was that the 

fact that the shareholders declined to support the executive remuneration plans in their say-

on-pay votes demonstrates that the remuneration plans were contrary to the best interests of 

the shareholders and, therefore, that the directors breached their fiduciary duties when they 

approved such plans or when they failed to rescind them following the shareholder vote.
89

  

The success of the cases is highly doubtful. The plaintiffs in these shareholder derivative 

lawsuits faced substantial hurdles, both procedurally and substantively. The procedural 

obstacle requires shareholders either to make a pre-suit demand to the company’s board of 

directors or to plead with particularized facts that such a pre-suit demand should be excused 

because it is futile. Having been successful in overcoming this obstacle, plaintiffs must then 

overcome the obstacle of the application of the “business judgement rule”.  

Section 951 of the Dodd-Frank Act will not be of much help since the section clearly 

articulates that “the [advisory] vote shall not be binding on the issuer or the board of directors 

of the issuer”. The section adds that the advisory vote is not to be construed “as overruling a 

decision by such issuer or board of directors” and does not “create or imply any change to the 

fiduciary duties of such issuer or board of directors”, nor does it “create or imply any 

additional fiduciary duties for such issuer or board of directors”. However, the lawsuit used a 

negative vote to support the argument that the directors were not acting in the best interests of 

the company. If accepted by the court, this argument would make shareholder votes binding 

on the company rather than advisory. Thus, section 951 can offer a safe harbour to the 

defendants in these cases. 

6.3 The general approach to regulating remuneration in the USA 
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The US federal government has used tax to control excessive remuneration practices. 

Indirectly, by using tax law and accounting principles, the US government shifted the focus 

of US companies to considering the use of equity incentive in executive contracts which led 

to the explosion in the level of US executive remuneration. Along with tax law, the Internal 

Revenue Code,
90

 has encouraged companies that want to enjoy the benefit of tax deduction to 

establish an independent remuneration committee to decide and oversee the practice of 

performance as well as obtain shareholder approval of such plans. The SEC, through its 

historic role of using disclosure as the main mechanism of regulating financial markets, has 

tightened its disclosure rules. 

Unlike in the UK, it seems that there is no limit on the length of an executive contract.
91

 

However, the shareholder approval requirements are diluted with significant exceptions, as 

the Listed Company Manual of the New York Stock Exchange (NYSE) requires companies to 

obtain shareholder approval for “equity compensation plans”, which would include plans 

providing for option grants or grants of actual shares.
92

 However, shareholder approval on 

granting options and shares serves to give the owners power over the change of the capital 

structure rather than giving them a say on pay. Therefore, influenced by its corporate 

governance model which is market-based and the general preference in the USA for director 

rather than shareholder primacy,
93

 US remuneration has generally been regulated by using 

disclosure and establishing a remuneration committee of outside directors. The following 

section will analyse the general approach to regulating remuneration in public companies in 

the US.  

6.3.1 Disclosure requirements under Regulation S-K  

6.3.1.1 Disclosure concerning decision making or the remuneration committee 

These requirements fall under section 407 of Regulation S-K which is divided into five 

subsections. The first requires companies without a remuneration committee to state their 
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view of the appropriate reasons for not having such a committee and identify each director 

who participates in the consideration of director and executive remuneration.
94

 The second 

requirement obliges companies to provide specific information regarding the remuneration 

committee charter if they have one or to state the fact that they do not have one.
95

 Under the 

terms of the third requirement, companies must provide a narrative description of the 

company’s processes and procedures for the consideration and determination of executive 

and director remuneration, including the authority of the remuneration committee or the 

decision-making body and the extent to which the remuneration committee or the decision-

making body can delegate any authority, specifying the authority that can be delegated; the 

role of any executive in determining or recommending the amount or form of executive and 

director remuneration; and the role of any remuneration consultant in determining or 

recommending the amount or form of executive and director compensation
96

. Fourthly, under 

the heading “compensation committee interlocks and insider participation,” companies are 

also required to identify each member of the remuneration committee or the decision-making 

body during the last completed fiscal year, indicating the members who acted as an officer or 

employee of the company during the fiscal year, those who were formerly an officer of the 

company, or had any relationship requiring disclosure by the company under any paragraph 

of Item 404 of Regulation S-K.
97

 The company is also required to describe the specific 

relationship when there is cross directorship between the company and another company 

when both or one of the directors serve on the remuneration committee.
98

 Finally, under the 

heading “compensation committee report” companies are required to state whether the 

remuneration committee or the decision-making body has reviewed and discussed with 

management the Compensation Discussion and Analysis (CD&A) and that, based on this 

review and discussion, it recommends its inclusion in the company’s annual report, proxy 

statement, or information statement and their names must appear under this statement.
99
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6.3.1.2 Disclosure of the actual remuneration policies and practices 

Before the disclosure rules were tightened in 1992, the SEC allowed companies to report 

their remuneration practices in the format of their choosing. Thus, Bebchuk and Fried were 

not surprised that companies took full advantage of this freedom in discretion to obscure the 

level and structure of their pay.
100

 In 1992, the SEC extensively revised its disclosure rules by 

providing standards for how the information regarding remuneration must be presented. This 

was also followed by further amendments in 1993. The requirements of 1992 were welcomed 

by shareholders but the corporate community raised concerns regarding undue intrusion into 

the internal affairs of a company, claiming that it interfered with the operation of the state law 

business judgement rule, as well as deterring people from serving as directors.
101

 On 8 

September 2006, the SEC published new rules on the disclosure of remuneration.
102

  

The rules on remuneration disclosure, in the USA, provide differential treatment for foreign 

private issuers, smaller issuers and issuers. However, since the rules on disclosure for issuers 

are the most comprehensive, only these rules will be discussed here. The rules can be divided 

into three parts:
103

 tabular disclosures regarding the remuneration of executives and 

directors;
104

 a narrative description of other types of remuneration and any information 

material to an understanding of the tabular information;
105

 and a CD&A.
106

 

There are eight different standardized tables that companies must provide, detailing 

information regarding their executive remuneration. These tables start with the summary 

remuneration table, the grants of plan-based awards table, the outstanding equity awards at 

fiscal year end table, option exercise and stock vested table, pension benefits, non-qualified 

defined contribution and other non-qualified deferred remuneration plans, potential payments 
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upon termination or change in control, and golden parachute remuneration.
107

 A table is also 

required showing the remuneration of directors, but in much less detail.
108

   

These tabular disclosures must be accompanied by narratives providing a description of any 

material factors necessary for understanding the information disclosed in the tables of the 

summary compensation and grants of plan-based awards, including the material terms of each 

named executive’s employment agreement.
109

 These must also be a narrative disclosure of the 

company’s remuneration policies and practices as they relate to the company’s risk 

management to the extent that risks arising from the company’s remuneration policies and 

practices for its employees are reasonably likely to have a material adverse effect on the 

company.
110

  

The third part is the CD&A, which was included with effect from 2006. Here the SEC wants 

companies to provide information on how and why the company arrives at specific executive 

remuneration decisions and policies.
111

 Therefore, the CD&A is intended to provide investors 

with a clearer and more complete picture of the remuneration practices of the company. The 

SEC has indicated that a company must address seven items in its CD&A: (i) the objectives 

of the company’s remuneration programmes; (ii) what the remuneration programmes of the 

company are designed to reward; (iii) each element of remuneration; (iv) why the company 

chooses to pay each element; (v) how the company determines the amount for each element 

of remuneration; (vi) how each element of remuneration and the company’s decisions 

regarding that element fit into the company’s overall remuneration objectives and affect 

decisions regarding other elements of remuneration; and (vii) whether and, if so, how the 

company has considered the results of the most recent shareholder advisory vote on executive 

remuneration.
112
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Section 953 of the Dodd-Frank Act requires firms to describe remuneration policies and to 

provide information on the relationship between executive remuneration and the financial 

performance of the company, including TSR.
113

 This relationship between remuneration and 

financial performance can be presented in a graph. However, there is no precise definition of 

financial performance and the Act simply refers to TSR. The SEC will need to determine its 

meaning for this purpose (i.e., whether financial performance should be based on stock price, 

the company’s earnings, return on equity or other measures).
114

 It also requires the SEC to 

write rules to implement a requirement that public companies disclose the ratio between the 

total remuneration of a company CEO and the median remuneration of all other employees, 

which is known as the “pay ratio provision”.
115

 It is believed that the “pay ratio provision” 

will put pressure on corporate boards to be more restrained in pay packages to CEOs and will 

help to inform investor decision making to demonstrate the reasonableness of the CEO’s 

remuneration compared to the firm’s overall worker remuneration picture.
116

 

However, the “pay ratio provision” has also been debated and is believed to be complicated. 

Casey and Leu maintain that this requirement is going to be burdensome: 

[T]his [requirement] means that for every employee, the company would have 

to calculate his or her salary, bonus, stock awards, option awards, nonequity 

incentive plan compensation, change in pension value and nonqualified 

deferred compensation earnings, and all other compensation (for example, 

perquisites). This information would undoubtedly be extremely time-

consuming to collect and analyse, making it virtually impossible for a 

company with thousands of employees to comply with this section of the Act.
117

  

Moreover, Lowell, who wrote in 2012 that the SEC, in spite of the two years since the 

passage of the Act, was unable to promulgate rules on the issue, insisted that there are many 
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technical issues which make it difficult for companies to comply with this section.
118

 

However, on 18 September 2013, the SEC released proposals to implement the pay ratio 

provision by adopting the new Item 402(u) of Regulation S-K.
119

 The SEC has attempted to 

soften the impact of the requirement of pay ratio disclosure by primarily introducing broad 

flexible methods for companies to calculate the median annual remuneration of employees 

other than the CEO, which will reduce the comparability of a company’s pay ratio 

information with that of other companies using different calculation methods.
120

 However, at 

the time of writing (November 2014), the SEC had still not finalised the rules but expected to 

do so soon and was asking companies to disclose their pay ratio information with effect from 

2016.
121

 

The US disclosure rules form part of one of the most comprehensive disclosure systems in 

the world and have served as a model for other countries in developing their own disclosure 

rules. However, a notable exception in disclosure requirement is allowing companies to 

conceal specific quantitative or qualitative performance-related factors considered by the 

remuneration committee or the board of directors involving confidential trade secrets or 

confidential commercial or financial information, the disclosure of which would result in 

competitive harm to the company.
122

 However, nearly 50 per cent of the big 100 companies 

exceeded the requirements in 2007 and provided this information about performance targets 

(for example, increasing revenue by 10 per cent or recording earnings of $2 a share for 

executive bonuses or equity grants).
123

 This was also criticized as companies are still able to 
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obscure useful information by using complex sentences and confusing mass data and methods 

of calculation, even for the “summary compensation table”.
124

  

Another important element is the fact that disclosure is restricted to the top five executives, 

including the CEO and CFO. Despite the fact that those five can give shareholders a flavour 

of how they are remunerated, it does not give the full picture of the remuneration practices, as 

there might be 20 or even more whose remuneration is in the range of the top five. However, 

in my opinion a possible solution would be to require companies to file the names of the 

executives whose total remuneration is equal to or more than a certain percentage of the 

lowest executive of the top five (for example 75 per cent or 85 per cent) or whose 

remuneration is in a certain range, showing this in a separate table. This would give 

shareholders more precise information regarding remuneration practices.  

6.3.2 Establishing a compensation committee  

6.3.2.1 The composition of the committee  

It is generally accepted as good corporate governance practice that the remuneration 

committee should be established and composed of two or more non-executive directors, 

preferably independent directors. The reason for the focus on their independence is to ensure 

that the executive directors do not influence their decisions regarding the remuneration level 

and structure. However, their independence can be compromised by financial consideration, 

as well as social and psychological factors.  

Financial considerations arise when there are two executives from two different companies 

serving on each other’s company’s board as non-executives and sitting on the remuneration 

committee. In this case, there will be mutual unspoken understanding: “if you raise my 

remuneration, I will raise yours”. Moreover, even allowing an executive of a company to 

serve on the remuneration committee will result in raising the level of remuneration, as the 

median will keep increasing and result in a general rise in the remuneration level among all 

companies, as they refer to the median when they decide remuneration.  

The other factors are social and psychological. Here, as Bebchuk and Fried explain, even a 

director who is not influenced by the financial factor can be influenced by and go along with 
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the remuneration arrangements and favour the company’s executives.
125

 These other factors 

include friendship, collegiality, and loyalty, especially when they are invited by the CEO or 

the CEO does not mind them serving on the board.
126

 

In the case of the US-listed companies, a member of the remuneration committee must be a 

member of the board of directors of the company and also independent.
127

 There are four 

different rules which affect how a member of a remuneration committee can be considered 

independent. These are state law, the Internal Revenue Code, the listing rules, and the SEC 

rule. 

Under state law,
128

 a transaction between a company and its directors is subject to intense 

judicial review because of the inherent conflict of interests. In order for a company to avoid 

close scrutiny of remuneration contracts, remuneration arrangements should be negotiated 

and approved by directors who are disinterested in regard to the remuneration decision.
129

 

The Internal Revenue Code
130

 allows avoidance of the $1 million limit on the deductibility of 

executive remuneration with some conditions. The most important of these under this 

subsection is for the performance goals to be determined by two or more outside directors to 

qualify for the exemption.
131

 The section defines an “outside director” as someone who is:  

Not a current employee of the Company; is not a former employee who 

receives compensation for prior services (other than under a qualified 

retirement plan); has not been an officer of the Company; and does not 

receive, directly or indirectly (including amounts paid to an entity that 

employs the director or in which the director has at least a five per cent 

ownership interest), remuneration from the Company in any capacity other 

than as a director.
132
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Section 16(b) of the Securities Exchange Act 1934, which concerns insider trading, allows 

companies to recover any profit made by directors or executives from any purchase and sale 

of any equity security of the company within a six-month period if the profit is made by 

reason of his or her relationship to the issuer. Rule 16b-3 creates an exception to section 16(b) 

if the equity issued to the insiders is part of equity remuneration plans approved by the board 

of directors of the issuer, the shareholder, or a committee of the board of directors that is 

composed solely of two or more non-employee directors.
133

 A non-employee director is 

defined as someone who is not currently employed by the company or by a parent or 

subsidiary, is not receiving annual remuneration from the company or a parent or subsidiary 

(other than being a director) greater than $120,000, and does not have direct or indirect 

interest in the transaction in the amount of $120,000 or more.
134

  

The listing rules of the NYSE and NASDAQ
135

 require listed companies to establish a 

remuneration committee
136

 consisting only of independent members.
137

 Section 952 of the 

Dodd-Frank Act 2010 added section 10C to the Securities Exchange Act 1934, which requires 

the SEC to direct that the exchanges adopt listing standards that include certain enhanced 

independence requirements for members of issuers’ remuneration committees. The section 

also requires the SEC to direct the exchanges to prohibit the listing of any company issuing 

equity securities, subject to limited exceptions, unless there exist specific conditions with 

regard to the authority or the remuneration committee, the independence of the members of 

the committee, and the consideration by the remuneration committee of specific factors 

relating to the independence of the remuneration advisers.
138
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On 20 June 2012, the SEC adopted Rule 10C-1,
139

 which is related to the independence of the 

members of a remuneration committee. However, neither the Dodd-Frank Act nor Rule 10C-

1 defines independence. The Dodd-Frank Act obliges the SEC to direct the exchanges to 

consider: (a) the source of remuneration of a member of the remuneration committee of an 

issuer, including any consulting, advisory, or other compensatory fee paid by the issuer to the 

director; and (b) whether a member of the remuneration committee of an issuer is affiliated 

with the issuer, a subsidiary of the issuer, or an affiliate of a subsidiary of the issuer. The SEC 

did not add any additional factors (other than to extend the rules to members of the board 

who oversee executive remuneration on behalf of the board in the absence of a formal 

committee)
140

 to be considered by the exchanges in establishing their listing standards beyond 

what was required by the Dodd-Frank Act, which allows the exchanges to consider additional 

factors in determining the independence of a member of a remuneration committee. 

Therefore, the exchanges are provided with more discretion in setting the definition of 

independence compared to those independence criteria required for audit committee 

members.
141

 

On 11 January 2013, the SEC approved amendments to the listing standards of both the 

NYSE and NASDAQ regarding the independence of the remuneration committee and its 

selection of advisors which were originally proposed in September 2012.
142

 As with the SEC, 

the exchanges did not include any additional factors to be considered when the board assesses 

the independence of the members of the remuneration committee, other than those mentioned 

in the Dodd-Frank Act. NYSE rules set forth a three-part test to determine director 

independence for serving on a remuneration committee.  

Firstly, the board needs to decide if a director violates one of the five listed “bright line” tests 

which are as follows:  
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a. If the director is, or has been within the last three years, an employee of the listed 

company, or an immediate family member is, or has been within the last three 

years, an executive officer
 
of the listed company;  

b. If the director has received, or has an immediate family member who has 

received, during any 12-month period within the last three years, more than 

$120,000 in direct compensation from the listed company, other than director and 

committee fees and pension or other forms of deferred compensation for prior 

service;  

c. If  

A.  the director is a current partner or employee of a firm that is the listed 

company’s internal or external auditor;  

B. the director has an immediate family member who is a current partner of such 

a firm;  

C. the director has an immediate family member who is a current employee of 

such a firm and personally works on the listed company’s audit; or  

D. the director or an immediate family member was within the last three years a 

partner or employee of such a firm and personally worked on the listed 

company’s audit within that time;  

d. If the director or an immediate family member is, or has been within the last three 

years, employed as an executive officer of another company where any of the 

listed company’s present executive officers at the same time serve or served on 

that company’s remuneration committee; and 

e. If the director is a current employee, or an immediate family member is a current 

executive officer, of a company that has made payments to, or received payments 

from, the listed company for property or services in an amount which, in any of 

the last three fiscal years, exceeds the greater of $1 million, or two per cent of 

such other company's consolidated gross revenues.
143
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Secondly, the directors will not qualify as independent unless the board of directors 

affirmatively determines that the director has no material relationship with the listed 

company.
144

 These two tests are used to determine the independence of directors in general.  

