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governance boards and remuneration 
committees need to demonstrate their 
independence and judgement to arrive 
at remuneration polices that take account 
of the risks the firm faces.  Boards and 
committees must take account of the firm’s 
financial position and take heed of this 
rather than industry salary comparators, 
which should only be a secondary 
consideration.  The FSA considers that 
remuneration policy can be one of the 
most important risks facing a firm. 

It is the FSA’s view that remuneration 
committees should include one or more 
non-executive directors with the correct 
skills and experience of risk management.  
It is clear that the FSA will be interested 
in the composition of remuneration 
committees and the procedures they 
implement to arrive at their decisions.  
These committees should receive regular 
reports from the area of the business 
responsible for monitoring risk.   The 
FSA may also ask firms to prepare annual 
remuneration statements that state how 
the remuneration policies impact on 
the firm.  It is clear that the FSA has 
recognised the fact that people will tend to 
act in the way that benefits them the most 
and therefore it is imperative to develop 
remuneration policies in line with the best 
interests of the firm.  Every remuneration 
committee will have to demonstrate it 
understands how its policies impact on the 
activities of the firm and the behaviour of 
the staff within it. 

Procedures

The FSA suggests that the procedures 
for setting compensation levels should 
be well defined and documented and 
should include measures to avoid 
conflicts of interest. The firm’s risk and 
compliance functions should have input 
in setting compensation for the business 
areas.  Staff should not be involved in 
determining remuneration in their own 
area of the business. 

Control functions, such as compliance 
and risk management, should have their 
remuneration set in line with appropriate 
performance metrics (not the business 
area metrics) and the business area must 
not have an influence over the control 
areas’ remuneration.  This is especially 
important when the control function is 
embedded in the business function.  

Performance measurement

The FSA lays much importance on bonus 
being calculated on profit.  This emphasis 
on profit is an obvious effort to get rid of 
the culture of bonuses being based on 
revenue or income. It effectively means 
that it will be difficult for firms to reward 
sales forces on the basis of commission 
based on volumes of business. 

The FSA is clearly demanding that firms 
pay much more attention to the quality of 
the business in setting bonus levels than 
before, and that attention be paid to the 
risks within the business written.

It is also demanding that firms base 
bonuses on results of more than one year, 
so that bonuses are not paid before the 
result of contracts are known and so that 
bonuses are given in relation to long-term 
performance. 

The FSA believes that quality measures 
such as adherence to risk management 
guidelines and compliance with regulations 
need to be taken into account when 
carrying out performance assessments 
leading to bonuses. These ‘quality’ metrics 
should, if necessary, override business 
production metrics. 

Composition of remuneration

Remuneration should have a fixed element 
that is high enough so that bonuses can be 
cut in a poor financial year, and to zero if 
necessary.  What this means in reality is 
that the bonus element of an employee’s 
pay packet will have to be proportionately 
smaller as he or she will still have to be 
able to earn a living if the bonus is cut 
to zero in a bad year.  Effectively the 
FSA would like to see the word bonus 
revert to its old meaning of a reward for 
good performance.  That runs counter 
to the trend over a number of years to 
reduce the level of basic pay and place 
increasing emphasis on performance-
related pay.  That may be largely because 
in practice performance has not been 
defined sufficiently holistically but rather 
has focused on a small number of key 
performance indicators.  Arguably, 
those indicators have been adjudged 

in hindsight to be faulty.  I would note, 
however, that the life insurance industry 
has for a number of years now been 
moving away from the commission only 
model for remunerating salesmen.  The 
argument for doing so is in many ways 
analogous to the present one, namely 
that it is perceived to have encouraged 
inappropriate behaviour, but perhaps, in 
that case, more to the detriment of the 
customer than to the detriment of the 
business. 

The FSA also suggests that, where the 
bonus is a significant proportion of the 
fixed element of the salary package, 
up to two thirds of the bonus should be 
deferred.  The thinking behind this is that 
the payment of bonuses should relate to 
ongoing performance, and that bonuses 
should not be paid in a way that tempts 
employees to take risks that generate high 
short-term rewards.    

