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The financial crisis has shunted financial 
regulation and risk management into the 
spotlight. But it should also cause us to reflect 

on the very notion of failure itself. For the crisis draws 
attention not only to the fragility of markets, and 
the importance of trust and organization for their 
stabilization. It highlights also the precarious and 
negotiated nature of failure, and connected ideas of 
free market competition. To many, particularly those 
who strenuously opposed ‘excessive regulation’, 
matters are simple: the rules of the market game 
dictate that companies should be allowed to fail, 
and market effectiveness can only be assured when 
the fittest survive and the unfit and the incompetent 
fail. But who or what defines failure?

The archetype corporate financial failure is 
insolvency. But recent developments have shown 
that corporate financial failure can hardly be 
considered an objective state of affairs. Definitions 
of failure, it turns out, are as much a political as an 
economic matter. Failure is negotiable, deniable, 
and reversible. It is constituted out of various expert 
claims and modes of judgement, and increasingly 
politicized. Research on bankruptcy by Peter 
Miller and Michael Power has demonstrated that 
company failures never did display the objectivity 
often attributed to them, and today that is even 
more the case. As exemplified by the recent threat 
of meltdown of the global financial markets, in 
domains where failure is considered politically and 
operationally unacceptable at an organizational or 
systemic level, logic other than those of the market 
are brought into play.

In the wake of recent events, and on a selective 
basis, large banks and other financial institutions 
have been protected from market discipline. These 
organizations were considered ‘too big to fail’. Here, 
too much seemed to be at stake. But how much is 
too much? Size arguments come into play naturally, 
but understanding the impact of a large failure on 
an entire industry or the economy is extremely 
difficult and almost impossible to calculate.

While many risk regulation regimes centre on 
the notion of ‘failure’, they allow for considerable 

negotiation as to what constitutes failure, and what 
the key metrics are that allow it to be pronounced. 
Calculative technologies of accounting do not 
provide definite financial norms, but instruments 
around which complex processes of negotiation 
of possible outcomes can take place. So failure is 
not a specific, well-defined condition, but a process 
agreed step by step with stakeholders such as 
lenders, trade creditors, shareholders, government 
agencies and regulators. During such negotiations, 
the roles of markets and of governments are re-
thought and the boundaries between politics and 
markets re-drawn.

In financial markets, ideas of deregulation and free 
market coordination are now under scrutiny and the 
boundaries between the private and the public have 
become porous; markets are no longer seen only 
as a way to promote choice and efficiency, but also 
as beasts to be ordered, tamed and civilized.

Yet, the inability of formalized risk management 
and regulation apparatus to anticipate or prevent 
systemic risks in the financial sector have not led 
to their abandonment. Instead, they have resulted 
in calls for their amplification, in the same way as 
the perceived failings of accounting and auditing 
typically lead to calls for their intensification. While 
we see more intense demands for tighter risk 
regulation in the financial sector, renewed emphasis 
is also placed on accounting because of the desire 
for ‘transparency’ and better ways to make financial 
risks ‘visible’ and ‘calculable’.

At first glance, the system of regulating and governing 
by accounting numbers sounds reasonable. For 
who can object to more transparency or the 
benefits of rewarding efficiency? Accountancy’s 
calculative expertise plays a potentially significant 
role in certifying, adjudicating and intervening in 
failing organizations, not just in the commercial 
sector. Encouraging the free market game has 
long been a central aspiration for those keen to 
reform the public sector, with ‘conceptions of failure’ 
based on private sector models actively promoted 
and already embedded in some areas.

Take as an example health care and the proposed 
ways to administer failed Foundation Trust hospitals 
according to the protocols of an Insolvency Act 
devised for an entirely different purpose. Whether 
or not one endorses public sector reform through 
the adoption of private sector models, at the very 
least one might ask if the ‘fit’ in this case is likely to 
be snug. For the question of what constitutes failure 
in the health care sector is even less straightforward 
than defining or negotiating organizational failure in 
the corporate field. The events of recent memory 
show that private sector practices advanced in 
the name of the market may not readily offer the 
solutions desired.