Thirdly, for directors serving on a remuneration committee the board of directors must 

consider all factors specifically related to determining whether a director has a relationship to 

the listed company which is material to that director’s ability to be independent from 

management in connection with the duties of a remuneration committee member, including, 

but not limited to, the two factors in the Dodd-Frank Act.
145

 However, in determining the 

independence of directors serving on the remuneration committee from the management, the 

NYSE gives the board broad discretion as it believes that it is difficult to provide a list of all 

circumstances that might signal potential conflicts of interest, or that might bear on the 

materiality of a director’s relationship to a listed company. 

NASDAQ, which has significantly enhanced its listing rules, has adopted a similar approach. 

Like NYSE, it has a three-part test to determine director independence for serving on a 

remuneration committee.  

First, certain categories of directors may not be considered independent. These include:  

a. an executive officer of the company,  

b. a director who is or was in the last three years employed by the company,  

c. a director who accepted or had a family member who accepted remuneration 

from the company exceeding $120,000 during any period of 12 consecutive 

months within the three years preceding the independence determination,  

d. a director who is a family member of an individual who is or was in the last 

three years an executive director of the company,  

e. a director who is, or has a family member who is, a partner in, or a controlling 

shareholder or an executive officer of, any organization to which the company 

made, or from which the company received, payments for property or services 

in the current or any of the last three fiscal years that exceed five per cent of 
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the recipient's consolidated gross revenues for that year, or $200,000, 

whichever is more,  

f. a director of the company who is, or has a family member who is, an executive 

officer of another entity where at any time during the past three years any of 

the executive officers of the company served on the compensation committee 

of such other entity, and  

g. a director who is, or has a family member who is, a current partner of the 

company’s outside auditor, or was a partner or employee of the company’s 

outside auditor who worked on the company’s audit at any time during any of 

the past three years.
146

  

Second, the board must ensure and form an opinion that the independent director relationship 

with the company would not interfere with the exercise of independent judgement in carrying 

out the responsibilities of a director.
147

 Again, as with the NYSE, these two parts of the test 

are used to determine the independence of directors in general. 

Third, for directors serving on a remuneration committee, NASDAQ has taken a different 

approach to implementing the two factors in the Dodd-Frank Act and the SEC requirements. 

It has tried to harmonize its independence standards for the remuneration committee member 

to be identical to those for audit committee members. NASDAQ, in implementing the first 

factor, has given a situation where a director is not independent and hence is not suitable to 

serve on the remuneration committee, a director who receives directly or indirectly any 

consulting, advisory or other compensatory fee from the company or any subsidiary other 

than fees for serving as a board member or fixed amounts of remuneration under a retirement 

plan. In addition, NASDAQ, as with the NYSE, has given the board of directors’ wide 

discretion to consider whether a director is affiliated with the company, a subsidiary of the 

company or an affiliate of a subsidiary of the company to determine whether such affiliation 

would impair the director's judgement as a member of the compensation committee.
148
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Therefore, the requirements of the Dodd-Frank Act have been passed onto the board of 

directors
149

 to consider such factors and use its discretion. 

6.3.2.2 The role and responsibilities of the committee 

Both of the above listing requirements oblige listed companies to have a formal written 

charter which explains the role and responsibilities of the committee.
150

 Generally, the role of 

the committee is to decide on the remuneration of executives and solve the conflict of 

interests inherent when the board deals with the issue directly. However, under Delaware 

corporate law, the board is still responsible even if it establishes a remuneration committee 

unless the certification of incorporation or bye-laws specifies otherwise.
151

 So, the committee 

can be a decision maker or simply make recommendations to the board.  

The NASDAQ listing rules are consistent with this as the remuneration committee can make 

decisions or recommendations to the board. However, the listing rules have been cautious 

when the board takes the decision for the CEO’s remuneration by providing that the CEO 

“may not be present during voting or deliberations on his or her compensation”.
152

 The 

NYSE has a similar provision. However, the NYSE Listed Company Manual states that, with 

regard to non-CEO executive officer remuneration and incentive-remuneration and equity-

based plans, the remuneration committee’s role is to make recommendations to the board, as 

these are subject to board approval.
153

 However, a commentary to this section clarifies that 

nothing in the section “is intended to preclude the board from delegating its authority over 

such matters to the compensation committee”.
154

 

The committee’s role is also to review, monitor and amend the corporation’s general 

philosophy of remuneration (or recommend amendments to the board).
155

 The committee 

should review and discuss the CD&A report with the management.
156

 The committee can also 
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be responsible for setting the level and structure of remuneration along with the goals and 

objectives of the plans or recommend these to the board. The committee should also monitor 

the terms and performance of the company’s retirement plans and plans related to the 

Employee Retirement Income Security Act.
157

  

As a result of the Dodd-Frank Act, the remuneration committee may retain or obtain the 

advice of a remuneration consultant, independent legal counsel and other advisers with the 

responsibilities of the committee for the appointment, remuneration and oversight of the work 

of such consultants and advisers who work with the remuneration committee.
158

 However, the 

company will be responsible for providing appropriate funding as determined by the 

remuneration committee for the payment of reasonable compensation for the consultants and 

advisers.
159

 However, selecting a remuneration advisor must be done by considering the 

independence criteria that the Act states. 

6.3.2.3 The remuneration consultant  

The remuneration consultant can be a useful tool to assist the remuneration committee in 

establishing a remuneration policy that rewards performance and ensures that executive 

performance does not unfairly benefit or suffer from economy- or industry-wide trends. Thus, 

the consultant will help the committee to compare the firm’s metrics with those of peer 

companies over the time period in question.
160

  

The role of the remuneration consultant has received increasing attention in the academic 

literature.
161

 According to Bender, the remuneration consultant’s roles and services can be 

classified into three main groups.
162

 Firstly, the consultant acts as an expert, providing data 

against which companies can benchmark pay, and giving advice regarding the possibilities 

for plan design and implementation. In this role, consultants have a direct and immediate 

influence on executive pay. That is, by influencing the choice of comparators, consultants 
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both identify and drive the market for executive pay. They also bring their knowledge of pay 

plans and their views on what is currently acceptable to the market, thus spreading current 

practice more widely and institutionalizing it as best practice. Secondly, the consultant acts as 

liaison and serves an important role in the communication with certain institutional investors. 

The consultants can argue the case more effectively than company representatives on their 

own. Thirdly and probably most importantly, a significant aspect of the consultant’s work is 

to legitimize the decisions of the remuneration committee by providing an element of 

perceived independence.
163

 

Therefore, the consultant’s independence is the issue which is most frequently discussed in 

the literature, as the conflict of interests that a remuneration consultant faces, especially when 

the consultant is providing other services to the firm, can lead to a higher level of executive 

pay. Several studies have found that executive remuneration is generally higher in companies 

that are the clients of remuneration consulting firms.
164

  

Graef Crystal, who was the remuneration consultant for several major companies including 

Disney and dealt with the remuneration contract for Ovitz, provided in his 1991 book a 

statement that clarified the conflict of interests that faces remuneration consultants. He states: 

I acted in the full realization that if I didn’t please a client, I wouldn’t have that 

client for long. I was, after all, hired by the CEO, and not by the board of 

directors. Therein lay the problem. If the CEO wanted more money, and I 

didn’t want to recommend to the board that he should get more money, well, 

there was always a rival compensation consultant who could be hired.
165

 

                                                 

163
 ibid 395. 

164
 See: C Armstrong, C Ittner and D Larcker, “Economic characteristics, corporate governance, and the 

influence of compensation consultants on executive pay levels” (2012) 17(2) Review of Accounting Studies 

322; B Cadman, M Carter and S Hillegeist, “The incentives of compensation consultants and CEO pay” 

(2010) 49 Journal of Accounting and Economics 263; M Conyon and G Sadler, “Shareholder Voting and 

Directors’ Remuneration Report Legislation: Say on Pay in the UK” (2010) 18(4) Corporate Governance: 

An International Review 296; L Goh and A Gupta, “Executive compensation, compensation consultants, and 

shopping for opinion: evidence from the UK” (2010) 25 Journal of Accounting, Auditing and Finance 607; 

R Kabir and M Minhat, “Multiple compensation consultants and CEO pay” SSRN Working Paper No. 

1646326, Available at:  <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1646926> accessed 15 May 

2014;  K Murphy and T Sandino, “Executive pay and ‘independent’ compensation consultants” (2010) 49 

Journal of Accounting and Economics 247; G Voulgaris, K Stathopoulos and M Walker, “Compensation 

consultants and CEO pay: UK evidence” (2010) 18 Corporate Governance: An International Review 511. 

165
 GS Crystal, In search of excess: the overcompensation of American Executives (W.W. Norton & Company, 

New York 1991) 12. 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1646926


207 

 

In August 2006, the SEC issued new rules
166

 requiring publicly traded companies to disclose 

the identity of their remuneration consultants and describe the nature of the consultants’ 

assignments. However, companies were not required to disclose whether the consultant had 

other business relationships with the company.
167

 Despite the rules, the House Committee on 

Oversight and Government Reform found that “in 2006, almost 100 Fortune 250 companies 

used executive compensation consultants that they did not disclose”.
168

 

In December 2007, the House Committee on Oversight and Government Reform published a 

report on the conflict of interests faced by remuneration consultants. The committee found 

that such conflicts of interest are widespread, especially when the consultant is providing 

both executive compensation advice and other services to the same company.
169

  

In 2009, the SEC modified its disclosure rules to require companies to provide further 

enhanced disclosure when a remuneration consultant who is retained by the remuneration 

committee or any other person in the company has provided additional services in excess of 

$120,000 to the company or its affiliates in the last completed fiscal year.
170

 However, this 

rule did not go as far as restricting the appointment of a remuneration consultant to the 

remuneration committee and prohibiting any consultant who was appointed by the 

management from providing remuneration consultancy-related services.  

Another development was brought about by the Dodd-Frank Act. The Act gives the 

remuneration committee the authority to retain or obtain the advice of a remuneration 

consultant (without being required to follow the advice or recommendation) with 

responsibilities for the appointment, remuneration and oversight of the work of the consultant 

and responsibilities for the company to provide appropriate funding to the committee for the 

payment of reasonable compensation to the consultant. The Act also only asks the committee 

to consider five factors of independence that the Act states and allows the SEC to establish 

extra factors that are “competitively neutral among categories of consultants, legal counsel, or 
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other advisers and preserve the ability of compensation committees to retain the services of 

members of any such category”.
171

 These five factors are: (i) the other services to the 

company by the person who employs the adviser; (ii) the amount of fees received from the 

company by the adviser as a percentage of the total revenue of the adviser; (iii) the policies of 

the adviser that are designed to prevent conflicts of interest; (iv) any business or personal 

relationship of the adviser with a member of the remuneration committee; and (v) any stock 

of the company owned by the adviser.  

In addition to these five factors, the final rule of the SEC added a sixth factor: (vi) any 

business or personal relationship of the adviser or the person employing the adviser with an 

executive officer of the company. The requirement did not impose on the remuneration 

committee an obligation only to appoint an independent adviser as the committee can select 

or receive advice from any consultant that it chooses to consult after taking the six factors 

into account. Therefore, the positive effects of the Act in practice can be minimal. However, 

the SEC has used its traditional tool of disclosure and amended the disclosure requirements to 

oblige companies to identify any conflict of interests that is raised by the work of the 

remuneration consultant and disclose the nature of the conflict and how the conflict is being 

addressed.
172

 Even the effect of disclosure and the readiness of companies to disclose any 

conflict of interests are doubtful, as was seen in the House Committee report in 2007. 

When the exchanges amended their listing rules in 2013, they adopted only these six factors, 

in spite of the invitation by the SEC to the exchanges to add to the list.
173

 However, the 

exchanges have a different approach to implementing the rules of the independence of the 

advisers. While NASDAQ has required its listed companies to stick with these six factors, the 

NYSE has asked its listed companies to consider all factors relevant to the independence of 

an adviser, including the six factors, in evaluating the independence of advisers.
174
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6.3.3 Shareholder involvement and the newly adopted “advisory vote” 

6.3.3.1 Shareholder proposals concerning remuneration issues 

Shareholder resolutions are widespread in the USA, with 800-900 every year.
175

 In the early 

1990s, the SEC expanded the definition of allowable topics for shareholder proposals to 

include issues related to executive remuneration, as companies were relying on Rule 14a-

8(i)(8), which constitutes a ground for companies to exclude proposals dealing with any 

matter relating to the company’s ordinary business operations. However, the SEC has 

clarified that proposals directed at the remuneration of executives and directors are likely to 

pass the exclusion of the Rule,
176

 not those proposals directed at the company’s general 

remuneration policy. Therefore, it is likely that in the future more proposals will be directed 

towards executive remuneration and will receive strong support from institutional 

shareholders who are being criticized for not taking enough action to limit executive 

remuneration.
177

 The reason is that it is relatively easy in the USA for shareholders to submit 

their proposals into the company’s proxy statements to be voted on by shareholders.
178

 In 

order for a shareholder to submit a proposal, s/he must be a beneficial owner of at least one 

per cent or $2,000 in the market value of shares that have voting power, must have owned 

those shares for at least one year, and must continue to hold those shares through the date of 

the meeting.
179

 If the shareholder meets this requirement, s/he can submit only one proposal 

per year with no more than 500 words for the proposal and supporting statements.
180

 

However, a company may exclude some proposals on the grounds of the situation in Rule 

14A-8(i). Therefore, the management opposes such proposals on the grounds that the board 

of directors is charged by corporate law and stock exchange rules with the setting of 
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remuneration for the company’s top executives and such proposals would diminish the 

effectiveness of the board’s role.
181

  

The Dodd-Frank Act made it clear that the introduction of the advisory vote on remuneration 

policies should not restrict or limit the ability of shareholders to make proposals related to 

executive remuneration.
182

 The SEC in Rule 14A-8(i)(10) allows companies to exclude 

shareholder proposals related to executive remuneration and the frequency of the vote. 

However, companies must have the approval of a majority of votes cast on the matter and the 

adopted policy on the frequency of say-on-pay votes must also have been approved by the 

majority of shareholder votes cast in the most recent vote.  

6.3.3.2 Say on pay 

“Say on pay” is relatively new in the USA compared to the UK. The first proposals by 

shareholders seeking the implementation of a “say on pay” policy in the USA were made in 

2006 and were submitted according to Rule 14a-8.
183

 However, as a response to the financial 

crisis, Congress mandated that all firms receiving the Troubled Asset Relief Programme 

(TARP)
184

 funds conduct say on pay beginning in 2009.
185

 The Dodd-Frank Act extended the 

mandate to all US public companies.
186

 The requirement of a general say on pay under 

section 951 of the Dodd-Frank Act is twofold. The first is that public companies must give 

their shareholders an advisory vote to approve or disapprove the executive remuneration at 

least once every three years, as disclosed under Item 402. The second is that public 

companies are required, at least once every six years, to give their shareholders an advisory 

vote on how frequently the say-on-pay vote is to occur.
187
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Such an advisory vote is not going to oblige companies to respond to a negative vote, and this 

is what the Dodd-Frank Act asserts.
188

 The SEC in its implementation of section 951 of the 

Dodd-Frank Act asked companies to start from the first meeting on 21 January 2011, unless 

the company is smaller, reporting $75 million or less in a public equity float; then it was 

required to start from 21 January 2013.
189

 The SEC clarifies that the CEO, CFO and the three 

other executives should be named in the company’s proxy remuneration tables, CD&A, and 

narrative discussion.
190

 However, the SEC has excluded the directors’ remuneration table as 

required by Item 402(k) and the narrative disclosure of the company’s remuneration policies 

and practices as they relate to risk management and risk-taking incentives, which is required 

by Item 402(s), from the requirement of an advisory vote.
191

  

However, the vote is only on the overall remuneration package and not a specific element of 

pay.
192

 Companies are required to disclose the result of the vote on Form 8-K within four 

business days after the shareholder meeting and in the next year’s CD&A, they must disclose 

whether and how the board considered the results of the shareholders say-on-pay vote in 

making any decisions.
193

 To improve the effectiveness of the say on pay and provide 

guidance to other shareholders, institutional investors are required to report at least annually 

on any shareholder vote regarding the remuneration of executives.
194

  

Despite the academic debate on the effectiveness of say on pay,
195

 which has been discussed 

in Chapter Three, and the empirical evidence on the issue being inconclusive, some 

companies in the USA have responded to a negative vote either by changing the company’s 

remuneration practices or offering additional disclosure to explain why the remuneration is 

structured in this manner.
196

 I believe that there is a need for the classification of shareholders 

beyond that expressed in most of the literature, which divides shareholders into blockholders 
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and diversified shareholders.
197

 The reason for this would be to give interested long-term 

shareholders a binding vote and short-term prospective shareholders an advisory one. 

6.4 Federal laws and rules affecting remuneration directly 

6.4.1 Employment contracts  

In the USA there is no limit on the length of executive contracts. This has led some 

companies to offer a long contract and, as a consequence, pay huge termination remuneration 

for leaving executives. This led the California Public Employees’ Retirement System 

(CalPERS) to recommend that executive employment contracts should include a specified 

termination date of no more than three years, as well as recommending that rolling contracts 

should not be on an open-ended basis. For severance payment, the recommendation from 

CalPERS states that executives should not be entitled to severance payment in the event of 

termination for poor performance, resignation under pressure, or failure to renew an 

employment contract.
198

 However, all of these are recommendations from the institutional 

investors and are not binding upon the board of directors.   

