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Abstract

This paper considers optimal executive pay regulations for banks that are too-
big-to-fail. Theoretically, we map the consequences of*a series of commonly-used
pay schemes, describing their relative optimality and ultimate societal consequences.
We argue that in a world of too-big-to-fail policy, simiple equity-linked remuneration
schemes maximise shareholder value by incentivising executives to choose excessively
risky projects at the expense of the taxpayer: We find that paying the executive
partly in debt fails to mitigate the project, choice distortion when debt markets are
informed. By contrast, both clawbacksrules and linking pay to interest rates can
incentivise the executive to make socially optimal risk choices, but only if they are
accompanied by appropriaté restri¢gtions on the curvature of pay with respect to the
bank’s market value. Pay curvature can be generated by tools such as equity options
and promotion policy. Theypolicy implication is that unless regulators can enforce
restrictions on pay.curvature, bank shareholders can undermine the effectiveness of

these pay regulations.
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