Payback

Bankers’ pay is a complex subject that arouses simple emotions

 “THE villagers are at the gates of the castle with burning torches,” says one compensation consultant. The sheer amount that bankers are paid riles people at the best of times. When the economy is ravaged and the source of the trouble is banks themselves, the pitchforks come out. Politicians on both sides of the Atlantic are gleefully grilling bankers on pay. New York state’s attorney-general has reportedly issued a subpoena to Bank of America demanding data on its most well-rewarded employees. A penitent Peter Wuffli, ousted as UBS’s chief executive in July 2007, has returned SFr12m ($10m) in bonus entitlements to the Swiss bank.

Bankers are desperately trying to placate their critics. On November 16th Goldman Sachs, which kicks off the bonus round when it reports its full-year results next month, announced that its top executives would forgo their bonuses this year. Executives at Barclays, Deutsche Bank and UBS have done the same, even though the first two have avoided government injections of capital. Others will follow.

Reining in the pay of senior management is arguably the easiest problem for banks to solve, however. The real headache, politically and commercially, is how to compensate people below the management suite. These employees absorb the bulk of the bonus pool. Goldman’s top brass may go without this year’s payout, but the bank had still reserved $11.4 billion in the first nine months of its fiscal year for total compensation.

Never mind that this number was roughly one-third down on last year’s equivalent totals, and that headhunters expect most banks’ bonus pools to shrink by around 50%. Never mind that these employees have little control over the overall direction of the bank, or that the people who took the most calamitous bets in areas like subprime mortgages cleared their desks last year. Nor that bankers’ base salaries are low relative to other professions and that they have suffered heavy losses by holding shares in their employers. Paying out billions in bonuses will still look awful. Worse, many expect the ratio of compensation to income, which normally hovers just below 50%, to balloon in 2008 as banks’ revenues fall faster than their pay bills. Banks may also end up giving out more cash than expected: so far have share prices fallen that firms will have to issue many more shares this year to reward people with equity, risking yet more dilution of bruised investors.

Not unreasonably, some ask why bankers should get a bonus at all after a rotten year like this. In truth, many will not. The distribution of bonuses will be skewed towards top performers, leaving little or no money for those in the lower quartiles. That will be difficult for the banks to communicate, says Vicki Elliott of Mercer, a consultancy. In normal times, missing out on a bonus serves as code for “brush up your cv”. But that will not necessarily be the case this year.

Bonuses will also be unevenly distributed between different parts of the banks (see chart). Lots of divisions are still delivering decent results. Bankers in high-volume, low-risk “flow businesses”, such as foreign-exchange trading, are reporting record demand, for example. Others, such as prime brokerage, may have fallen away steeply in the past two months but brought in plenty in the early part of the year.

Surely things are so bad that banks could still afford to disappoint even their better employees by screwing down on their pay? Banks everywhere are ditching staff, after all. On November 17th Citigroup said it planned to shed 52,000 jobs. This is not the time for bankers, however disgruntled, to jump ship. Plenty in the industry disagree. There is still competition for the best people, they say, and it is easier for them to move now that the value of their stock options has fallen.

There are other considerations too. With such uncertainty about the future shape of the industry, bankers are nervous about cutting back too hard in areas that could yet rebound, says Dee Symons of Russell Reynolds, an executive-search firm. There are simple governance issues as well: failing to pay people if they reach agreed benchmarks is wrong in principle. So too are attempts to claw back bonuses, however undeserved, from those former executives whose decisions landed the industry in such trouble. UBS is assessing legal grounds for retrieving chunks of past awards. That may seem just, but comes at the huge potential cost of weakening employers’ contractual obligations.

Better by far to draw up more sensible pay schemes in the first place, which UBS has now started to do. On November 17th it unveiled its new thinking on compensation, which is designed to tie awards for senior managers more closely to sustained performance. From next year, cash payouts will be limited to a third of an executive’s entitlement in any one year; the rest will be rolled into an outstanding balance. That balance can go up or down depending on performance in the following year. It is a similar story with regard to equity awards: initial share grants will now vest only after three years and the running total will rise or fall depending on performance. How that performance is measured will also change, to reflect risk-adjusted profits as well as the bank’s relative total shareholder return.

There is much to like in the new plan. The notion of a “malus”, or a negative bonus, when performance dips may make classicists groan but is surely fair in principle. Attempts to measure risk more rigorously are also welcome. But there are plenty of caveats. Applying these measures to people below the executive level poses practical difficulties. Tracking the performance of traders who take on thousands of positions, some of them hedges, is no small task. Measuring risk, as so vividly demonstrated during this crisis by UBS itself, is art not science; people may still win payouts and end up causing losses.

And whatever measures banks take to alter the structure of their compensation plans, critics will still be inflamed by the level of pay in the industry. UBS is already under fire from some for saying nothing about salary caps in its new report. Mob justice may have deserving targets but it is always crude and usually goes too far. Attacks on bankers’ pay are no different.