6.4.2 Capping remuneration 

Capping was a result of the populist outrage directed against financial institutions which 

received TARP funds but paid their executives huge bonuses. President Obama stated that if 

TARP recipients could afford massive bonuses, they should also be able to pay back every 

penny to taxpayers.
199

 Thus, the TARP regime contained a number of executive remuneration 

restrictions, the most notable of which limited tax deduction to $500,000 (for remuneration 

paid to the five named executives in Item 402 only), including all forms of remuneration 

when the company’s aggregate distressed assets acquired by the programme exceed $300 

million. TARP recipients were also banned from paying retention bonuses or incentive 

remuneration to affected employees, depending on the amount of TARP funds the firms 
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received.
200

 However, despite the fact that such restrictions put pressure on the firms to repay 

the fund quickly, this capping was criticized, as the problem with remuneration in the crisis 

arose from the structure rather than the level. It was also criticized as it focused on the very 

highest-paid executives, excluding traders and other junior risk takers who were incentivized 

to take excessive risks for short-term gain, thus creating the crisis.
201

 

6.4.3 Ban on loans 

Section 402 of the Sarbanes-Oxley Act prohibits a company from making, directly or 

indirectly, “personal loans” to its insiders and directors and also from arranging an “extension 

of credit”.
202

 However, this prohibition excludes some types of loans, such as company credit 

cards, borrowing by employees against a 401(k) plan,
203

 margin loans by a brokerage house 

to its employees, and loans by financial institutions to their employees. Since the Act did not 

define the two key terms - “personal loans” and “extensions of credit” - it was claimed that 

advancement of legal expenses to officers and directors, which is authorized by state law, has 

been prohibited by section 402 of Sarbanes-Oxley. This conclusion was reached as a result of 

the lack of clarity of the phrase “extension of credit”, as Delaware law treats the advancement 

of expenses as “a decision to advance credit”.
204

 However, the court refused this argument on 

the grounds it was “unpersuasive”, believing that Congress had intended this to apply to large 

loans.
205

  

Bainbridge
206

 criticized the prohibition, arguing instead for enhanced disclosure, especially 

since loans made to insiders are treated as interested party transactions under state law. He 

also argued that federal intervention can be considered when state law fails to deal with the 

issue, and when the federal law can offer clear improvements, conditions which were lost in 
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prohibiting loans to insiders. Moreover, it is argued that executive loans can be a useful tool 

for aligning executive and shareholder  interests.
207

 

6.4.4 Clawback 

Executives receive their variable remuneration based on financial and non-financial 

performance targets. For example, financial measures and targets can be accounting-based 

(for example, earning per share) or market-based (market share price) or both (for example, 

total shareholder return). Executives sometimes take advantage of the accrual accounting 

standards to manipulate their revenue figure by recognizing revenue early that should not 

have been recognized, which will have an impact on profit. Negligence in keeping the books 

can also present problems.
208

 Such misstatement of earnings will result in the company 

restating its financial figures. For example, a report in the USA has shown that 6.8 per cent of 

listed companies had to restate earnings for the period July 2002 to September 2005.
209

  

Section 304 of the Sarbanes-Oxley Act introduced clawbacks. This clawback operates when a 

company has restated its financial statement due to misconduct, and the CEO and CFO must 

return to the company any bonus, incentive remuneration and equity-based remuneration they 

received during the 12 months following the original issuance of the restated accounts and 

any profits realized from the sale of the stocks during that period. However, the section does 

not define “misconduct”, creating ambiguity about whether the CEO and the CFO have to be 

guilty of  “misconduct” to be liable.
210

 The federal district court accepted the SEC’s argument 

that “the misconduct of corporate officers, agents or employees acting within the scope of 

their agency or employment is sufficient misconduct to meet this element of the statute”.
211

  

In one case, a massive fraud was committed by CSK Auto Corporation senior executives, in 

which the company was required to restate its financial statements. Even though the CEO 

was not charged with misconduct, he was required in accordance with section 304 to return 
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the remuneration he had received. The court maintained that the wording and construction of 

section 304 “require only the misconduct of the issuer, but do not necessarily require the 

specific misconduct of the issuer’s CEO or CFO”.
212

  

The Dodd-Frank Act extended this requirement with section 954, which requires the SEC to 

direct the exchanges to prohibit the listing of the securities of issuers that have not developed 

and implemented remuneration clawback policies.
213

 The remuneration clawback policy must 

provide for clawing back any “excess”
214

 remuneration to any current or former executives 

received during the three-year period prior to the date on which the company was obliged to 

issue the restatement. Many shortcomings have been identified. The section appears not to 

allow companies to recover remuneration unless a restatement is required.
215

 It was 

acknowledged by the Senate committee that the policy only applies to a very limited number 

of employees.
216

 The problem with such limitation is that “decisions of individuals such as 

proprietary traders, who may well not be among [the executives of the company] can 

adversely affect, indeed implode, a firm”.
217

  

The section in Dodd-Frank appears not to require the recovering of excess pay arising from 

executive sale of company stock at prices inflated by errors in earnings or other metrics, even 

when there is no evidence of misconduct by any specific individual.
218

 Attention should be 

paid to other issues which lack clarity under section 954. For example, it is unclear what kind 

of misstatement of financial performance should trigger clawback provision and whether this 

is intended to cover misconduct, negligence, and/or unwitting mistakes. It is also unclear 

whether clawback should be applied to everyone who received remuneration, or only those 

who were at fault, or those at fault and their supervisors.
219
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6.4.5 Golden parachutes 

Executives leaving a firm may be contractually eligible to receive a special form of 

remuneration which, in theory, makes them less likely to oppose an acquisition or takeover 

that could cost them their job but would benefit shareholders.
220

 Regulating this type of 

remuneration was introduced and requires disclosure of a golden parachute and an advisory 

shareholder vote. Item 402(t) of Regulation S-K requires tabular and narrative disclosure 

regarding golden parachute arrangements for each named executive officer of both the 

acquiring company and the company being targetted. The disclosure covers any written or 

unwritten agreement or understanding concerning all types of remuneration agreed between 

such named executives and the acquiring company or the target company that is based on or 

otherwise relates to the merger or similar transaction. Such disclosure must be tabular, 

present the individual elements of merger-related remuneration, and include a narrative 

disclosure describing any material factors necessary to an understanding of conditions or 

obligations regarding the payment.
221

 The other tool that is used to control this kind of 

remuneration is the advisory vote by shareholders. 

6.5 Incentive-based remuneration for financial institutions 

6.5.1 Background 

Following the financial crisis of 2007-09, the spotlight was turned on the incentives created 

by the structure of remuneration and its effects on risk-taking. A realization of the need to 

regulate such incentives was agreed. Relevant regulations have been introduced on many 

levels - international, European and national - and the situation in the USA is no exception.  

Section 39(c) of the Federal Deposit Insurance Act (FDIA) was enacted in 1995. This allows 

the Federal Reserve, the Office of the Controller of the Currency (OCC), the Office of Thrift 

Supervision (OTS), and the Federal Deposit Insurance Corporation (FDIC) (hereafter, the 

four agencies) to prescribe rules or guidelines for all insured depository institutions
222

 that 

prohibit unsafe and unsound practices likely to provide any executive officer, employee, 
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director, or principal shareholder of an institution with excessive remuneration. This also 

includes rules or guidelines that prohibit unsafe and unsound practices which could lead to 

material financial loss to such institutions.  

However, it appears that the focus of the section was on the level rather than the structure of 

remuneration, as it gives information and instructions intended to help control excessive 

remuneration but provides no details for controlling remuneration practices that could lead to 

material loss.
223

 After the financial crisis and the adoption of the P&S, the four agencies 

issued the “Guidance on Sound Incentive Compensation Policies” (the Guidance). The 

Guidance was initially proposed in October 2009 and adopted in June 2010.
224

  

The four agencies received many comments regarding the Guidance including one which 

questioned whether the agencies had the authority to introduce the Guidance. In response, the 

agencies maintained that they have power under several sections. For example, section eight 

of the FDIA issues orders to any institutions that have “engaged or participated in any unsafe 

or unsound practice in connection with any insured depository institution or business 

institution”.
225

 Section 956 of the Dodd-Frank Act gives clear authority to seven agencies to 

prescribe regulations or guidelines regarding incentive-based remuneration. These regulations 

or guidelines require disclosure of the nature of incentive-based remuneration to allow 

agencies to determine whether the remuneration structure is excessive or could lead to 

material loss. They must also prohibit incentive-based remuneration that encourages 

inappropriate risk-taking.
226

 The agencies proposed rules (the Rule) in April 2011 in which 

they asserted that this Rule was intended to supplement the existing Guidance, but at the time 

of writing the final Rule had not been adopted.
227

 Therefore this section will discuss only the 

Guidance; the Rule is based largely on the Guidance and section 39(c) of the FDIA.
228
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6.5.2 The scope 

6.5.2.1 Banking organizations covered by the Guidance 

The Guidance is intended to cover all banking organizations operating in the USA which are 

supervised by one of the four agencies and focuses on incentive-based remuneration. The 

objective is to assist banking organizations in designing and implementing incentive 

remuneration policies that effectively consider potential risks and risk outcomes.
229

 Thus, 

incentive-based remuneration must be aligned with the safety and soundness of the 

organization, even when such alignment “go[es] beyond those needed to align shareholder 

and employee interests”.
230

 The four agencies maintained that one key objective is to 

encourage banks to incorporate the risks related to incentive remuneration into their risk 

management framework.
231

  

Such scope has raised concerns regarding smaller banks, whose incentive remuneration 

practices are not problematic from a safety and soundness aspect and should, therefore, be 

exempt from the Guidance. The agencies clarified that the application of the Guidance will be 

on a principles-based approach and the application will also vary depending on the size, 

nature, and complexity of the organization and its level of using incentive remuneration, and, 

therefore will have less impact on smaller banks.
232

 The agencies will differentiate between 

smaller banking organizations and large banking organizations (LBOs). LBOs are defined 

depending on the guidelines of the relevant agencies of what is considered large, whereas 

“smaller” covers any organization not defined as not being an LBO.
233

  

LBOs are expected to adhere to systematic and formalized policies, procedures, and 

processes, whereas the policies and procedures of smaller banking organizations that use 

incentive remuneration are expected to be less extensive, formalized, and detailed.
234

 All the 

relevant bank organizations need to ensure the incorporation of the three principles into their 
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incentive remuneration practices and to regularly review their incentive remuneration for 

employees covered by the Guidance to correct identified deficiencies.
235

 However, banking 

organizations that do not use incentive remuneration remain outside the scope of the 

Guidance which does not prescribe any rule to limit the level or prohibit certain forms of 

remuneration. 

Another comment suggested that the agencies should work with other domestic and foreign 

authorities to promote a level playing field in this area. The agencies acknowledged the 

importance of national and international coordination to foster sound remuneration practices 

and maintained that the Guidance is consistent with the P&S, promising to review and update 

the Guidance to incorporate best practices that emerge.
236

  

6.5.2.2 Employees covered by the Guidance 

In terms of personnel, the Guidance applies to senior executives and other employees who 

individually or as a group have the ability to expose the banking organization to material 

risk.
237

 According to the Guidance, these employees are: (i) senior executives and others 

responsible for oversight of the organization’s firm-wide activities or material business lines; 

(ii) individual employees, including non-executives, whose activities may expose the 

organization to material amounts of risk (for example, traders with large position limits 

relative to the organization’s overall risk tolerance); and (iii) groups of employees subject to 

the same or similar incentive compensation arrangements and who, in aggregate, may expose 

the organization to material amounts of risk, even if no individual employee is likely to 

expose the organization to material risk (for example, loan officers who, as a group, originate 

loans that account for a material amount of the organization’s credit risk).
238

 Basically, the 

Guidance applies to personnel who supervise material business lines and/or material risk 

takers either as individuals or as a group. 

The first issue needing clarification is the exact meaning of “material risk”. The Guidance 

does not give enough assistance in determining what constitutes material risk, placing the 

                                                 

235
 75 Fed. Reg. 36405 and 36406. 

236
 75 Fed. Reg. 36403. 

237
 75 Fed. Reg. 36399. 

238
 75 Fed. Reg. 36407. 



220 

 

onus on the relevant organizations to consider the full range of inherent risks arising from 

their activities, as well as the time horizon over which those risks may be realized regardless 

of any risk-management process or control that used to limit the exposure of the risks. The 

Guidance does explain that risks are material when they are material to the organization, or to 

a business line or operating unit which is itself material to the organization, even if they are 

not large enough to threaten the solvency of the organization.
239

  

This explanation is undoubtedly provided to avoid a “one size fits all” approach and to take 

account of the different circumstances that firms may face, but provides limited advice to 

organizations covered by the Guidance meaning that what is considered material can be 

measured differently, not only from firm to firm, but also from person to person in the same 

firm. However, the four agencies opted to not take a formalistic approach to this issue and 

more research and investigation are needed in deciding what material risks are. The second 

progress report of the FSB also emphasizes the significantly different approaches taken by 

member states in identifying “material risk takers” due to: (i) differences in national 

regulations and supervisory guidance, and (ii) differences in the size, nature or complexity of 

institutions, and acknowledges the need to promote good practices among member states, at 

the same time recognizing the need for proportionality between firms.
240

 

Some risks (or combinations of risky strategies and positions) may have a low probability of 

being realized, but would have highly adverse effects on the organization if they were (“bad 

tail risks”). While shareholders may have less incentive to guard against bad tail risks 

because of the infrequency of their realization and the existence of the federal safety net, 

these risks warrant special attention for safety and soundness reasons given the threat they 

pose to the organization’s solvency and the federal safety net.  

6.5.3 The three principles 

6.5.3.1 Balanced risk-taking incentives 

The first principle of the Guidance focuses on ensuring that the incentive provided to 

employees through remuneration creates an appropriate balance between risks and rewards 
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and does not encourage imprudent risk-taking. This requirement is achieved when the amount 

paid to an employee appropriately takes into account the full range of risks as well as the 

financial benefits, the employee’s activities and the impact of those activities on the 

organization’s safety and soundness.
241

 This balance should also be in both the design and the 

implementation of the remuneration plan. For example, when two employees generate the 

same amount of short-term revenue or profit for an organization, they should not receive the 

same amount of incentive if the risks taken by the employees in generating that revenue differ 

materially, as the employee whose activities create materially larger risks for the organization 

should receive less than the other employee, as well as the actual payments varying based on 

risks or risk outcomes.
242

  

Balancing remuneration with risk by adjusting pay commensurate with the level of risk taken 

is not only a challenging task facing companies and their remuneration committees, but may 

also diminish business opportunities, innovation, and growth initiatives, since if risk aversion 

is the primary focus in designing pay packages, in practice this will penalize employees who 

are involved in functions that inherently bear greater risk.
243

 

When remuneration arrangements are unbalanced, features must be added or modified to 

bring them into balance and make them sensitive to risk. Four methods are often used for this 

purpose. These are as follows:
244

 

a. Risk adjustment of award: The amount of an incentive remuneration award for an 

employee is adjusted based on measures that take into account the risk the employee’s 

activities may pose to the organization. The measures may be quantitative (where 

available) or may rely on informed judgement supported by available information and 

subject to appropriate oversight, such as for “bad-tail risks”.
245
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b. Deferral of payment: The actual payment of an award to an employee is delayed 

significantly beyond the end of the performance period, and the amounts paid are 

adjusted and altered (either formulaically or judgementally subject to appropriate 

oversight) according to risk outcomes and actual losses or other aspects of 

performance that are realized or become better known only during the deferral period. 

A further requirement for senior executives of LBOs involves a substantial portion of 

their executive incentive remuneration being deferred over a multi-year period to 

allow reduction of the deferred amount in the event of poor performance, substantial 

use of multi-year performance periods, or both. Moreover, payment of a significant 

portion of incentive remuneration to the senior executives of LBOs is to be in the 

form of equity-based instruments which vest over several years and the ultimate 

number of instruments received by those senior executives should depend on the 

performance of the organization over the deferral period.
246

  

Such provisions, which allow organizations to reduce deferred payment according to 

risk outcomes which are based on judgement rather than formulaic and quantitative 

measures, may expose organizations to the legal risk of litigation by employees who 

are not happy with the way that judgement by the organization has reduced the 

payment they were expecting. Even though the Guidance has urged banking 

organizations to describe how judgement is expected to be exercised to achieve 

balance and to communicate to employees the ways in which incentive remuneration 

awards and payments will be reduced as risks increase, this does not solve the 

problem created when an employee expecting a certain amount of money after a year 

or so is then told that the payment has been reduced or fortified based on a judgement 

that s/he does not agree with, and consequently disputes. It is unclear whether the 

decision of an independent remuneration committee would be considered final or 

whether the court would not accept such a reduction and award the employee the full 

amount, especially given these grey areas.  

It can be argued that golden handshakes can weaken the effect of deferral if senior 

executives are going to receive such payments similar to, if not exceeding, the forfeit-
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deferred remuneration. However, allowing departed executives to receive the adjusted 

deferred amount will reduce the ability of banks to retain qualified and talented 

executives and increase the incentive for such executives to leave the firm. Vesting a 

deferred amount or guaranteed payment upon departure and giving a golden parachute 

without regard to performance may give executives incentives to expose the bank to 

undue risk.
247

 However, the Guidance does not specify any rules in this regard, simply 

asking banks to consider carefully their potential effects on the risk-taking behaviour 

of employees.  

c. Use of longer performance periods: The time period covered by the performance 

measures used in determining an employee’s award can be extended (i.e., from one 

year to two or more years).  

d. Reduction of sensitivity to short-term performance: The rate at which awards 

increase as an employee achieves higher levels of the relevant performance 

measure(s) can be lowered to reduce the magnitude of such incentives. 

