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I. Introduction

I welcome the opportunity to provide comments on the October 2010
consultative document of Range of Methodologies for Risk and

Performance Alignment of Remuneration by the Basel Committee.

In contemplating the Financial Crisis, the international communities
have reached many conclusions. The Basel committee’s consultative
document of Range of Methodologies for Risk and Performance
Alignment of Remuneration will play an important role for the
regulation of senior managers in financial institutions in the global
financial supervisory system, and it will help avoid huge bonuses to
those senior managers only based on the aggressive performance at
the cost of outstanding risk exposures in financial companies. The
target of this remuneration aims at balance of the relationship
between risks and performance in financial institutions. However,
unfortunately it should be perceived that the proposal neither pays
enough attention to the value of financial competitive regime nor
considers broadly the relationship between the competition and the

remuneration in financial market.

This comment integrating the financial competitive regime is
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submitted along with relevant suggestions and overview on the
reform for regulation of bank remuneration in China. It is hopeful
that the Basel Committee can consider them in issuing the final
document of Range of Methodologies for Risk and Performance

Alignment of Remuneration.



II. Comments and Suggestions in Detalil

1. The design of remuneration in financial institutions is correlated
with financial competition closely. At first glance, Paragraph 3
definitely points out that in designing remuneration all financial
institutions face “the competitive challenges in the industry”. In
addition, section iii in Paragraph 3, Paragraph 74, 75 and 78, and the
illustrative example in Paragraph 77 emphasize the effects of size
and/or complexity in institutions. In essence, these contents
implicitly state that the authorities can use the financial competitive
system as an alternative method to design the remuneration in
financial institutions. The reason is that the access, operation and
exit of financial institutions can be regulated by supervisors through
utilizing financial competitive regime in order to adjust the structure
of financial markets and control the size and complexity of financial
institutions, finally leading to setting reasonable expectations for
remuneration in banking. For example, the stockholding often
affects the complexity in financial institutions. However, the
financial anti-monopoly system, as one of the important parts of
financial competitive regime, can prevent director interlocking and
hence construct “Firewall” against complexity.

2. Paragraph 4, “... the adjustment of remuneration to risk and
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performance is a key element to reduce incentive for excessive
risk-taking in banks”.

Analysis: As a matter of fact, to a large extent the excessive
risk-taking results from excessive competition in banks and
excessive concentration in banking industry. Take the excessive
concentration for instance. When the concentration rate of bank
market rises, banks are induced by the idea of “too big to fail”
spontaneously and tend to take excessive credit risk. As a result, the
“moral hazard” is significant. Financial competitive regime is one of
the important mechanisms to weaken the high concentration. The
use of such mechanism can split off systemically important financial
institutions, balance the market powers among different institutions,
and accordingly weaken the banks’ incentives to take excessive risk.
Amendment: “... the adjustment of remuneration to risk and
performance is a key element to reduce incentive for excessive
risk-taking in banks, which is triggered by excessive competition in
banks and high concentration in banking industry. Combined with
the financial competitive regime, the remuneration can take effect
on the regulation of excessive risk-taking activities in banks. ”

3. Paragraph 4 states that “(ii) the challenges or elements influencing
the effectiveness of risk alignment”. The fact that some systemically

important financial institutions recklessly paid huge bonuses to



senior managers implies that “too-big-to-fail” financial institutions,
during the process of selling financial products embedded with
unpredictable risks, abused their influences on the financial stability
in host country, even that in the world. Once liquidity crunch
happens, tax payers are compelled to foot the bill. And the financial
monopoly institutions unscrupulously paid high bonuses to
employees for their risk-taking activities. At present, international
communities should consider the application of financial
competitive regime to necessarily intervene and restrain the financial
monopoly.

4. Paragraph 14 states that “More and more firms tend to use
economic  efficiency = measures....Other  frequently  used
measures....”

Analysis: These economic efficiency measures in Paragraph 14 are
demonstrated from the aspect of microeconomy. If taken from
macroeconomic  perspective, these measures represent the
competitiveness of individual institution in the whole industry. In
another word, performance is the direct reflection of competitive
capability.

Amendment: “More and more firms tend to use economic efficiency
measures reflecting competitive capability....Other frequently used

measures....”



5. From the perspective of function, “variable remuneration” in
Paragraph 23 takes on a role as the competitive remuneration to
ensure financial institutions can attract and retain excellent
employees compared with competitors, and such remuneration is the
Important content of “specific quantitative risk adjustments”. One
typical example is described in Case 2 of Paragraph 146. “large bank
with  traditional retail activity”, “...the comparison with
competitors”.

6. Paragraph 26 mentions “systemically important financial
institutions”. In supervising these giant institutions, authorities can
strictly apply financial competitive regime to avoid occurrence of
systemic risk.”

7. Paragraph 53 points out “strategy”. Looking from the perspective
of history, merger and acquisition (M&A) are the most important
strategies applied by financial institutions. Normally, the activities of
M&A should require the competitive review by authorities in order
to avoid distorting competition and financial monopoly. In the vision
of remuneration, the economic benefits associated with M&A, such
as high stock gain, would flow to the institutions and individuals in
short term. However, on the other hand, M&A conceal great

potential risk during the realization of uncertain synergy in the long
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run. If M&A finally fail, the basis for high remuneration in long time
will evaporate, which cause unavoidable maturity mismatching of
remuneration in financial institutions.

8. Paragraph 99 states “... non-financial risks (such as market,
reputational ... risks”. Presence of such risks is closely related with
the violation of financial consumers’ benefits, and especially
infringing the interest of financial consumers brings about the
negative effects on financial institutions’ goodwill. It is considered
that the most effective method to protect the financial consumer is to
implement the financial competitive regime. For example, the
financial institutions will abuse their information dominant position
to defraud the financial consumers, but one of the key functions of
financial competitive regime is to prevent abuse of dominant
position.