As I indicated above, the FSA is suggesting 
that the measures in the CP should relate 
initially only to banks and to some other 
classes of large firms.  However, in chapter 
6 of the CP it does discuss and seek 
opinion as to whether the regime should 
be extended to all firms.  It would appear 
that the FSA is giving much thought to 
doing this whilst acknowledging that 
proportionality would need to be applied 
in considering what small firms might 
be required to do.  I would suggest that 
the FSA may well apply the code and ten 
principles to all firms unless there are valid 
and concerted objections from the firms 
that fall outside the present net.  Perhaps 
it already has the ideal opportunity 
to introduce specific requirements 
for advisers within the context of the 
remuneration workstream within RDIP, but 
it may go further at least for larger firms.  
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It may well be time for firms to give their 
opinions before it becomes too late!

Too late, in the context of the chapter 6 
proposals, means after 18 June 2009, 
as firms have until that day to respond 
on the four specific questions raised in 
that chapter regarding the extension of 
the proposals.  The banking sector has 
a month less to respond on the more 
numerous detailed questions concerning 
the application of the regime.  Hence some 
firms may wish to consider making a fuller 
response by 18 May 2009. 

One point worthy of consideration is 
whether the proposals will meet the 
objectives?  Perhaps the different 
objectives set to match the solution for 
other regulated firms suggest some of 
the ways in which the proposals may be 
deficient.  The savings and investments 
sector might actually welcome a 
recognition in regulatory guidance of 
the beneficial effects of placing some 
emphasis on corporate profits.  One has 
become rather used to that falling a long 
way behind the needs of the customer 
in regulatory thinking.  It is puzzling, 
therefore, that the regulatory concern 
here is for employers, even for the whole 
financial system but not, apparently, for 
customers.

We know that there are widespread 
concerns, amongst press and consumers, 
if not at the FSA, about the fair treatment 
of customers of banks.  Yet there is no 
suggestion that in the world of banking 
these proposals benefit customers; that 
is only claimed as a potential benefit for 
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extension to the savings and investment 
sector.  So, maybe the proposals will stop 
banking executives from getting rich at 
the expense of their employers, but will 
do nothing to stop banks getting rich at 
the expense of their customers.  Perhaps 
workable proposals involve balancing 
the interests of three parties rather than 
just two, and maybe that would be the 
contribution that could actually be offered 
to the whole of the industry by including 
all regulated firms in the scope of some 
more refined proposals. 

As we all know, banks and large investment 
firms operate in an international market. 
Not all firms are regulated by the FSA and 
as a result it is perfectly possible that 
some firms may operate under tougher 
bonus regimes than others, depending 
on their regulator.  It has already been 
suggested, in the context of preserving 
the status of London as a financial centre, 
that this might have the effect of skilled 
traders and bankers attempting to move 
to locations where the bonus regime 
is perceived to be more benign.  This 
would suggest that to be truly effective 
in controlling the bonus regime in 
the banking community, international 
regulation will be needed.  The FSA 
has already signalled that its planned 
implementation of these proposals 
is contingent on them proving to be 
consistent, in both effect and timescale, 
with wider proposals emerging both from 
the EEC and the G20 summit.

However, they seem to have already laid 
the groundwork for that, and I suspect it 
is inevitable that the new requirements 

contained within this CP (or something 
very similar) will spread beyond the 
boundaries of the banking world and will 
eventually apply to all firms.  I would 
suggest that non-banking firms should 
respond to this CP as the changes to 
regulation that emerge from it are likely 
to effect them in one form or other.  I 
do not think non-banking firms can be 
complacent in thinking that this will not 
effect them; it will!

Irrespective of the outcome of this paper 
for non-banking firms, the FSA has 
signalled in this CP that it will be placing 
an increased focus within ARROW visits 
and other supervisory programmes on 
the potential risks posed by inappropriate 
remuneration practices within all 
authorised firms.  In short, it can and 
will apply the principles espoused in the 
paper whether or not the formal rules are 
extended beyond the banking sector.

How can OAC help? 

If you would like help in identifying the 
threats and opportunities presented 
to your firm by the Consultation Paper, 
in considering how you might respond 
to it, or if you just want to discuss 
further any of the issues raised in this 
article, please contact me.

Conolly Tunnard
+44(0)8707 205080

conolly.tunnard@oacplc.com
oacplc.com/complianceconsulting
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