The Guidance clarifies that banking organizations can use additional methods. It also 

emphasizes that on the one hand the risk adjustment (ex-ante) method is much better when 

reliable risk measures exist, as this can take account of the full range and time horizon of 

risks, compared to deferral, which simply catches those risk outcomes that occur or become 

more evident during the deferral period. It also points out, on the other hand, that deferral of 

payment (ex-post) method may be more effective than risk adjustment in mitigating the 

incentive to take risks that are hard to measure. However, in some cases two or more methods 

may be needed in combination to balance risk and reward in an incentive remuneration 

arrangement.
248

 

6.5.3.2 Compatibility with effective controls and risk management 

To minimize negative effects that may arise when an employee tries to evade the process 

established by a bank to achieve balanced remuneration arrangements, risk management and 

internal control should reinforce and support the development and maintenance of balanced 
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remuneration arrangements.
249

 This requires the integration of incentive remuneration into the 

risk-management and internal-control frameworks and having appropriate control and risk-

management personnel to participate in the design and assessment of incentive remuneration 

arrangements. Such controls should be sufficiently documented to permit auditing for the 

effectiveness of their processes for establishing, modifying, and monitoring to achieve 

balanced remuneration arrangements and ensure that awards and payments are reduced to 

reflect risk outcomes or high levels of risk taken.
250

 However, to preserve the independence 

of those personnel and avoid the conflict of interests that may arise from their remuneration, 

payment should be sufficient to attract and retain qualified personnel, primarily based on the 

achievement of the objectives of their function and not substantially based on financial 

performance.  

Such requirements were criticized as imposing an undue burden on smaller banking 

organizations. The agencies maintained that monitoring methods and processes used by banks 

should correspond to the size and complexity of the bank and the level of using incentive 

remuneration. For example, a small and non-complex bank that uses incentive remuneration 

to a limited extent may find that it can appropriately monitor its arrangement through normal 

management processes.
251

 

6.5.3.3 Strong corporate governance 

The third principle emphasizes the need for good corporate governance practices that support 

the achievement of the main objective of the Guidance. It states that the board should have 

the ultimate responsibility for ensuring that sound remuneration practices that comply with 

the Guidance are in place. However, this requirement is not intended to marginalize the role 

of the remuneration committee, as the Guidance urges LBOs and other organizations that use 

incentive remuneration to a significant extent to consider the establishment of a remuneration 

committee with primary responsibility for overseeing the organization’s incentive 
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remuneration systems. The committee should be composed solely or predominantly of non-

executive directors
252

 unless a higher standard is required by other authorities. 

The Guidance further states that the board has several duties. These are: (i) ensuring that the 

bank’s incentive remuneration for all covered employees is appropriately balanced and does 

not jeopardize the safety and soundness of the bank; (ii) directly approving remuneration 

arrangements for senior executives; (iii) approving and documenting material exceptions or 

adjustments to the incentive remuneration of the senior executives considering and 

monitoring the effects of such exceptions or adjustments; (iv) monitoring the performance 

and regularly reviewing the design and function of incentive remuneration; and (v) closely 

monitoring incentive remuneration payments and the sensitivity of the payments to risk 

outcomes.  

To assist the board in fulfilling its duties, the Guidance urges the importance of the structure, 

composition, and resources of the board in being constructed to permit effective oversight of 

incentive remuneration. However, such a vague principle is of no help, as the Guidance does 

not clarify its expectation of how such a structure, composition, and resources should be 

achieved. The Guidance also strongly recommends that the board’s members have relevant 

expertise and experience in risk-management and remuneration practices in financial services 

or that they have access to this.  

This has raised concerns that all banks are required to have members with expertise in 

remuneration and risk management. Moreover, the standard required of the board is not clear 

and phrases such as “closely monitor” and “actively oversee” raise concerns that a high 

standard is being imposed on the board with regard to the oversight of incentive 

remuneration. The agencies have clarified that risk-management and remuneration expertise 

and experience at board level may be present collectively among the members of the board, 

and may come from formal training or from experience in addressing risk-management and 

remuneration issues, including receiving advice from outside consultants or other experts in 

incentive remuneration and risk management. Furthermore, the agencies recognize that 

smaller organizations with less complex and extensive incentive remuneration arrangements 

may find it unnecessary either to require board expertise or to retain and use outside experts 
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in this area.
253

 Finally, management is required to provide the board with sufficient data and 

analysis to allow the board to assess the overall design and performance of the bank’s 

incentive remuneration plan and its consistency with the bank’s safety and soundness; a 

greater depth of detail and quantity of data will need to be presented to the board of an LBO 

or other organizations that use incentive remuneration to a significant level.  

The other tool of corporate governance on which the Guidance focuses is disclosure. The 

Guidance requires banks to provide an appropriate amount of information concerning their 

incentive remuneration and its relation to risk management, control and governance to 

shareholders. This disclosure should go beyond senior executives, with the scope and level of 

the information disclosed tailored to the nature and complexity of the bank and its incentive 

remuneration.  

This disclosure requirement raised the issue of the need to protect the privacy of employees, 

which will in turn affect the ability of the organization to attract and retain talent as well as 

not creating extra burden for listed banks which are already required to provide extensive 

information regarding their remuneration practices to the markets.
254

 However, such a vague 

requirement does help banks to implement this effectively. Moreover, the Guidance was 

partly issued in the realization that the interests of shareholders and employees may not be 

sufficient to protect the safety and soundness of a banking organization, as shareholders in 

some cases may be willing to tolerate a degree of risk that is inconsistent with the 

organization’s safety and soundness.
255

 Thus, encouraging shareholders to be involved might 

contradict the philosophy underpinning the Guidance, even if the objective is to urge 

shareholders to monitor any risk taken beyond their tolerance level of risk,
256

 as this will raise 

other issues such as the free rider problem and the ability of shareholders to conduct effective 

checks. 

Generally, the Guidance principles are too broad, vague and of little practical help regarding 

their effective implementation, relying on banks to ensure that their incentive remuneration 
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 75 Fed. Reg. 36396; L Bebchuk and H Sparmann, “Regulating bankers’ pay” (2010) 98 The Georgetown Law 

Journal 247. 
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 75 Fed. Reg. 36413. 
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does not encourage excessive risk-taking and is consistent with safety and soundness. 

Interestingly, the P&S, which are adopted on an international level, have more detail and are 

more prescriptive than the US Guidance. This can probably be explained by the refusal of the 

US Federal Reserve to implement the P&S, despite the fact that President Obama himself has 

agreed to do this.  The US Federal Reserve is opposed to the P&S on the grounds that a single 

formula-based approach could exacerbate excessive risk-taking.
257

  

6.5.4 Supervisory initiatives 

Turning to the role of the agencies in supervising and monitoring implementation of the three 

principles by banking organizations, the agencies expect banks to evaluate their incentive 

remuneration to ensure that it does not encourage imprudent risk behaviour and is consistent 

with the safety and soundness of the bank. The agencies will: (i) promote further advances in 

designing and implementing balanced incentive remuneration plans; (ii) regularly review the 

incentive remuneration and related risk-management, control, and corporate governance 

practices of LBOs and work to incorporate oversight of incentive remuneration arrangements 

into the regular examination process for smaller firms; (iii) take enforcement action to ensure 

material deficiencies which threaten the safety and soundness of a bank are promptly 

addressed; and (iv) update the Guidance to incorporate best practices as they develop over 

time.  

The agencies failed to provide sufficient detail in the Guidance regarding how this review and 

supervision should take place and how regularly. There is not enough information on what is 

meant by “material deficiencies” and how the agencies will deal with allegations made by 

banks that they have a contractual relationship with employees that must be met to avoid 

breach of contract. Moreover the agencies did not specify how such a review is going to be 

conducted by them, whether each agency will do this for the institutions it covers, or whether 

there is going to be a collective approach via a special committee of representatives from the 

four agencies to secure unified application and eliminate divergence. This raises the issue of 

what happens in the case of a difference of opinion on an issue related to incentive 

remuneration, and whether the view of the bank or the agencies would prevail. If a bank 
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 T Braithwaite, K Guha and G Farrell, “Fed rejects one-size pay rules” Financial Times (London, 23 October 

2009); Murphy, “Regulating Banking Union” (n 698). 
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maintains that its remuneration policy conforms to the principles outlined in the Guidance 

and the agencies do not agree, it will be difficult to resolve such a problem in the light of such 

broad and vague principles. 

6.6  Conclusion 

In the overview of the US context, it was noted that regulation has been influential in shaping 

remuneration practices. Calls from academics and shareholder activists in the 1980s, as well 

as a wave of takeovers, encouraged the use of equity-based remuneration and generous 

golden parachute agreements. The Deficit Reduction Act 1984 was introduced to curb over 

generous agreements, by imposing a special tax on payments exceeding three times the 

executive’s average recent remuneration, but it was argued that this had a negative effect, 

encouraging companies to introduce changes in control agreements and use the “three times” 

amount as standard. Equity-based remuneration and other incentive agreements were also 

encouraged by tax and accounting incentives. Any non-performance related remuneration in 

excess of $1 million was described as unreasonable and not deductible as an ordinary 

business expense. Accounting treatment for stock options encouraged their use, as companies 

were not required to expense them.  

A series of accounting scandals at the start of new millennium revealed that executives had 

been incentivized to focus on short-term market movement to be awarded their options, 

meaning they adopted very risky strategies and manipulated their published accounts. 

Expensing options were dropped from the proposal for the Sarbanes-Oxley Act 2002 and was 

later introduced by the FASB in December 2004 as a result of increasing shareholder calls for 

the expensing of options.  

Like previous reports by the FSB, Turner and de Larosière, US officials concluded that 

remuneration played a role in encouraging short-term gain without proper consideration of 

the long-term consequences.  

This was followed by an examination of US court judgements on derivative cases regarding 

remuneration practices. As in the UK system, US courts will not pronounce on what 

constitutes a reasonable remuneration level or structure, focusing instead on ensuring that 

senior directors have operated an honest and fair procedure that recognizes the formal 

requirements of the law and that, ultimately, the company has made a proper business 
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judgement. Therefore, the US courts will respect a decision made by shareholders or 

disinterested directors upon disclosure of all material facts unless shareholders can prove that 

the disinterested directors breached their duty of loyalty or care, or that the remuneration plan 

amounts to corporate waste. 

The general approach to regulating remuneration practices in the US was also discussed, with 

disclosure and independent remuneration committees emerging as the most important tools 

available until the Dodd-Frank Act 2010 introduced shareholder advisory votes.  

With regard to the independence of the board, the US practice is to recommend that the 

majority of the board members are non-executive directors, whereas in the UK a balance of 

executive and non-executive is preferred together with the separation of the roles of CEO and 

chairperson as limiting guaranteed tenure.  

Independent remuneration committees with a specified level of responsibility are also an 

important tool in solving the conflict of interests that arises when deciding executive 

remuneration if they are used to make objective decisions on what constitutes a fair and 

competitive remuneration policy. The operation of the committee benefits from discussion 

with executive directors and recommendations from independent remuneration consultants. 

However, it was noted that various financial, social and psychological factors can affect the 

independence of a committee. The various forms of qualitative and quantitative disclosure 

were explained. 

Shareholder voting and involvement was also identified as a potentially useful tool although 

this cannot legally change company policy. The chapter analysed important aspects of 

remuneration contracts and how the law and regulation have dealt with these.  

Incentive-based remuneration was also discussed in relation to section 39(c) of the FDIA. 

This was introduced in 1995, allowing the Federal Reserve, the OCC, the OTS, and the FDIC 

to prescribe rules or guidelines for all insured depository institutions that would prohibit 

unsafe or unsound practices that would provide any executive officer, employee, director, or 

principal shareholder of the institution with excessive remuneration or could lead to it 

suffering material financial loss. Following the financial crisis of 2007 and the P&S all four 

agencies issued the Guidance based on the three principles but less detailed than the P&S. In 

addition, section 956 of the Dodd-Frank Act also prescribes regulations or guidelines which 

require disclosure of the nature of incentive-based remuneration to allow agencies to 
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determine whether the remuneration structure is excessive or could lead to material loss. 

They are also required to prohibit incentive-based remuneration that encourages inappropriate 

risk taking. The agencies proposed the Rule in April 2011 to supplement the existing 

Guidance, but these have yet to be adopted. 
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Chapter 7 The regulation of remuneration practices in Saudi 

Arabia
1
 

7.1 Introduction 

The regulatory framework for corporate remuneration practices in Saudi Arabia has two core 

aspects: the first is related to the members of the board (executive and non-executive) whilst 

the second involves executive remuneration. With regard to the former, the law has decided 

on the highest level of remuneration that can be paid to an executive or non-executive 

director, for serving on the board. However, it remains silent on the issue of executive 

remuneration.  

The Corporate Governance Regulations (CGRs) issued by the CMA as well as the Principles 

of Corporate Governance (PCG) and Rules on Compensation Practices (RCP) issued by the 

SAMA, contain instructions for listed companies, Saudi banks and other banks operating in 

Saudi Arabia with regard to the issue of establishing and fixing executive remuneration. 

However, this chapter will argue that the area of regulating executive remuneration in Saudi 

Arabia is not only inadequate, falling short of the best practice standards,
2
 but also fails to 

empower shareholders and grant them the minimum level of protection from excessive levels 

of remuneration. Adequate disclosure requirements do not exist and since there is no 

requirement for executive remuneration to feature as an agenda item at the AGM, the 

possibility of debate on this topic is effectively eliminated. Moreover, in the case of SAMA 

regulation, it seems to lack the power to pass rules on remuneration and corporate governance 

                                                 

1
 As discussed in section 1.4, to help overcome the obstacle of the lack of academic literature on the topic of 

remuneration regulation in Saudi Arabia, the discussion in this chapter has benefited from informal 

discussions with senior officers of the Saudi Arabian Monetary Agency (SAMA) and the Capital Market 

Authority (CMA), both of which play a crucial role in the policy formulation process. At SAMA, I 

interviewed a senior advisor to the Deputy Governor, Mr. Jameel Ahmad and at CMA, I interviewed the 

Head of the Corporate Governance Department, Mr. Alwaleed Alsenani, one of his senior advisors, Mr. 

Ghassan Kashmeeri, and a legal advisor Mr. Majed Albuti. 

2
  For example, the existing CGRs are insufficient to solve the conflict of interest inherent in the decision-

making process of remuneration, as they allow executives to sit on the remuneration committee and the 

standard of disclosure requirements are minimal and inconsistent. 
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principles. In addition, international agreements must be ratified by Royal Decree
3
 and not by 

the authorities with responsibility for supervising banks. Neither the Banking Control Law 

(BCL) nor SAMA’s Charter grant SAMA the power to issue such regulations. However, this 

legal issue can be overcome by granting SAMA the necessary powers. This chapter will also 

argue that the scope of implementation by SAMA of its Rules on Compensation Practices 

may give rise to regulatory arbitrage. SAMA’s failure to clearly specify the personnel to 

whom the rules on the structure of remuneration apply, has led to the blanket application of 

the rules.  

The chapter is divided into four sections. Following the introduction, the second section 

examines the current law and regulators of the financial industry in Saudi Arabia. The third 

section moves on to investigate how remuneration practices are regulated. Finally, a 

conclusion will be drawn in the light of the discussion. 

7.2 Laws and regulation of the financial industry in Saudi Arabia  

7.2.1 Laws governing public companies and financial institutions 

Before moving on to examine the role of regulators, this section presents an overview of the 

most important laws affecting Saudi financial markets and institutions. The Insurance Law 

which lies outside the scope of this thesis has been excluded. 

7.2.1.1 Companies Law 1965 

Business organizations operating in Saudi Arabia can take one of three forms: sole trader, 

partnership or incorporation. Partnerships can be established without going through the 

Register of Companies and can take the form of one of the well-known types of association 

outlined in Islamic Fiqh.
4
 Incorporation is governed by the Companies Law (CL) 1965, the 

                                                 

3
 Basic Law of Government, Article 70. The official English translation was used for all the Saudi legislation 

cited in this thesis with the exception of the Companies Law which is my own translation.  

4
 Section Two of the Commercial Court Law 1931 briefly mentions these partnerships. However, there was 

clearly a need to develop a comprehensive company law illustrating the provisions for corporations’ 

establishment, conduct of their business activities and liquidation, as well as specifying the authority of the 

Ministry of Trade to monitor and supervise companies for the purposes of public interest. This led to the 

issuance of the Companies Law 1965. See: MH Aljaber, Saudi Commercial Law (4
th

 edn, Riyadh 1996) 156. 

http://www.sama.gov.sa/sites/samaen/RulesRegulation/BankingSystem/Pages/BankingSystemFD01.aspx
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overall structure of which is derived originally from French law via Egyptian law.
5
 The CL 

covers many issues related to incorporation or establishment, governance, liquidation, 

merger, and dissolution of the eight different forms of corporation. Chapter Five of the CL is 

devoted to joint-stock companies as 101 of the 234 articles of the Law (some 43 per cent of 

the Law) are concerned with this type of corporation and every aspect of their business is 

very heavily regulated in comparison with the other forms of corporation. Joint-stock 

companies have the option to go public and have their shares listed on the stock market. 

Establishing a joint-stock company entails obtaining a Resolution from the Minister of 

Commerce and Industry after fulfilling all the requirements of the CL while listing requires 

conforming to the Listing Rules (LR) issued by the CMA. Some kinds of joint-stock 

companies require a Royal Decree.
6
  

Since joint-stock companies are limited liability companies, their accounts must be externally 

audited
7
 and external auditors must be changed at least every five years.

8
 Such companies 

must have a board of directors consisting of no fewer than three members
9
 and no more than 

eleven if they are listed.
10 When company losses equal or exceed 75 per cent of its capital, 

the board of directors has to call an Extraordinary General Assembly (EGA) for a meeting to 

consider the continuation of the company or its dissolution, and in all cases the Resolution 

must be published in the official State newspaper.
11

  

However, there is a new proposal to enact a new Companies Law, which at the time of 

writing had not been fully publicly disclosed. After being approved by a Resolution of the 

Shura Council, this proposal has now been referred to the Council of Ministers. The Law will 

be made up of 12 chapters containing a total of 226 Articles in comparison to the current 

Law’s 15 chapters and 234 articles. Some aspects of the Shura Council discussion have been 

                                                 

5
 HA Ghazzawi, “Islamic Law” (Saudi Legal, Saudi Arabian Law Overview) 

<http://www.saudilegal.com/saudilaw/01_law.html> accessed 15 July 2013. 