9. Non-compete agreement exists from viewpoints of “Background:
the origins of deferred remuneration” in Paragraph 159 and “transfer
restriction” in Paragraph 164. In order to retain the long-term clients
or protect business secrets, financial institutions have the legitimate
discretion to enforce the non-compete agreement in the limited
period and/or in the limited region. But they are forbidden to

exercise the agreement as an anti-competitive tool to restrict

financial market competition.



10. The example in footnote 11 demonstrates the implementation of
deferred remuneration to employee will give financial institutions an
incentive to take differentiation on competitive strategies with
different competitors. Whether such action is legitimate or not can
be judged from the point of the financial competitive regime.

11. In Annex 1, the size thresholds on FSB principles
implementation standard in Argentina, Canada and Italy represent
the concentration in banking industry (or insurance industry). The
authority can implement the financial competitive regime to adjust

the thresholds.



I11. Overview on Reform for the Regulation of Banking

Remuneration in China

1. Characteristics of Reform

In the Financial Crisis, many countries including China accelerate
financial system reform, and strengthen the supervision of
remuneration in financial institutions. Among these reforms, since
income distribution system requires improvements, and financial
industry belongs to those sectors with high compensation, reform on
remuneration in financial industry will play a crucial role in
sustaining Chinese economic development and keeping social
stability. Summarized from the overview of reform process, the
characteristics of the remuneration reform are: beginning from the
succession of the global reform, learning from the international
code, ensuring market competition as a tool, and aiming at
realization of reasonable income distribution.

1.1 Following the trend of international reform on the remuneration
system. Chinese government comes forward with the international
communities’ request for the remuneration reform in financial
Institutions and enhances regulation on the traditional income system.
Main rules include *“Notice of the Ministry of Finance on the

Issues Relevant to the Remunerations Paid to the Senior
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Management of the State-owned Financial Institutions for the Year
of 2008” on April 7" 2009, “Opinions about Further Regulation on
Leaders’ Income of Central Financial Institutions” issued by
Ministry of Human Resources and Social Security of China and
other five ministries on September 16" 2009, and “Measures of
Review on Income of Central Financial Institutions’ Leaders” issued
by Ministry of Finance of China on February 8" 2010. However,

these directives did not refer to the competitive remuneration.

1.2 Matching remuneration and competitive capability is the new
horizon for regulation reform. On February 21% 2010, China
Banking Regulatory Commission issued “Supervisory Guidelines on
Compensation Practices of Commercial Banks” in the light of the
international standard. Article 4 emphasizes that “The incentives
provided by compensation practices are consistent with the bank’s
competitiveness....”” Because the financial competitive regime acts as
the legal defense to cultivate the competitive capability in financial
industry, this article actually indicates that remuneration system

should be aligned with sound financial competitive regime.

1.3 Taking the remuneration reform as the key to adjust national
income distribution system. In the 3™ session of the 11" National

People’s Congress, Premier Wen Jiabao delivered “Report on the
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Work of the Government 2010” on March 5™ 2010. In the section of
“Vigorously ensuring and improving people's wellbeing, and
promoting social harmony and progress”, Premier Wen Jiabao said
“we will deepen the reform of the income distribution system of
monopoly industries. We will improve the policy of dual control
over total payroll and wage scales in these industries. We will set
strict standards for the income of executives, especially senior ones,
of state-owned enterprises and financial institutions, and improve
related oversight and supervision rules.” This statement means that
Chinese government will take strong measures on supervision of the
financial industry, which falls into monopoly sectors with high
income, in order to promote competition and reduce income gaps. In
such supervisory process, financial competitive regime will play an
important role in advancing reform on financial industry and
strengthening remuneration regulation on Chinese financial
institutions, including banks.

2. Outlook

2.1 In the “12™ Five-Year National Plan” for the period from 2011 to
2015, ensuring and improving people’s wellbeing is the fundamental
aim and outcome of all the works to accelerate transformation of the
mode of economic development. Unreasonable income distribution

system stands out as the bottleneck to be broken necessarily in the
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national economic and social development. Since the social
community keeps doubts on the current income of Chinese financial
industry, it is inevitable to modify the income distribution system.
However, due to the short-term marketization of financial industry
and inexperience of market operation, it is difficult to make the
remuneration reform aiming at enhancing competitiveness.
Benefiting from this overwhelming international remuneration
reform on financial institutions in the context of the current global
financial crisis, Chinese government has an unprecedented
opportunity to implement financial competitive regime to adjust the
remuneration structure in financial industry with more initiatives.

2.2 On the one hand, the implementation of financial competitive
regime will nourish more market participants, accelerate the pace to
build up the reasonably competitive financial market, weaken high
bonus concentration by the dual control of market mechanism and
administrative  regulation, and accomplish  matching the
remuneration structure with the competitiveness of financial
institutions. On the other hand, under the background of economic
financialization, the implementation  will stimulate the
competitiveness, protect the interests of consumers, furthermore
enhance people’s consuming willingness and confidence, and finally

cooperated with other economic policies optimize the structure of
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income distribution among different business sectors.

2.3 Fortunately in the 11" National People’s Congress, some
representatives have submitted bills or advices on Financial
Anti-monopoly, Financial Competitive Supervision and Financial
Consumer Protection, which are important components of financial
competitive regime. It is predictable that financial competitive
regime with Chinese characteristics will become the key
breakthrough in the reform on the entire financial regulatory system,

including the remuneration in the future.
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