More importantly, perhaps ‘failure’ should be 
carefully distinguished from ‘failing’. Rather than 
focusing only on a moment of failure, with its 
attendant matrix of rules, rights and duties pertaining 
to assets, and elaborated in company insolvency 
legislation, regulatory attention should focus more 
on the process that precedes the moment of failure. 
To understand the process of failing means starting 
the analysis before the moment of failure arrives. We 
need to understand the range of events, practices, 
claims and instruments that define the process by 
which an organization is considered to have failed, 
and becomes subjected to a panoply of rescue and 
reconstruction practices specified by regulatory 
agencies. More attention needs to be paid to the 
dynamic of failure, its specific operational conditions 
and the incentive systems and investment cultures 
that promote it. While the moment of failure is itself 
complex and negotiated, the process of failing is 
considerably more so. Failing deserves much more 
attention than it has received to date, not least 
because it might help us avoid disasters like the 
one we are currently experiencing. It also deserves 
attention in the context of a world that has been 
stood on its head, in the sense that failure regimes 
for hospitals now appear to be tougher than those 
pertaining to banks.
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Entertaining frauds aside, highly leveraged 
remuneration in financial markets has not troubled 
the regulators much. It is not new, books and 
movies about it were common from the 1980s 
and bonus cycle distortions in housing and Aston 
Martin markets have been a feature of the London 
financial institutions since the Big Bang in 1984. 

The Bank of England, the Financial Services 
Authority and journalists occasionally pondered 
the implications for risk exposure and the way 
high bonuses were based on annual rather than 
longer-term performance, but no serious regulatory 
action emerged. For sure investment banks have 
worried about inflated salary costs, but the serious 
first mover disadvantages expected to follow from 
abolishing bonuses deterred individual firms from 
action; abolitionists feared they would suffer the 
same financial fate as their victims. Employee 
bonuses were simply shares in the industry’s profits 
and bonus abolition was never seriously tried. 

Now, a combination of large bonus payments 
and substantial financial losses within institutions 
has encouraged rather different attitudes. How 
can people be rewarded for making losses? Why 
should bonuses be paid from the public money 
now shoring up many investment institutions? 
What, to paraphrase the British Prime Minister, is 
the system doing?

One can object to the term ‘culture’ and argue 
that bonus payments are not just part of a belief 
system within financial institutions. They define its 
core, indeed in some cases sole, human resource 
practice. Our analysis of trading floors in the late 
1990s found within extremely wealthy investment 
banks marginalized human resources departments 
that sat beside a rudimentary screening process 
for traders, a complete absence of management 
training and a hire-and-fire approach to success 
and failure. The link between the individual profit or 
loss of a trader, his or her bonus payment, internal 
reputation and external market prospects was a 
totemic fact of trader employment. Bonus maketh 
the man, and maketh other more sophisticated 
management processes irrelevant.

However, culture did indeed heavily influence 
the operation of this particular application of 
pay for performance, notably in what remained 
unquestioned. The bonus year was the industry 
crop cycle. ‘Pay-for-performance-101’ advises 

Paul Willman

A bonus ‘culture’?

‘I think there’s an element of the bonus system 
that is unacceptable. When you get bonuses and 
salaries based on short term deals that have no 
relationship to long term performance then you 
have to look again at what the system is doing.’ 
(Gordon Brown, 21 September 2008)

the distribution of awards close in time to the 
rewarded acts, but few deals take a year to 
mature and normal practice is to collect profit on 
shorter-term deals for the bonus total. Bonuses 
thus become similar to medieval Church tithes; 
encourage shareholders to focus on the other 90 
per cent at the year-end and everyone is happy. 
There were no rollovers; staff keep a year-one 
bonus even if they made less, or a loss, in year 
two. Conversely low profits and a low bonus in 
one year did not drag down any bonus in year 
two. Although profit or loss is the main bonus 
driver, institutions retain bonus discretion until the 
year-end, to retain some behavioural control and 
to serve aims other than rewarding performance, 
such as retaining key skills. Also, bonus payments 
are individual. Team-based bonuses are rare and 
the system is competitive rather than collusive. 
Finally, bonuses have historically been high and it 
does not take many good bonus years to achieve 
financial security.