6
 Companies Law 1965, Article 52. 

7
 Companies Law 1965, Article 130. 

8
 The Minster of Commerce and Industry, Ministerial Decision No. 266 on 9 August 2008. 

9
 Companies Law 1965, Article 66. 

10
 Capital Market Authority, Corporate Governance Regulations in the Kingdom of Saudi Arabia, Article 

12(a).(CGRs)  

11
 Companies Law 1965, Article 148. 
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reported in Press, the most debated issue being Article 76 (replacing Article 74 of the current 

Law) which concerns the remuneration of the board of directors.
 12

 

7.2.1.2 The Charter of SAMA 1957 

This Law created the Central Bank of Saudi Arabia, which is known as the Saudi Arabian 

Monetary Agency (SAMA). As a central bank, SAMA is charged with: (1) the issuance and 

strengthening of the Saudi currency and stabilizing its internal and external value; (2) dealing 

with the banking affairs of the government; and (3) supervising commercial banks and 

exchange dealers.
13

 The Charter sets out the duties and responsibilities of SAMA and presents 

its governance structure. Banks operating in Saudi Arabia must provide a monthly statement 

of their financial position in accordance with the specimen forms prepared by SAMA and 

maintain minimum deposits with SAMA, the levels of which are adjusted from time to time 

to suit the prevailing circumstances in accordance with a decision passed by the Minister of 

Finance upon the suggestion of the Agency. SAMA’s role in supervising and regulating banks 

will be discussed further in the following subsection. 

7.2.1.3 Banking Control Law 1966 

According to the Law, the carrying out of banking activities must be licensed, and banks are 

required to take the form of a joint-stock company and apply for a license to SAMA. After 

receiving approval from the Council of Ministers, licensing is granted by the Minister of 

Finance.
14

 The Law also charges SAMA with the responsibility of supervising banks after 

incorporation and requires banks to have a statutory deposit with SAMA of a sum equal to 

10-17.5 per cent of their deposit liabilities, decided at SAMA’s discretion. However, SAMA 

can lower or exceed these limits under the Law with the approval of the Minister of 

Finance.
15

 Banks are also required to have liquidity
16

 equal to 15 per cent of their deposit 

liabilities; SAMA has the right to increase this to 20 per cent. When a bank’s liability deposit 

                                                 

12
 A Alshehri, “Article 76 and the corridors of the Majlis Al-Shura,” Aleqtisadiah (Riyadh, 6 April 2011) 

Available at: <http://www.aleqt.com/2011/04/06/article_523466.html> accessed 12 July 2013. 

13
 Charter of SAMA 1957, Articles 1 and 3. 

14
 Banking Control Law 1966, Article 3. 

15
 Banking Control Law 1966, Article 7. 

16
 Liquidity refers to cash, gold or assets, which can be converted into cash within a period not exceeding 30 

days (Banking Control Law 1966, Article 7). 

http://www.aleqt.com/2011/04/06/article_523466.html
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exceeds fifteen times its reserve and capital, the bank is required to either increase its capital 

or reserve to the prescribed limit or deposit 50 per cent of the excess with SAMA.
17

 Large 

exposure is limited to 25 per cent of the equity with SAMA having the right to increase this to 

50 per cent.
18

  

The Law prohibits banks from engaging in certain activities entirely while other activities 

require the permission of SAMA.
19

 Under the provisions of the Law SAMA has the right to 

issue rules regarding limiting loans, prohibiting certain kinds of loans, laying down specific 

terms and conditions with regard to particular transactions between a bank and a customer, 

collateral, and the assets to be maintained by every bank in Saudi Arabia.
20

 However, in 

doing so, SAMA must have the approval of the Minister of Finance.
21

 The Law also grants 

SAMA the right to inspect the books and accounts of any bank following the approval of the 

Minister of Finance.
22

 Article 23 gives SAMA the right to penalize specified actions.  

The Law has been criticised as being inadequate for the purposes of modern finance law for 

many reasons. Most importantly, SAMA needs an enabling law, similar to the Capital Market 

Law, that gives it formal independence and authority in exercising its duties, as it currently 

has to obtain the approval of the Minister of Finance and the Council of Ministers on various 

issues. The Law fails to specify clear objectives for SAMA. With regard to prudential 

regulation and supervision, SAMA has made substantial efforts to introduce Basel II-III and 

is applying a risk-based approach to supervising banks without clear mandate in the Law.
23

 

Finally, the scope of SAMA’s accountability is not clearly defined in the Act, although the 

articles giving the Minister of Finance power over certain aspects of the work of SAMA are 

to certain extent relevant in this respect. In addition, the Board of Grievances has the power 

                                                 

17
 Banking Control Law 1966, Article 6. 

18
 Banking Control Law 1966, Article 8. 

19
 Banking Control Law 1966, Articles 9, 10 and 11. 

20
 Banking Control Law 1966, Article 16. 

21
 Banking Control Law 1966, Article 16. 

22
 Banking Control Law 1966, Article 18. 

23
 International Monetary Fund, Saudi Arabia: Financial Sector Assessment Program Update—Detailed 

Assessment of Observance of the Basel Core Principles for Effective Banking Supervision (July 2013) 

Available at: <http://www.imf.org/external/pubs/ft/scr/2013/cr13213.pdf> accessed 12 November 2013. 

http://www.imf.org/external/pubs/ft/scr/2013/cr13213.pdf


236 

 

to review any final administrative decision by all authorities including SAMA and reverse 

this in the following instances: 

When the decision was challenged based on the lack of jurisdiction, a defect in 

process, a defect in the cause, violation of Laws and Regulations, error in 

application or interpretation, abuse of power [...]However, the refusal of the 

administrative body or its refraining from making a decision that should have 

been taken in accordance with the Laws and Regulations is considered to give 

cause for a challenge.
24

  

In 1986 SAMA issued a set of Rules for enforcing provision of the BCL through a Ministerial 

decision in accordance with Article 26 of the Law.  

7.2.1.4 Capital Market Law 2003
25

 

This Law announced the creation of new bodies tasked with regulating and supervising the 

securities markets and investment firms. The CMA has oversight of these bodies, and was 

created to replace the Ministerial Committee comprising the Ministries of Finance and of 

Commerce and Industry together with SAMA in regulating and supervising the stock 

market
26

 (which was the only financial market for securities at that time).  

The Capital Market Law (CML) defines the objectives, duties and powers of the CMA, the 

Saudi stock exchange (Tadawul), the Securities Depository Centre, the Committee for the 

Settlement of Securities Disputes and the Appeal Panel. The Committee for the Settlement of 

Securities Disputes is a special body with jurisdiction over all claims and matters falling 

under the CML and its implementation and regulation together with regulations, rules and 

instructions of the CMA. 

7.2.2 Financial industry regulators and instruments affecting remuneration 

practices 

The financial system in Saudi Arabia has evolved from having SAMA as the sole regulator of 

the system to the establishment of the CMA as the body with specific responsible for 

                                                 

24
 Law of the Board of Grievances 2007, Article 13(b). 

25
 For extensive review and analysis of the law see: JW Beach, “The Saudi Arabian Capital Market Law: A 

Practical Study of the Creation of the Law in Developing Markets” (2005) 41 Stanford Journal of 

International Law 307. 

26
 ibid 311. 
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regulating and supervising the securities sector. Therefore, SAMA is responsible for 

supervising banking, and for regulating and supervising the insurance sector whilst the CMA 

is charged with regulating and supervising the securities sector. Saudi Arabia is applying 

institutional regulation, where each regulator is charged with a certain sector, rather than 

functional regulation, where each regulator deals with non-sectoral functions irrespective of 

the type of business activity.
27

 The next two subsections are devoted to exploring the power 

and duties of the two regulators along with their statutory instruments which affect 

remuneration practices. 

7.2.2.1 SAMA 

7.2.2.1.1 Overview 

There are 23 licensed banks in Saudi Arabia, but only 20 are “active”. Of these, 12 are Saudi 

incorporated banks.
28

 As previously mentioned,
29

 the Charter of SAMA and the BCL are 

currently inadequate and a new law needs to be introduced. No objectives have been set for 

SAMA to pursue in fulfilling its duties with regard to supervising and regulating banks and, 

as a result, SAMA has always been accused of protecting banks and not taking adequate care 

of the interests of customers and investors. Slow progress has started to be made in this area 

following the recent establishment of the Consumer Protection Department
30

 although this is 

also without a clear mandate in the Law.  

It seems that SAMA has far exceeded its power in introducing some aspects of regulation, 

taking advantage of the fact that Saudi banks are “obedient”, according to SAMA officials. 

The fact that the current legislation has insufficient provisions does not give SAMA the right 

to issue rules and instructions in the form of circulars, which are usually not publically 

available, beyond its mandate. For example, in my opinion, introducing Basel rules without 

going through the process of a Royal Decree or at least a Ministerial decision in accordance 

                                                 

27
 KK Mwenda, Legal Aspects of Financial Services Regulation and the Concept of a Unified Regulator (World 

Bank: Washington, DC, 2006) 10. 

28
 International Monetary Fund, “Saudi Arabia: Financial Sector Assessment Program Update—Detailed 

Assessment of Observance of the Basel Core Principles for Effective Banking Supervision” (n 23). 

29
 See sections 7.2.1.2 and 7.2.1.3. 

30
 Speech by Mr Fahad Almubarak, Governor of the Saudi Arabian Monetary Agency, on the occasion of the 

issuance of the 49
th

 Annual Report, Riyadh, 17 March 2014 Available at: 

<http://www.bis.org/review/r140411c.htm> accessed 25 May 2014. 
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with Article 16 of the BCL constitutes a breach of SAMA’s duties and it is acting beyond its 

power. In addition, Article 12 of the BCL introduces basic aspects of the fit and proper test, 

but this does not give SAMA the right to issue corporate governance principles to banks and 

rules on compensation practices.  

As explained above,
31

 SAMA does not have the independent authority to act alone in most 

cases, even those related to licensing and regulation, which make up most of its duties in the 

Law. When issuing the BCL and the Charter of SAMA, the Regulatory Authority used an 

Arabic word which means “supervising”.
32

 The same word is used in the title of the BCL 

which, strictly speaking, should be translated as the Banking Supervision Law. Article 1(c) of 

the Charter of SAMA
33

 also uses the same Arabic word with the meaning of “supervise”, 

which was subsequently changed to “regulate” when it was translated into English.  

Although SAMA might not see a difference between supervising and regulating, or perhaps 

reasons that supervising requires regulation, the Regulatory Authority seems to see a 

difference since, as discussed above,
34

 Article 16 of the BCL does not give SAMA the sole 

right to introduce regulation on many issues without obtaining the approval of the Minister of 

Finance. It could be argued that Article 3(d) of the Charter of SAMA
35

 gives this body the 

right to regulate since it concerns the functions or duties of SAMA in relation to fulfilling its 

roles as stated in Article 1 of its Charter.
36

 Again it is argued here that the English translation 

is not accurate as the word “regulate” is used instead of the more accurate “instruct”. Thus 

Article 3(d)
37

 which states one of SAMA’s functions should be translated as “supervising 

commercial banks and exchange dealers and issuing instructions whenever SAMA deems this 

necessary”. These instructions must not exceed the powers legally given to SAMA for the 

purpose of fulfilling its supervisory role. Therefore, SAMA does not appear to have the legal 

right to introduce the Rules on Compensation Practices or the Corporate Governance 

                                                 

31
 See sections 7.2.1.2 and 7.2.1.3. 

32
 The word which means “supervision is used in the title of the Banking Control Law 1966, and Article 1(c), 

Charter of SAMA 1957.  

33
 Charter of SAMA 1957, Article 1(c). 

34
 See section 7.2.1.3. 

35
 Charter of SAMA 1957, Article 3(d). 

36
 Charter of SAMA 1957. 

37
 Charter of SAMA 1957. 
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Principles. However, since the two regulatory instruments exist and they can easily be 

legitimised by introducing a new law that grants SAMA the power to regulate, these will now 

be discussed. 

7.2.2.1.2 Rules on Compensation Practices  

Rules on Compensation Practices were enclosed in a letter issued to all banks from the 

Governor of SAMA on 3 May 2010, which stated that they were to come into immediate 

effect.
38

 Banks were given until 31 December 2010 to bring their employment contracts into 

conformity with the Rules or alternatively to approach SAMA by 30 June 2010 with their 

reasons for not being able to do so.
39

 The reason for this reduced timescale was that SAMA 

had already asked banks to take into account the guidance provided in the P&S when 

establishing their compensation policies and practices.
40

 

The Rules on Compensation consist of seven sections. Prior to their introduction , SAMA had 

conducted a survey of banks’ practices,
41

 and was not convinced by the suitability of the P&S 

for Saudi banks due to the intrusive and conservative model of supervising and regulating 

these institutions.
42

 In addition, the remuneration practices in the banking sector showed a 

tendency to use fixed pay as a major part of the payment with bonuses representing only a 

“fraction” of the total payment (accordgin to a SAMA official). However, SAMA introduced 

the Rules to fulfil Saudi Arabia’s obligations as a member of the G20. SAMA unilaterally 

introduced the Rules even though it does not have the power to do so, as international treaties 

and agreements must be ratified by the process of a Royal Decree after the issue has been 

studied by the Shura Council and the Council of Ministers.
43

 However, it could be argued that 

                                                 

38
 SAMA, Rules on Compensation Practices 1.4. 

39
 I was told in the interview with Mr Jameel Ahmad, advisor to the Deputy Governor for Technical Affairs at 

the Saudi Arabian Monetary Agency, that none of the banks approached SAMA in relation to this matter. 

40
 SAMA, Circular No. BCS 842 dated 26 August 2009; SAMA, Circular No. BCS/ 1984 dated 9 January 2010 

to the banks 

41
 I was told in the interview with Mr Jameel Ahmad, advisor to the Deputy Governor for Technical Affairs at 

the Saudi Arabian Monetary Agency, that only one bank had used shares as part of its remuneration of top 

executives before the Rules were introduced but after their introduction, many banks adopted this practice. 

42
 For example, any derivative trading must be reported to SAMA, even if it is on behalf of a customer and any 

loans to non-resident entities or persons must be reported to SAMA.  

43
 Shura Council Law, Articles 17 and 18; Law of the Council of Ministers, Article 20. 
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since King Abdullah agreed to the P&S in the G20 summits, this serves to ratify their 

introduction but SAMA has not been explicitly charged with implementing them.  

The Rules apply to commercial banks on a consolidated basis. Thus, the majority-owned 

financial subsidiary of a commercial bank, be it an insurance company or investment firm, 

lies within the scope of the Rules.
44

 Those insurance companies and investment firms which 

do not form part of a commercial bank are excluded. SAMA officials reported that the reason 

for this is that local commercial banks and their subsidiaries (insurance companies and 

investment firms which have been ring-fenced since 2004) dominate the Saudi financial 

system with a 95 per cent market share whilst the remainder is divided amongst the rest of the 

financial institutions in the market. The P&S are applied to significant financial institutions 

only, meaning there is no need to extend the Rules beyond commercial banks. There is also 

no danger of talented employees leaving the banks, as the salaries in these banks are far more 

lucrative than those on offer in the other financial institutions due to their size. It could be 

argued that there is a danger of talented employees leaving Saudi banks to go to other banks 

in the region which do not apply the P&S. However, this danger is lessened by the fact that 

some countries in the region, especially some of the largest GCC [Gulf Cooperation Council] 

countries have introduced similar regulations.
45

  

Foreign subsidiaries of a locally incorporated bank must apply the Rules if the local banks 

have majority ownership and oversee branches of local banks unless the Rules are 

inconsistent with the regulatory requirements of the host country. All foreign banks licensed 

and operating in Saudi Arabia must apply the Rules.  

The Rules do not clarify to which personnel they apply but in the Implementation 

Framework, SAMA has clarified that Standard six of the FSB Implementation Standards only 

affects key executives whose appointment is subject to no objection by SAMA, and those 

employees whose actions have a material impact on the risk profile of the bank. However, 

Material Risk Takers have not been defined, either in the SAMA Rules or in the P&S, which 
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 SAMA, Rules on Compensation Practices, 1.3. 

45
 Financial Stability Board, Implementing the FSB Principles for Sound Compensation Practices and their 

Implementation Standards: Progress Report (13 June 2012) (FSB, 2012 Progress Report). 
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means this issue is left up to the banks to decide. At the time of writing, the FSB was in the 

process of identifying good practice in this area.
46

  

7.2.2.1.3 Principles of Corporate Governance 

In July 2012, SAMA also issued the Principles of Corporate Governance for Banks Operating 

in Saudi Arabia. These cover issues related to the board of directors, shareholder rights, and 

disclosure and are intended to complement the regulations, rules and circulars issued by 

SAMA and the CMA.
47

 However, banks must put the Principles of Corporate Governance at 

the head of Corporate Governance Regulations, as SAMA is the primary regulatory body for 

banks. These principles are more detailed than the Corporate Governance Regulations and 

specifically tailored to banks. There will be more discussion of these two instruments later 

when discussing their effects on remuneration practices. 

