The real issue in banking
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Since the subprime crisis began in mid 2007,  much has been written about the way in which bankers  threw  caution to the winds and about how risk managers and regulators failed to catch on fast enough to what was going on. Many sound proposals have been made in the last few months –increasing capital requirements, injecting counter cyclicality into the Basle 2 regulatory framework, ensuring that banks do not become too big to fail, removal of multiple regulators and so on.  The most recent of these proposals has been championed by the former US Fed governor, Paul Volcker.  The Volcker rule (which has been compared to the famous Glass Steagall Act of the 1930s, that led to a formal institutional separation of commercial and investment banking in the US ) has called for major restrictions on proprietary trading, hedge fund and private equity activities.  
But as A V Rajwade, correctly mentioned ( “Will Volcker Work?”,  Business Standard, February 8, 2010) it may not be that easy for regulators to separate proprietary trading and client oriented market making. Moreover, it is quite simplistic to believe that all the problems which led to the crisis can be addressed only by regulation. Indeed, one common thread in the papers of most leading academics and opinion leaders is that whatever be the new rules, smart bankers will always be able to find loopholes.  
Financial markets are driven by two balancing forces – fear and greed.  Without fear, traders can become too greedy.  In the run up to the sub prime crisis, greed dominated. Fear receded to the background because of   the benign economic environment that prevailed between 2003 and 2007.  Bankers  took risks merrily as they chased large bonuses.

That brings us to the main focus of this article- bankers’ compensation. Investment banks have all along believed in paying supersized bonuses to their employees.  The justification is that a large quantum of variable pay aligns the employees’ aspiration with shareholder interests.  If traders make handsome profits, they get huge bonuses.  If they do not, there is no variable pay.  That is why in 2008, most investment bankers went without bonuses. 
 But in recent months, banks have already gone back to paying huge bonuses.  Indeed, even before the financial crisis had fully passed, many of the Wall Street banks were in a tearing hurry to return the “forced” financial assistance they had received from the Fed at the peak of the crisis (as part of efforts to restore calm and confidence in the US financial system).  The main argument given by the banks for returning the money was that they did not want themselves to be tied down by government directives and pay restrictions. How could they retain  talent unless they paid employees handsomely?  That also explains  why at the peak of the crisis, some banks in order to get around the variable pay restrictions, raised fixed pay substantially. 
Investment bankers like to think their industry is unique and that  their work is more challenging than that done by their counterparts in other industries.  They also like to believe that for the long hours they put in, they deserve to be paid handsomely.   We need to examine these points carefully.  
I am not sure if the work of an investment bank ‘quant’ or ‘trader’ is more challenging and risky than that of a researcher working in Merck’s laboratories or a software developer employed with Microsoft.  A new blockbuster drug involves 10-15 years and $ 1 billion of investment.  That kind of risk cannot be laughed at.  The scientists who work on a new drug are not driven by a “bonus”.  They do  the R&D work for the sheer joy of solving an intractable health problem and thereby helping mankind.  Developing the MS Office suite must have been as challenging if not more than the famous Black Scholes option pricing formula  using which traders have made billions of dollars of trading profits over the last 40 years.  Microsoft employees are considered to be among the most driven and hardworking. Yet Microsoft has not been involved in any controversy, to the best of my knowledge, regarding bonus/variable pay.
The key challenge for the top management is to get their employees to buy into the company’s vision.  That vision must be energising and motivating.  A big bonus at end of the year is all that investment banks can claim to have today by way of  a vision, notwithstanding the recent claims of a CEO  that his bank was doing “God’s work”! Banks have to learn from other industries like Pharma and IT that the best way to motivate talent is to give them challenging work that will change the world and make it  a better place.  Motivating  people by offering high pay and huge bonuses is  a short term strategy that does not pay off in the long run.  After all, a rival can always offer a bigger pay package.
 Inspiring and motivating employees constitute the key task of the leaders of any organization. The leaders of many global banks seem to have miserably failed in this regard. The sub prime crisis is not  a regulatory failure. It is above all a leadership failure. The leaders of banks have a lot to learn from other industries including our own IT industry.