7.2.2.2 CMA 

7.2.2.2.1 Overview 

The CMA was established in July 2004 and is governed by a Board which comprises five 

Commissioners who are appointed by Royal Order, including the Chairperson, who is also 

the CEO, and the Vice Chairperson.
48

 The CMA was given the rule-making authority and 

enforcement powers necessary to fulfil its objectives, namely the protection of investors, 

ensuring orderly and equitable dealings in the securities business by regulating and 

monitoring the issuance of securities and the activities of entities, and the fairness, efficiency, 

and transparency of the capital market.
49

 The Law mentions three types of legislation that the 

CMA can issue: regulations, rules and instructions. However, the CMA has not clarified the 

difference between these three, nor does it use them as distinct from each other. It possesses 

both civil and criminal authority and may seek civil sanctions, ranging from warnings to 

monetary penalties, property seizure, and licence suspension or revocation. Its regulatory 

responsibilities are broad and include the issuance of securities, listing, trading and settlement 
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on Tadawul, credit rating agencies, investment funds, disclosure by issuers and governance, 

licensing, and the supervision and enforcement of its regulations.
50

  

The CMA’s remit includes all offers of securities in Saudi Arabia, whether public offers or 

private placements; the establishment, offering and management of funds, and the regulation 

of participants in the capital market, including any over-the-counter (OTC) activity. The 

regulation of banks and insurers is the responsibility of SAMA, except to the extent that they 

have obligations as listed companies, in respect of which they fall within the jurisdiction of 

the CMA.
51

 Unlike SAMA, the CMA is clearly accountable to the President of the Council of 

Ministers and concerned parties have a clear procedure for raising matters against the CMA 

with the Committee for the Settlement of Securities Disputes. However, there is a danger in 

that this body is appointed by the CMA Board. However, this is somewhat mitigated by the 

establishment of the Appeal Panel, which was formed by a resolution of the Council of 

Ministers.
52

 In addition, all of these fears will be minimised when the Board of Grievances 

takes over all of its new responsibilities for reviewing the decision of all tribunals as part of 

the new judicial reform. 

7.2.2.2.2 Corporate Governance Regulations 

An awareness of the importance of good corporate governance began to emerge in the 

Kingdom of Saudi Arabia in the wake of the market collapse of 2006.
53

 The CMA enacted the 

CGRs in 2006 for all listed companies on a “comply or explain”
54

 basis. However, due to the 

low level of awareness of the importance of corporate governance and compliance, the CMA 

established the Corporate Governance Department,
55

 as well as obliging listed companies to 

comply with some Articles of the CGRs which are seen as important to secure minimum 

good practice. The CGRs represent the minimum standards that listed companies have to 

comply with and the CMA, as represented in its Corporate Governance Department, 
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encourages companies to go beyond the minimum requirements. The CGRs cover issues 

related to shareholder rights, board of directors and disclosure. The CGRs are the first to 

regulate executive remuneration. 

7.3 Regulation of remuneration practices in public companies and banks 

in Saudi Arabia 

This section will investigate the regulation of remuneration, examining the CL 1965, the 

CGRs issued by CMA, and the RCP and PCG issued by SAMA. There are two sets of laws 

and regulations: one applies to all board members and their service on the board, and the 

other, to executive directors. Therefore, this section will discuss both these issues.  

7.3.1 The remuneration of board members  

The CL 1965 provided that the company’s Constitution shall explain the way in which the 

members of the board are remunerated and this can take the form of salary, allowances for 

attendance, benefits in kind, and a certain percentage of the profits.
56

 Companies can use one 

or more of these methods of remuneration or use other methods of rewarding board members. 

However, Article 74 itself does not mention any limit or maximum level of remuneration for 

board members unless these individuals are remunerated through the profit rate. In this case, 

there are two conditions: (1) the maximum percentage that can be granted to the members of 

the board must not exceed 10 per cent of the net profit after deduction of expenses, 

depreciation and reserves established by the General Assembly; and (2) a distribution of 

dividends to shareholders must not be less than five per cent of their paid capital.
57

 

Article 74 addresses the method of rewarding members of the board of directors in their 

capacity as members of the board attending meetings and performing the required roles of the 

board. The board of directors has two main categories of director: executives and non-

executives. Executive directors are responsible for managing the day-to-day business, 

whereas the key role of non-executive directors is to monitor the performance of the 

management, challenge ideas they put forwards and help develop proposals regarding 
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strategy by attending board meetings and the meetings of the committees to which they are 

appointed as members. Therefore, a board member may be solely a member of the board of 

directors or, in addition to the membership of the board, s/he may be an executive director or 

a finance officer of the company or otherwise. Thus it seems that Article 74 deals with the 

subject of the remuneration of the members of the board. This is also clear as the disclosure 

requirement stated in the Article necessitates the separation of what has been paid to the 

board members in this capacity, using the four methods and what has been paid to them in 

other capacities, such as managing directors and/or the Chairperson according to Article 79.
58

 

A decision dated 5 May 1992, issued by His Excellency the Minister of Trade as No. 1071 on 

the basis of item 12 of the Council of Ministers’ Resolution No. 202 (15 May 1984), put an 

upper limit on the remuneration of the board. This upper limit concerned two of the methods 

mentioned in Article 74 of the CL. The first regards allowances which must be set at a 

maximum of 3,000 Saudi riyals for each meeting of the board of directors attended by a 

director. The second is related to the profit rate. A decision by the Minister added a third 

condition for the use of the profit rate as a reward method to a member of the board of 

directors, in that 10 per cent was not to be more than 200,000 Saudi riyals on an annual basis 

for each member. It is noted that this decision did not set an upper limit for the methods of 

remunerating the board members as salaries and benefits in kind remain without limitation. 

The decision also did not take into account whether a company was successful or not and 

how much work was involved, as big companies need more effort and time, and also did not 

take into account the effort made by the member or expected from the member of the board 

when determining the remuneration.
59

 

In addition, the decision by the minister asserted the requirement of disclosure in Article four 

and added to it the requirement to present this disclosure to the General Assembly at the 

AGM, during which it has become a norm or common practice for Saudi-listed companies to 

table a resolution for the shareholder vote on the remuneration of the board of directors.  

A new proposal for the CL is being discussed and is currently on its way to being passed and 

receiving a Royal Decree as a replacement of the 1965 CL. According to the newspaper 
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Aleqtisadiah, the draft of the new CL approved by the Majlis Al-Shura will reword Article 74 

again to stress the need for the company’s constitution to show the way in which a company 

remunerates its directors. The remuneration can be paid in the form of salary, attendance 

allowance for meetings, benefits in kind, and a certain percentage of the profits, and may 

combine two or more of these. However, if the reward is based on or uses a certain 

percentage of company profits, the company is not permitted to increase this percentage to 

more than 10 per cent of the net profit after distribution of dividends to shareholders, and not 

less than five per cent of the company’s capital paid by shareholders.  

The proposed Article stresses proportionality between the paid remuneration and the number 

of meetings attended by the member, and every estimate otherwise is void. The Article also 

emphasises that – in all cases – the total remuneration received by any member of the board 

must not exceed 500,000 Saudi riyals per annum. The annual report of the board of directors 

to the AGM must include a comprehensive statement of everything that each member of the 

board receives in his or her capacity as a member of the board during the financial year in 

terms of salary, net profits, attendance fees, expenses and other benefits, and should also 

include another statement of what has been paid to each member in any other capacity, such 

as being an executive, a member of staff, administrator or adviser. The annual report should 

also include a statement of the number of meetings of the board and the number of meetings 

attended by each member since the date of the last meeting of the General Assembly. The 

proposed Article also permits the AGM to terminate the membership of an absent member for 

failing to attend three consecutive meetings of the board without a legitimate excuse. This 

termination resolution must be submitted through a recommendation of the board.
60

 

The new proposed rewording of the Article relating to the remuneration of the board of 

directors caused a great deal of discussion and argument in the Majlis Al-Shura.
61

 One of the 

most contested issues was the 10 per cent limit on rewards based on net profit, as it had been 
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voted on to drop it from the Article; this was a sensible proposal, even though it was not 

successful in securing enough votes, as there is no need for the 10 per cent with the new cap 

unless the two are used together so directors’ remuneration must not exceed 10 per cent of net 

profit in total with no more than 500,000 for each member.
62

  Alsaramy was surprised that the 

current system allowed for seven people to get 10 per cent of the profits at the expense of the 

rest of the shareholders, and demanded the existence of a mechanism for calculating the dues 

of members of boards of directors to ensure justice for everyone.
63

 

It is noted that this Article is very similar to the present one, but has been developed to solve 

a number of issues. The most important difference was imposing a complete cap on the 

maximum rewards obtained by members so that these do not exceed a total of 500,000 Saudi 

riyals in the fiscal year.  Another factor is to ensure symmetry between the reward and the 

sessions attended by a member of the board of directors. However, the Article does not 

differentiate between the size of the company and the expected effort needed, and hence 

proposes a requirement that companies must explain and disclose why they reward their 

board members such remuneration and for which aspects of work individually undertaken 

during the financial year. A third reason for issuing the Article is to resolve the problem of 

multiple absences from meetings of the board. In addition to the requirement for a balance 

between reward and the number of meetings attended by members, in order to put pressure on 

the members of the board not to miss meetings, the Article gives the right to the AGM to 

terminate the membership of a member who has been absent for three consecutive meetings 

without a valid excuse. The proposed Article does not require the board of directors to 

include this on the agenda, but makes it optional if the board wants to recommend this to the 

AGM, and this may weaken the impact of this Article in practice. 

It is clear that the law in Saudi Arabia is trying to impose limits on the remuneration of the 

board of directors but is leaving companies to decide for themselves how to set these limits 

without any additional guidance or requirements, other than the fact that the new proposal 
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requires a symmetry between the reward and the sessions attended by the members of the 

board of directors.  

The law is right to impose a limit on the maximum level of remuneration in order to protect 

the interests of minority shareholders as in many cases the majority shareholders are the 

company directors. The new proposed maximum level is very high compared with the 

amount of work that is done in the board room as well as compared to the average level of 

wages and salaries in Saudi Arabia.
64

 The law has not imposed any requirements concerning 

how the remuneration of the board members is set around the maximum level and what 

justifies it being at a certain level. Some listed companies state in their Constitution the 

amount of remuneration that board members and the Chairperson deserve for their services 

regardless of their efforts. This has led to the reward mechanism being seen as more like an 

acquired right or an annual custom.
65

  

According to Adal Alsaramy, the lucrative remuneration earned by members of corporate 

boards has contributed to membership turning into an activity that is highly sought after by 

everyone, regardless of their eligibility and competence.
66

 However, it is also argued that 

imposing an upper level will restrict companies wishing to attract talent to the boards of joint-

stock companies. The second argument is probably true if the amount of remuneration of 

executive directors is included in the limit.
67

 

The law has stopped short of restricting the rules to non-executive directors and excludes 

executive directors, as their total remuneration as executives should include and cover their 

service on the board if they are appointed to it. Such a law has probably contributed to and 

led to some companies establishing a unitary non-executive and independent board of 

directors to hide the remuneration of executive directors and avoid the requirement to hold a 
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shareholder vote on executive remuneration which tends to be very high and can cause 

shareholder outrage. Alomran acknowledges that:  

A large number of companies disclose in detail the amount of remuneration 

paid to the members of the boards of directors, but the disclosing of the 

remuneration granted to senior executives finds them using the method of 

generalization rather than detail; it became apparent with some companies 

that they manipulated the list of senior executives by hiding the real names of 

senior executives and showing the names of the least important executives to 

avoid revealing the huge value of the remuneration paid to the true senior 

executives!
68

  

Such boards, in my view, do not comply with the best practice of corporate governance and 

also violate the obligatory or mandatory paragraph (C) of article 12, which states that “The 

majority of the members of the Board of Directors shall be non-executive members”.
69

  

In addition, such a board of non-executive directors, if established in a one-tier board 

system,
70

 would lack effectiveness and proper communication with the company’s 

management. The reason is that for non-executive directors to be effective, they need the 

information that executives have about the company and its affairs to enable them in effective 

participation and monitoring. Without the presence of executives as members of the board 

and the absence of any requirement that obliges them to attend board meetings and provide 

the necessary information to the non-executive board members,
71

 the board is ineffective. 

Therefore, it can be said that the law has left the remuneration of executives unregulated 

other than in relation to the disclosure and voting on the remuneration of executives who are 

members of the board. This has led the CMA as the security regulator to introduce some 

regulation to its CGRs, which will be discussed in the next section. 
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Before moving on to this discussion, it is worth noting that on 3 May 2010 SAMA issued a 

circular to all banks operating in Saudi Arabia to remind them that they had to:  

fix the remuneration and attendance fee of their Board members in an Article 

and disclose all the amounts paid to them during a financial year in their 

Annual Report. Furthermore, the remuneration of Audit Committee members 

as determined by the Board of Directors should compare reasonably with the 

remuneration paid to other Board members. The remuneration of the chairmen 

and members of the Board of Directors of banks has also been fixed at a 

minimum of SR 240,000 and a maximum of SR 360,000 per person per annum 

plus SR 3,000 for attending each meeting, which is subject to proper 

disclosure and provided that the total remuneration so paid shall not exceed 

five per cent of the net profit. Banks should ensure compliance of these 

instructions and, if required, amend their Bye-laws/Articles to make them 

consistent therewith.
72

  

Despite the fact that this circular represents an intervention in the banks’ internal matters, in 

which SAMA has no power to intervene, and since the banks must be in the form of a joint-

stock company
73

 governed by the rules of CL, SAMA’s power and mandate do not give it the 

right to amend a Law issued by a Royal Decree.
74

 Thus, this circular represents an overreach 

of SAMA’s powers and the banks are not obliged to obey. 

7.3.2 The remuneration of executive directors 

A decision-making body responsible for deciding the level and structure of remuneration, 

disclosure requirements, shareholder power and other rules or guidelines assisting the 

decision-making body are the tools best suited for controlling remuneration practices, as this 

subsection will now discuss in detail. 

7.3.2.1 The decision-making body 

Article 15 of the CGRs obliges listed companies to set up a committee named the 

“Nomination and Remuneration Committee”. This should be mainly composed of or have a 
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sufficient number of the non-executive members of the board of directors,
75

 the reason being 

that the CGRs see the issue of deciding remuneration as a source of conflicts of interest.
76

 

However, the CGRs have stopped companies being obliged to have a fully non-executive 

remuneration committee with some independent directors¸ which has resulted in the 

involvement of executive directors in remuneration committee membership. The Corporate 

Governance Principles issued by SAMA are more precise on the issue of the composition of 

the remuneration committee, specifying that the board appoint a minimum of three members 

to sit on the committee, two of whom must be independent members. The Rules on 

Compensation issued by SAMA clearly request banks to set up a remuneration committee of 

non-executive members and preferably independent members,
77

 adding that this committee 

should work closely with the bank’s risk management committee.
78

 Moreover, the members 

of the remuneration committee should have the knowledge, skills and expertise necessary to 

take independent and impartial decisions on compensation policies and practices, and the 

incentives created for managing risk, capital and liquidity.
79

 However, all of these instruments 

have stopped short of requiring the setting up of solely a remuneration committee, as 

practices and regulation aspects have combined the work of the remuneration and nomination 

committees, which results in a weakly designed remuneration policy which does not reward 

performance but instead sets a high fixed payment. 

Article 15 of the CGRs has elaborated the role of the committee with regard to nominating 

people to the board. However, the role of the committee with regard to setting the level and 

structure of remuneration is simply to “[d]raw clear policies regarding the indemnities and 

remunerations of the Board members and top executives; in laying down such policies, the 

standards related to performance shall be followed”.
80

 This issue has been left to the boards 

of the companies, who must explain the duties, the duration and the powers or mandate of 

each committee, and the manner in which the board is to monitor its activities.
81

 According to 
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Article 13(b), “the board shall approve the bye-laws of all committees of the Board, 

including, inter alia, the Audit Committee, Nomination and Remuneration Committee”. 

Therefore, it can be argued that the CGRs have effectively recommended
82

 the restriction of 

the role of the remuneration committee to that of an advisory body to the board rather than a 

decision-making body that is able to solve the conflict of interests, given that the board takes 

decisions with regard to the remuneration of executive directors in spite of the fact that the 

CL allows the board to delegate certain responsibility to some of its members or to 

appropriate others.
83

 The reason why the board is composed of a majority of non-executive 

directors and, therefore, the issue of a conflict of interests probably ceases to be a significant 

concern if the board takes the lead regarding decisions in this context.  

This issue is similar in the case of banks, since SAMA has the ultimate responsibility of 

supervising and regulating their activities. SAMA’s Rules on Compensation have clearly 

stated that “[d]espite the establishment of a Board Compensation Committee, the Board shall 

be ultimately responsible for promoting effective governance and sound compensation 

practices”.
84

 The Principles of Corporate Governance for Banks Operating in Saudi Arabia 

issued by SAMA state that “[t]he use of committees of the Board aims to enhance 

independent opinion on issues where there is potential conflict of interests, and assist in 

providing advice in various areas”.
85

 The reason for this is that boards in the banking sector 

are composed of a majority of non-executive directors and, in some cases, a wholly non-

executive board and, therefore, the issue of a conflict of interests does not arise when the 

board takes the lead on decisions in this regard. 

The Rules on Compensation issued by SAMA clearly define minimum requirements for the 

board in relation to remuneration. These are as follows: the overall design and oversight of 

the compensation system; reviewing and approving the remuneration policy and any revision 

or update to it on the recommendation of the Compensation Committee; reviewing and 

approving the recommendations of the Compensation Committee regarding the level and 
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composition of the remuneration of the key executives; and ensuring that the management 

has put in place elaborate systems and procedures and an effective oversight mechanism to 

ensure compliance with these Rules and the P&S.
86

  

The Rules on Compensation issued by SAMA also clearly define minimum requirements for 

the remuneration committee in relation to remuneration, which are as follows: overseeing the 

design and operation of the remuneration system on behalf of the board of directors; 

preparing the remuneration policy and placing it before the board for approval; periodically 

reviewing the remuneration policy either on its own decision or when advised by the board, 

and making recommendations to the board regarding amendments to or updating of the 

policy; periodically evaluating the adequacy and effectiveness of the remuneration policy to 

ensure that its stated objectives are achieved; evaluating practices by which remuneration is 

paid for potential future revenues whose timing and likelihood remain uncertain; making 

recommendations to the board on the level and composition of the remuneration of key 

executives of the bank; determining the bonus pool based on the risk-adjusted profit of the 

bank for payment of performance bonuses; reviewing compliance of the remuneration policy 

with the Rules of SAMA and the P&S; and reviewing the implementation of the policy on at 

least a half-yearly basis to ensure achievement of its stated objectives and performing any 

other related tasks to comply with the regulatory requirements.
87

 

In addition to these, the Principles of Corporate Governance for Banks Operating in Saudi 

Arabia add that the remuneration committee should ensure that the amount of remuneration is 

consistent with the prevailing national practices and supervisory regulations, and that it is 

aligned to the interests of depositors, shareholders and the bank’s long-term strategic 

objectives. The committee shall ensure that the incentive system is periodically reviewed and 

does not induce participation in high-risk transactions to achieve short-term profits and that it 

complies with the bank’s risk policy as approved by the board.
88

 

The establishment of the remuneration committee is to enable the board to perform its duties 

in an effective manner and obtain opinions and advice from specialists in these committees 
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and not to take decisions on behalf of the board, as there is no conflict of interests when the 

board takes the lead in deciding on the issue as most boards’ members are non-executives and 

the regulation does not prevent management from sitting on the remuneration committee. 

7.3.2.2 Disclosure requirement 

The disclosure requirement is explained in the CL, CGRs, Corporate Governance Principles 

and the Compensation Rules. CGRs require disclosure for all board members (executive and 

non-executive) and should include the mandate of the remuneration committee, the name of 

the members of the committee,
89

 and the amount of the remuneration paid. However, there is 

no requirement to disclose the remuneration policy itself.
90

 

The disclosure should take the form of what has been paid for board service and what has 

been paid for other services as an executive.
91

 The CGRs have asserted this requirement by 

asking for disclosure of the Chairperson and members of the board of directors and added to 

it by requiring disclosure for the five executives who have received the highest compensation 

and remuneration from the company. The CEO and the CFO must be added to the list if they 

are not among the top five.
92

 The wording of paragraph (e) is not consistent with the 

requirement of the CL, as it does not ask companies to divide the remuneration of the 

members of the board between remuneration for board services and remuneration for being 

an executive, especially when one or more of the board executives is not among the top five. 

The practice of disclosure has not been consistent which led the CMA to recommend that 

companies use a three-column schedule: the first covering non-executive directors, the 

second, executive directors for board service, and the third, the top five to seven executive 

directors. However, despite this recommendation, companies can divide their disclosure into 

two columns covering the requirements of two subparagraphs of Article 9(e), as was the case 

                                                 

89
 Article 9 (d) stipulates that disclosure in the board of directors’ report shall include “A brief description of the 

jurisdictions and duties of the Board's main committees such as the Audit Committee, the Nomination and 

Remuneration Committee; indicating their names, names of their chairmen, names of their members, and the 

aggregate of their respective meetings”. 

90
 CGRs, Article 15(c)(6). 

91
 Companies Law 1965, Article 74. 

92
 CGRs, Article 9(e). 



254 

 

for some board of directors’ reports in 2013.
93

 Other companies did not use the schedule at all 

and disclosed the information required by stating the numbers only.
94

 Some companies did 

not specify the number of executives to whom the remuneration for the top executives has 

been paid,
95

 as this number can range from five to seven.
96

 Moreover, some companies report 

and disclose in detail providing names whereas others disclose the total amount of money 

paid without identifying individuals. The schedule design also varies: some companies use 

the Article nine definition of remuneration meaning salaries, allowances, profits and any of 

the following: annual and periodic bonuses related to performance; long- or short-term 

incentive schemes; and any other rights; others do not.
97

  

Moving to the requirement of disclosure in the banking sector, SAMA requires banks to 

provide further disclosure through its Rules on Compensation. This disclosure should be in 

the form of aggregate quantitative information on remuneration paid to various categories of 

employees and their number, with a breakdown of fixed and variable components stating the 

forms of payment. SAMA wants banks to categorize employees into five groups, including 

key executives whose appointment is subject to no objection by SAMA, risk takers, 

employees engaged in control functions, outsourced, and other employees. All listed banks 

have followed this criterion despite the fact that they could reduce the groups in accordance 

with the Rules on Compensation, which states that “[t]he categorization of employees will 

include key executives whose appointment is subject to no objection by SAMA, employees 

engaged in control functions, outsourced, etc”.
98

 However, officials described Saudi banks as 

being “obedient and not making a lot of trouble to the regulators”.  

SAMA’s rules also require some qualitative disclosure. This relates to:  

The salient features of its Compensation Policy and its implications for the 

bank’s risk profile as well as the composition and the mandate of the 
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Compensation Committee. Such disclosure should also provide information on 

the overall design of the compensation system and the manner of its 

implementation, description of the manner of risk adjustment, linkage of 

compensation with actual performance, deferral policy and vesting criteria, 

parameters for allocating cash versus other forms of compensation, and 

achievement of the stated policy objectives.
99

  

In this context, the practice of the listed banks is diverse and when searching the 2012 Annual 

Reports no information was found regarding the description of the manner of risk adjustment, 

linkage of compensation with actual performance, deferral policy and vesting criteria, 

parameters for allocating cash versus other forms of compensation, or achievement of the 

stated policy objectives, with most of them using a brief general statement to provide their 

qualitative information. In my opinion, the reason for this is that variable remuneration is a 

small part of the total remuneration of banks’ employees and hence it does not induce 

excessive risk-taking. An official also explained that the reason for applying the international 

P&S is to fulfil Saudi Arabia’s obligations as a member of the G20 and not because the 

regulator is convinced that such rules are needed since Saudi banks did not have a culture of 

excessive bonuses.
100

 However, some banks have provided a brief description of how their 

financial and non-financial objectives are used to calculate variable remuneration without 

providing more detail on exactly what these objectives are and how variable pay is linked to 

the achievement of such objectives. In my opinion, SAMA needs to help banks to meet the 

regulatory requirements.  

I believe there should be a regulatory instrument that organizes the way in which companies 

disclose their remuneration to guarantee consistency and eliminate divergence. In addition, 

the CMA should improve the schedule and incorporate this into the CGRs as a mandatory 

requirement for listed companies who need to disclose more qualitative data particularly 

those relating to their remuneration policy. SAMA should assist banks to disclose qualitative 

information about their remuneration policy since they provide generalizations which are 

unhelpful in assessing the degree of their compliance with the rules.   
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7.3.2.3 Shareholder involvement 

Shareholder rights have been explained in the CL 1965 and are clarified in the CGRs when 

they attend the annual meeting of the General Assembly. There are three types of General 

Assembly, depending on the topics being discussed. The first, the Constituent Assembly, is 

required for the issuance of the Minister of Trade and Industry’s decision to declare 

incorporation.
101

 This assembly is responsible for the following: verification of the 

underwriting of all capital in accordance with the provisions of the Companies Law with 

minimal capital and the deserved amount of stock value; stating the final texts of the 

company’s constitution (noting that this Assembly has no power to introduce substantial 

changes or modifications); appointing the members of the first board of directors for a period 

not exceeding five years and the first auditors if they have not been appointed in the 

company’s articles of association and/or the company’s Constitution; and deliberation of the 

founders’ report of the expenses necessitated by the establishment of the company.  

The second type of General Assembly is the Extraordinary General Assembly.
102

 It has the 

power to approve a reduction of the company’s capital, as well as amendments to the 

company’s Constitution with the exception of the following matters: amendments that would 

deny the fundamental rights of the shareholder, which are derived from the CL and the 

company’s articles of association and Constitution (the provisions of this Regulation or of the 

company for which the rights are enshrined in Articles 107 and 108); amendments that would 

increase the financial burden on shareholders; modifying the purpose of the company; 

transferring the headquarters of the company outside the Kingdom; and an amendment of the 

nationality of the company. In addition, this General Assembly has the right to pass 

resolutions on matters falling within the terms of reference of the AGM and with the same 

conditions and restrictions applied to such matters.  

The third General Assembly is the Ordinary General Assembly or the AGM, which is 

responsible for all other matters relating to the company with the exception of the matters that 

would fall within the remit of the Extraordinary General Assembly. An AGM must be held at 
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least once a year, during the six months following the end of the financial year of the 

company.
103

 

Shareholders who have the right to attend the meetings also have the right to discuss and raise 

relevant questions with board members and the external auditor related to the issues listed in 

the agenda and vote on them. To increase the accountability of the board, a ministerial 

decision in 1992 required companies to present the remuneration of the board of directors to 

the General Assembly at the AGM, and it became the norm or common practice for Saudi 

listed companies to table a resolution for a shareholder vote on the remuneration of the board 

of directors for their services to the board. 

Despite the fact that listed companies must disclose information on the remuneration of their 

executive directors, there is no requirement for a shareholder vote, the reason being that 

remuneration practices do not represent a concern for the CMA which needs the involvement 

of shareholders. Voting on the share grant to directors and executives is not required unless 

this is included in the issue of a securities application for registration and admission to listing 

and is not already listed to employees through an employee share scheme.
104

 However, when 

a share grant involves issuing new shares, the company must obtain the approval of an 

Extraordinary General Assembly as it involves an increase in the capital of the company. For 

a valid meeting of an Extraordinary General Assembly, the number of shareholders who 

attend must represent 50 per cent of the capital of the company unless the company’s 

Constitution states a higher percentage. If the company fails to secure the required percentage 

of attendance, it can invite shareholders to a second meeting at which shareholder attendance 

must represent 25 per cent of the capital for it to be considered valid. The decision to raise or 

lower the capital of the company must secure a vote of 75 per cent of the shares represented 

at the meeting.
105

 However, this voting requirement does not give shareholders a say on pay, 

but simply on a change to the capital structure by issuing new shares.  

Although shareholders have the right to ask questions in the AGM regarding the items listed 

in the agenda,
106

 executive remuneration does not feature amongst these issues, as by law 
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companies tend to list the remuneration of the board of directors and hold a shareholder vote 

on this. As Aljaber explained, it is possible that listing executive remuneration is not required 

because joint-stock corporations have not succeeded in transferring power to shareholders, 

since this became a means of concealing the control by business leaders in the absence of 

shareholders attending General Assemblies. Consequently, the board members have a 

monopoly of authority and have assumed control of the project.
107

 It is true that there have 

not been any reports of listed companies having their directors’ remuneration reports voted 

down.  

In my opinion, voting on directors’ remuneration reports should be abolished as such a vote 

can give a kind of legitimacy which can prevent later litigation. Instead, both the quantitative 

and qualitative information provided to shareholders via the reports on board member 

remuneration and on the most highly remunerated executives should be improved and they 

should be listed on the AGM agenda for discussion and questions without voting. This is 

similar to the Winter Report recommendation,
108

 which stated that remuneration should only 

be debated in the AGM rather than being tabled for a vote. This opinion in the report was 

probably influenced by the different ownership structures in the European states (as it is more 

likely to have a nil or minimal effect on blockholding structure ownership).
109

 With regard to 

the ownership structure of Saudi listed companies, about one third of the market’s total 

capital is owned by the government (including the two government pension funds), and 

another third is tied up in strategic holdings (founding families). Most of the remaining shares 

(the required free float is set at 30 per cent) are in the hands of Saudi retail investors, who are 

responsible for 93 per cent of trading activities.
110

 

7.3.2.4 The structure of remuneration: rules or guidelines concerning remuneration practices 

Generally, listed companies do not need to follow special requirements when designing their 

remuneration policies. However, joint-stock companies are precluded from granting their 
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directors a cash loan of any kind or insuring any loan held by one of them with third 

parties.
111

 The general requirement for all listed companies to design clear policies regarding 

the indemnities and remuneration of the board members and top executives takes into account 

the use of performance-related criteria.
112

 However, the CMA has no clear method of 

assessing compliance with this obligatory requirement, especially when companies are not 

required to disclose such information or list it among the issues on the AGM agenda for 

discussion and/or voting. 

However, this is not the case for banks, as the SAMA Rules and Corporate Governance 

Principles are more active and intrusive than the CMA CGRs. The Principles of Corporate 

Governance for Banks Operating in Saudi Arabia add that the remuneration committee should 

ensure that the amount of remuneration is consistent with the prevailing national practices 

and supervisory regulations, and is connected to achieving the interests of depositors, 

shareholders and the bank’s long-term strategic objectives.
113

 Complying with this requires 

banks to use a survey to establish the prevailing practices within the Saudi banking sector. 

However, it is unclear how banks will comply with the requirement to take into account the 

interests of both shareholders and depositors regarding remuneration practices, especially 

when they may have different interests. Shareholders want executives to take more risk at the 

expense of depositors in order to increase their profits. Depositors, who do not have any 

explicit form of guarantee for their deposits nor gain interest on their deposit
114

 want their 

deposit to be secure and available upon request. In addition, directors are required to 

represent shareholders as a whole and work on behalf of their interests, not those of 

depositors, and would be liable if they fail in their duties.
115

  

Due to the international P&S, the SAMA Rules on Compensation have been more active on 

the issue of structuring and measuring performance-based remuneration. With regard to the 

structure of remuneration, banks must first have a written remuneration policy approved by 
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their board of directors. The remuneration policy should cover all aspects of the 

remuneration, and in order to ensure that risks related to remuneration are being prudently 

managed, it should be designed to attract and retain quality staff with sufficient knowledge, 

skills and expertise to conduct the business of the bank effectively.
116

 The Rules do not go far 

enough as to recommend that the remuneration policy should provide motivation to 

employees, not only in retaining and attracting them. Nonetheless, the remuneration policy 

should at least state the objectives of the remuneration, which should link pay to 

performance, taking account of all types of risks. It should cover all levels and categories of 

employees including board members and key executives; and detail the composition of the 

remuneration, which should include cash, equity and other non-cash benefits, major 

perquisites, etc.
117

  

Given that SAMA also wants the remuneration structure to promote effective risk 

management and achieve its objectives, it also requires banks to have the remuneration of 

people who work in control functions, such as risk management, internal auditing, 

compliance, financial control and internal control, set by people who have no connection with 

the business areas monitored by them to ensure objectivity and independence.
118

 However, 

SAMA has tried not to require a full separation of the remuneration of staff working in 

control functions from the business areas they oversee which need to be carefully monitored, 

since on the one hand if the remuneration of people working in control functions depends on 

the performance of the business areas they oversee, they might allow some kind of excessive 

risk-taking to inflate their own remuneration; on the other, if their remuneration is completely 

separate, they might hinder the profitability of the bank by being conservative.  

SAMA has asked banks to use ex-ante and ex-post risk adjustment measures. As with the 

P&S, SAMA wants banks to take into account all types of risks when determining the 

remuneration of an employee. However, it did not fully implement the P&S ex-post measures 

as the Rules do not provide much information on malus, claw-back, deferral and payment by 

instrument. However, in this case, the P&S, especially Standard 6, can be relevant to all 

banks, as SAMA asks banks to apply this to senior executives and MRTs. However, such 
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rules are intended to be restricted to employees who take excessive risk and have most or half 

of their remuneration in the form of variable pay; when they receive most of their 

remuneration as fixed pay they should be excluded from the application of the rules on the 

structure of remuneration. 

SAMA has also agreed with the P&S on the issue of share grants as it requires banks to have 

separate dates for vesting which should be at least three years after the date they are granted 

and shares must also be subject to a share retention policy.
119

 SAMA has asked banks to 

decrease variable remuneration when a bank experiences a negative financial performance as 

well as reducing the payout of previously earned and using clawback arrangements.
120

 Such a 

vague and possibly illegal requirement
121

 can put banks and employees under pressure. Banks 

might face litigation when claiming back variable remuneration without evidence that the 

employee received it by misstating or deceiving the bank. Employees may be put under 

pressure if the bank claims back a variable remuneration paid to them just because it has 

experienced a negative or subdued financial performance. 

With regard to the performance measure, the Rules ask banks to have a Performance 

Measurement System to evaluate and measure the performance of employees.
122

 However, as 

banks are not required to submit or disclose any information about the operation of such a 

system, it is difficult to obtain information about this area. In setting up such a system, those 

setting the Rules need to see a clear and documented process for performance that avoids 

undue influence and conflicts of interest, is transparent to the employees concerned, and the 

bank’s overall performance.
123

 However, this does not preclude discretion, as “managerial 

judgement” can be used to supplement the determination of the performance of individuals 

for their performance-based remuneration; in general the performance should be based on 

longer-term performance, not based solely on the current year’s performance, especially for 

senior-level employees.
124

 Financial and non-financial measures should be used, the latter 
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giving due weight to adherence to a risk management framework, implementation of internal 

controls, and compliance with the regulatory requirements. The financial measures should not 

be based solely on the bank’s gross revenue or profit earned as risks are associated with the 

underlying transactions; the quality of business transacted, customer satisfaction, risk-

adjusted return on capital, etc. should be taken into account.
125

 

7.3.2.5 Oversight of remuneration practices by the regulators 

Neither regulator has stated that it has serious concerns regarding remuneration practices, 

which explains the reason for the loopholes in the regulation of remuneration practices 

including allowing executives to sit on the remuneration committee, and combining the work 

of the remuneration and nomination committees. However, as part of its implementation of 

the international P&S, SAMA requires banks to submit a compliance report twice a year to 

enable it to monitor the implementation of its Rules and the P&S other than those required in 

the annual report, along with the terms of reference of the remuneration committee, the 

remuneration policy and details of the remuneration practices and the remuneration of the top 

12 highest-paid employees in the form of two schedules attached to the Rules in Appendices 

One and Two.
126

 The compliance report should provide at least information on the following: 

the composition of the remuneration committee, including the names, qualifications and 

status of each member; confirmation to the effect that all employment contracts negotiated or 

renegotiated after issuance of the SAMA Rules are compliant with the Rules; confirmation to 

the effect that the bank has formulated a remuneration policy with the approval of its board of 

directors; details of the measures taken to ensure compliance with the SAMA Rules and the 

P&S by the bank; details of the measures taken to ensure compliance of the SAMA Rules and 

the P&S by the local and foreign subsidiaries and foreign branches of the bank; categories of 

employees and their numbers to which measures are taken to implement the SAMA Rules 

and the P&S; listing the material changes to date in the compensation practices of the 

bank/subsidiaries since implementation of the SAMA Rules and the P&S; a brief description 

of the disclosures made in the bank’s annual report with regard to the risk management 

framework, internal controls and compensation policy and practices; confirmation to the 
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effect that the bank has established appropriate compliance arrangements by seeking 

commitment from its employees not to use personal hedging strategies or other methods to 

undermine the risk alignment effects embedded in their compensation arrangements; an 

account of any unexpected issues that have been encountered to date in the implementation of 

the SAMA Rules and the P&S; and details of the steps planned for the next half-year for 

further refinement of compensation practices.
127

  

Despite SAMA’s view, it is clear that excessive risk-taking is not a problem in Saudi banks, 

and producing a six-monthly compliance report is a comprehensive and daunting 

undertaking. It is not obviously apparent to me why SAMA has asked for two reports a year 

but the official explanation is that it wanted to monitor the situation closely initially (the first 

report was expected to cover the period until 30 June 2010 and be submitted within two 

months). When SAMA is happy with compliance in the banking sector, this requirement can 

be scaled back to an annual report. It also asks banks to identify and assess risks arising from 

remuneration policies and practices as part of the bank’s Internal Capital Adequacy 

Assessment Plan. SAMA will also review remuneration policies and practices during its on-

site visits and Supervision Review Process in the bank.
128

 

SAMA Rules state that “in the case of material deficiencies”, SAMA can direct the bank to 

rectify these deficiencies and/or may increase the capital requirements of the bank and/or 

impose penalties in the case of serious violations.
129

 SAMA does not explain the meaning of, 

or what constitute, “serious violations”. According to a SAMA official when a bank 

experiences a loss and pays a huge bonus, this can trigger the flagging up of a serious 

violation. Thus, it looks as if SAMA has left it to the discretion of its supervisory team to put 

banks under pressure if they have a prohibited type of contractual agreement with certain 

employees. Contractual agreements should be on a fixed basis, as guaranteed bonuses are 

totally prohibited
130

 and SAMA intends to apply the Rules under principle-based supervision 

to try to assist banks. In addition to this, SAMA is unlikely in the current circumstances to 

use an increase in capital requirements as a disciplinary measure because the average ratio of 
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capital among banks is 17 per cent, which is well above the minimum requirements of the 

Basel Accord. 

The Rules grant SAMA the right to intervene directly in the remuneration policy of a bank 

and limit variable remuneration as a percentage of the total net revenues when it is 

inconsistent with the maintenance of a sound capital base or with risk management 

practices.
131

 In my opinion, even if this rule were taken directly from standard three of the 

FSB and is similar to what the EC has advocated in its CRD IV, the right that SAMA has 

granted for itself is illegal and represents an intervention in a business decision by an official 

authority. Nonetheless, SAMA can intervene if it injects cash into a bank (as a lender of last 

resort) and helps the institution to get through a very difficult situation. In such cases, SAMA 

can even ask the bank to stop paying bonuses and variable remuneration until its money can 

be returned. 

7.4 Conclusion 

The regulatory framework for corporate remuneration practices in Saudi Arabia has two core 

dimensions: the first relates to members of the board (executive and non-executive) and the 

second involves executive remuneration. With regard to board members, the law has set the 

highest level of remuneration that can be paid to executive or non-executive directors but it 

remains silent on the issue of executive remuneration. The CGRs issued by the CMA as well 

as the Principles of Corporate Governance (PCG) and the Rules on Compensation Practices 

issued by SAMA, contain instructions to listed companies, Saudi banks and other banks 

operating in Saudi Arabia with regard to the issue of establishing and deciding on executive 

remuneration. The tools used in these instruments are general, namely independence, 

disclosure, and shareholder vote. 

The chapter has argued that the current system is inadequate in many aspects. The Law 

introduced an upper limit on the remuneration of the board of directors but this limit needs to 

be restricted to non-executives, as the package for executives should cover their services on 

the board. The current Law, combined with the ministerial decision on tabling the 

remuneration of the board of directors for shareholder votes, has contributed to the popularity 
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among listed companies of unitary non-executive boards to avoid subjecting executive 

remuneration to a vote. These have proved ineffective.  

The CMA was the first to introduce regulation of executive remuneration through its CGRs 

which introduced the establishment of nomination and remuneration committees and of 

disclosure requirements with the aim of controlling remuneration practices among 

companies. However, the CGRs allow executives to sit on the committee of their own listed 

company, which effectively means they can influence committee decisions by setting high 

remuneration levels and easy objectives for the variable element of remuneration. 

Listed companies and banks need help from regulators to introduce remuneration policies that 

will motivate and incentivize top executives by creating a separate remuneration committees 

to take advantage of specialist advice and establish general guidelines. Shares should be used 

as part of remuneration policy.  

It was established that SAMA lacks the authority and power to introduce regulations 

regarding corporate governance and remuneration issues, illustrating the urgency of passing 

an enabling law to grant it such powers.  
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Chapter 8 Conclusion and Recommendations 

8.1 Conclusion  

This thesis has focused on problems relating to remuneration practices which were 

highlighted by the 2007 financial crisis. As this thesis has illustrated, the problems related to 

remuneration are considerable; the main purpose of this work, however, has been to analyse 

how different regulatory bodies in the chosen jurisdictions have dealt with the problems 

associated with these remuneration practices, with the aim of making recommendations 

which will contribute to the reforms in this area in Saudi Arabia. The problems which were 

identified can be summarised as follows: 

a. Conflicts of interest in the remuneration setting process; 

b. High levels of remuneration beyond what could be explained by economic or social 

determinants; 

c. The disconnect between remuneration and performance; and 

d. A flawed structure that encourages excessive risk taking. 

This section will summarise the solutions adopted by each jurisdiction for the key problems 

identified, with some solutions being applicable to more than one problem. 

8.1.1 Conflicts of interest in the remuneration setting process 

Similarities were found between the jurisdictions in dealing with conflicts of interest in 

general, with independence being pursued as the primary tool, with some variations in how 

this is interpreted.
1
 Thus, the UK has recommended a balance between executives and non-

executives when structuring boards,
2
 further enhancing board independence by encouraging 

the separation of the roles of CEO and chairperson,
3
 and reducing the guaranteed tenure 
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periods of executives to reduce their influence on both the board and the company.
4
 With 

regard to the US approach to independence, companies there have a majority of non-

executive members on their board of directors but have eschewed separation and reducing the 

guaranteed tenure period.
5
 Some institutional shareholders have started to push for reduced 

tenure but this is not legally binding as in the UK. The EU has refrained from interfering in 

the board structure as there are differences between member states. However, it emphasises 

the importance of electing sufficient numbers of independent non-executive directors or 

supervisory directors to ensure any conflicts of interest are dealt with effectively. Therefore, 

independence is sought via a remuneration committee in a one-tier board structure, and/or the 

supervisory board in a two-tier structure to take responsiblility for setting the remuneration 

for key executives to sovle the conflict of interests inherent in the process.
6
 The Saudi 

approach to board structure is that the majority of the members of the board shall be non-

executive directors. However, in practice many companies establish a unitary board of non-

executive directors.
7
 Such a board cannot be expected to be effective.

8
 

The UK, the EU and the US also recommend the establishment of a remuneration committee 

with an identified minimum role.
9
 However, the composition of this committee differs 

somewhat. While the UK and the US appreciate the importance of the committee being 

composed solely of independent directors,
10

 the EU recommends instead that the committee 

should be comprised of non-executives with the majority being independent.
11

 In Saudi 

Arabia, companies are encouraged to establish a committee, but the CGRs and company 

practice means that they tend to combine the work of the remuneration and nomination 

committees within one committee, which results in a poorly structured remuneration policy. 

The CGRs do not preclude executives from sitting on the committee of their own companies, 

                                                 

4
 See section 3.3.1.2. 

5
 See sections 3.1.1.1 and 6.4.1 

6
 See sections 5.2.3 and 5.2.4. 

7
 See section 7.3.1. 

8
 See section 7.3.1. 

9
 See sections 3.3.1.3.1, 5.2.4 and 6.3.2.2. 

10
 See sections 3.3.1.3.2 and 6.3.2.1. 

11
 See sections 5.2.3 and 5.2.4. 
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which can result in a conflict of interest when setting the remuneration policy.
12

 The CGRs do 

not specify sufficient minimum requirements regarding the role of the committee.
13

  

The operation of the committee should be supported by guidelines from the regulators and 

access to advice and information to enable it to reach an informed decision that serves 

shareholder interests. Moreover, when the services of a consultant are used by the committee, 

attention should be paid to the conflict of interest this may entail if he or she has any other 

relationship with the firm.
14

  

8.1.2 High levels of remuneration 

Solutions to this problem, which is viewed as a major issue, are similar to those pertaining to 

the disconnect between pay and performance.  

Since US remuneration levels are much higher than those in the UK or elsewhere, tax was 

used to control levels of remuneration but this has not achieved the desired outcome, as 

companies use the regulatory minimum as a benchmark. Thus, while some have reduced their 

fixed pay, others have raised their remuneration levels to legal requirements and then added 

variable remuneration.
15

 The Saudi approach to controlling levels of remuneration is different 

from that of the US. Since there is no income tax in Saudi Arabia, an upper limit or cap on the 

maximum level of the remuneration of board members is set by law and this only concerns 

board services. However, this upper limit has been heavily criticised.
16

  

In the UK and EU, there are no specific measures to tackle the problem of high levels of 

remuneration; instead, extensive disclosure and shareholder vote has been viewed as a better 

alternative, with institutional shareholders and their representatives being relied upon to 

affect the changes that started to be introduced in 1995 with the Greenbury Report.
17

 

                                                 

12
 See section 7.3.2.1. 

13
 See section 7.3.2.1. 

14
 See sections 3.3.1.3.3, 5.5.1.1 and 6.3.2.3. 

15
 See section 6.1. 

16
 See section 7.3.1. 

17
 See sections 3.3.3.1, 5.2.3 and 5.2.4. 
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Disclosure has also been used in the USA, with voting being introduced in 2010 by the Dodd-

Frank Act.
18

 

8.1.3 The disconnect between remuneration and performance 

As with the previous problem, shareholder vote and disclosure are seen as the main solutions 

for ensuring that remuneration committees structure remuneration policies in a way that 

rewards performance. The UK, the EU and the USA rely on institutional shareholders to 

make changes by getting involved in the remuneration process to ensure fairness and 

competitiveness for shareholders and executives.
19

 Although the details regarding disclosure 

vary, the general aim in the UK, the EU and the USA is to provide sufficient quantitative and 

qualitative information to facilitate shareholder voting, and market and media coverage.
20

  

In Saudi Arabia, company practices are inconsistent in presenting the quantitative disclosure 

for remuneration and the regulation does not forbid this, so a regulatory intervention is 

needed to solve the problem of ambiguity in disclosure practices. In addition, there is no 

requirement for companies to provide qualitative information concerning the relationship 

between the remuneration policy and company performance. So, shareholders do not know 

how the company arrived at granting the executives a particular amount of variable 

remuneration.
21

 

The USA introduced an advisory vote on company remuneration policy in 2010,
22

 whilst the 

UK changed from this system (introduced in 2002) to a compulsory vote on this policy and 

an advisory vote on the implementation of remuneration policy, both of which form part of 

the annual remuneration report.
23

 In the EU, shareholder voice became an element in the 

reform of remuneration regulation following the 2004 recommendation although this was not 

supported by the Winter Report; it was left up to individual member states to decide whether 

to make this an advisory or mandatory vote. However, a new development at EU level will 

                                                 

18
 See sections 6.3.1 and 6.3.3. 

19
 See sections 3.3.3.2.2.1, 5.5.1.1 and 6.1. 

20
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follow the UK approach in mandatory voting on the remuneration policy and an advisory 

vote on the implementation of the policy.
24

  

In Saudi Arabia voting is restricted to the remuneration of board members.
25

 There is no 

requirement to vote on top executives’ remuneration, unless they are board members.
26

 In my 

view this difference in treatment has led many companies to avoid appointing top executives 

to the board of directors in order to avoid the remuneration report being rejected. However, I 

do not support the extension of voting and believe that voting should be abolished, as a vote 

of this type can serve as a legitimizer for excessive payment, preventing subsequent litigation 

on the grounds that the payment was approved by shareholders. Instead, both the quantitative 

and qualitative information provided to shareholders via the reports on board member 

remuneration and on the most highly remunerated executives should be improved. Moreover, 

these should be listed on the AGM agenda for discussion and questions without voting, in line 

with the Winter Report recommendation.
27

 

The practice of mandatory vote on giving share grant and share options to directors and 

executives was supported in the UK, the EU, and the US as it is related to the change in 

capital structure. In Saudi Arabia, there is no requirement for voting on either share grants or 

share options, unless the grant involved increases the capital of the company.
28

 

8.1.4 A flawed structure that encourages excessive risk taking 

Saudi Arabia, the UK, the EU and the USA have all implemented the P&S, but the EU and 

the UK were stricter in their implementation of these,
29

 even before the introduction of the 

CRD IV, which is recognised as the most demanding remuneration practices regulation in the 

financial sector.
30

 US regulation is less demanding than the P&S since it allows greater 

                                                 

24
 See section 5.2.4. 
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 See section 7.3.1. 
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 See section 7.3.2.3. 
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discretion to the firms affected and it does not specify a percentage for deferral payments.
31

 

However, in keeping with the P&S, the UK, the EU and the US want to see ex-ante and ex-

post measures to ensure remuneration does not encourage excessive risk taking.
32

 With the 

exception of the UK, the EU adopted the CRD IV which caps the maximum ratio between the 

fixed and variable payment, believing this to be the best way of reducing excessive risk 

taking.
33

 Although it is opposed to this ratio, the UK has implemented it in accordance with 

its obligations as an EU member state.
34

 At an international level the P&S introduced some of 

the best practice in the decision-making process for financial services remuneration by 

recommending independence in decision making either via remuneration committees for 

large institutions or independent board and disclosure for others.
35

 In addition, national 

authorities are encouraged to be more intrusive in assessing remuneration practices and 

ensuring that they do not encourage excessive risk taking.
36

 

8.2 Recommendations 

The main objective of this thesis has been to study the laws and regulations related to 

remuneration practices in order to make recommendations which will help to inform the 

process of reform of this area in Saudi Arabia. It is therefore recommended that: 

a. With regard to the remuneration of the members of the board and top executives:  

o The upper limit for remuneration for board services is set at a very high level, 

making the appointment to the board highly attractive for influential people 

who might not have the required skills and experience to run the company.  

o Companies should be required to explain to the shareholders how their 

remuneration has been set and what kind of performance measures they used 

and how these measures related to the payments made. 

                                                 

31
 See sections 6.5.3 and 6.5.4. 

32
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o The profit share method of distributing remuneration to the board members 

should be abolished since there is an upper limit on the maximum 

remuneration that can be paid to a board member.  

o The upper limit on remuneration should be restricted to non-executive 

directors. Remuneration for executive directors should cover their services on 

the board, removing the need for separate remuneration.  

o A review of the role of non-executive directors is needed to make it more 

effective, and I believe the UK’s efforts are a good example in this respect.
37

 

b. For the remuneration committee:  

o The regulation should require companies to establish a separate specialised 

remuneration committee setting minimum requirements for the committee’s 

responsibilities. The practice of combining the work of the remuneration and 

nomination committees in one committee results in a weak remuneration 

structure. 

o The remuneration committee should consist only of non-executive and 

independent directors and there should be minimum requirements or standards 

in the mandate of the remuneration committee in relation to setting 

remuneration for top executives. The SAMA regulation is a good example in 

this respect.  

o Remuneration committees should be given independence in some aspects, 

especially those related to designing the remuneration of top executives and 

setting challenging goals and objectives.  

c. Disclosure should be improved in terms of the quantitative and qualitative 

information provided, using legislation to organize the way in which companies 

disclose their remuneration to guarantee consistency and eliminate divergence. In 

addition, the CMA should require listed companies to disclose more information on 

their remuneration policy as required by Article 15 of the CGRs, especially with 

regard to the link between remuneration and performance. Therefore, companies 
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should not be left to present disclosure information on the remuneration of the board 

of directors as they wish and there should be a regulation that organizes such 

disclosure to promote consistency and prevent camouflage and ambiguity practices. 

SAMA should assist banks in disclosing qualitative information about their 

remuneration policy, as banks currently provide generalizations which are unhelpful 

in assessing the degree of their compliance with the rules.  

d. Shareholder engagement should focus on the discussion of the remuneration of 

directors at the AGM, by requiring this topic to be an agenda item rather than tabling 

it for vote in a climate in which boards are able to dominate and control the company 

by taking advantage of inactive shareholders failing to exercise their right to attend 

the AGM. In such circumstances, a vote can legitimize remuneration practices and 

prevent litigation.  

e. The regulators should revise guidelines to help companies in designing their 

remuneration policies.  

f. Clawback arrangements related to the variable remuneration should be considered to 

be a matter of law in instances of misstatement or misconduct. The US experience 

provides a good example in this respect, whilst bearing in mind the shortcomings that 

have been identified there.
 38

 

g. SAMA should be granted formal and independent powers to regulate and supervise 

banking under the supervision of the Saudi Minister of Finance. 

h. The application of the P&S in Saudi Arabia, particulary those relating to the structure 

of remuneration, should be restricted to banks that use incentive remuneration heavily. 

Banks that do not use such incentives should be excluded from the rules, to avoid 

rigid application. 
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