These are accepted contingencies rather than 
essential elements of bonus pay. They are 
part of what makes the use of incentives in the 
financial services industry distinctive and, perhaps, 
dysfunctional. They also launch a number of 
consequences. First, if the bonus manages the 
trader, the manager does not have to do so and 
there is little incentive to develop managerial skills. 
And if the trader is making money things must 
be OK. Second, if bonuses based on arbitrage 
opportunities are the bulk of earnings, there 
are limited incentives for information sharing. 
Third, if rewards for success are high and failure 
severe, there are few generators of occupational 
longevity. In four major institutions in 2000, we 
found no trader and very few trader managers 
who remembered the crash of 1987. The bonus 
system may not generate institutional amnesia, 
but it does reinforce it.

Trading in markets is often characterized as 
competition between individuals, suggesting it 
is a jungle and the biggest cat wins, but agents 
create most financial market trading; certainly the 
theory behind bonus system design is agency 
theory. Arguably the metaphor from the animal 
kingdom is not big cat strife but, more mundanely, 
a sheepdog trial. The trader (sheepdog) must not 
be so risk averse as to lose the sheep but not so 
aggressive as to eat them. Perfect the monitoring 
and incentives system and you finish with both 
dog and sheep.

Now, there is an argument that agency theory, 
from Taylorism to its application to chief executive’s 
pay, is a strong candidate for the most counter-
performative economic theory of modern times. 
Relying on controlled self interest often appears to 
generate precisely the kinds of gaming opportunism 
the theory seeks to avoid. In this case in particular, 
believing that higher risk yields higher returns 
and then incentivizing returns puts a very heavy 
emphasis on the efficacy of controls. Yet this is 
an industry in which the first line of defence – line 
management – is not well trained and in which 
the large institutions typically call their own fouls 
since most regulation takes place in settlements 
and compliance departments within trading firms. 
What this system does not appear to be doing is 
to safeguard the interest of investors and what it 
does appear to do is to sustain high rewards for 
participants in the most unlikely conditions. 

Perhaps, too, it is sustaining a continuing 
vulnerability in the financial industry to the latest 
Ponzi scheme.

Paul Willman is a CARR Research Associate.
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Half a century ago, NASA’s leading 
engineers devised a radical solution 
to the problem of reliability in ultra-

complex systems, that emphasized social 
reforms over technical innovations. With the 
markets collapsing and the reliability of so 
many financial institutions now in question, 
are there useful lessons from America’s 
rocket scientists?

In the early years of the space race, America’s 
rockets failed repeatedly and ignominiously: 
exploding on launch pads or careening 
towards downtown Orlando instead of Outer 
Space. It was a very public Cold-War crisis, 
and not one the administration could mask 
with cosmetic but ineffectual reforms.

The problem lay in the rockets but the solution, 
when it appeared, was not in the blueprints, 
it was in the culture of US manufacturing. 
NASA’s machines functioned perfectly on 
paper, but actually building them called for 
a level of diligence, care and professionalism 
that manufacturers found unsustainable. 

NASA needed assembly plants organized 
around a paradigm of excellence instead 
of efficiency and staffed with the skilled 
craftsmen that Ford, Taylor and their disciples 
had long been keen to marginalize, so they 
launched a far-reaching effort to reshape the 
culture of American rocket production. They 
arranged competitions between workers 
and offered generous cash incentives linked 
to performance targets; astronauts visited 
fabrication plants distributing posters and 
awarding decals to exceptional workers; 
contractors were encouraged to abandon 
old factories in what became the ‘rust belt’ 
and relocate to the coasts where they could 
recruit and accommodate a new type of 
workforce; the space agency re-drew lines 
of authority, so that quality-assurance 
specialists, previously peripheral to the 
manufacturing process, could halt entire 
production lines. 

These reforms almost doubled the already 
stratospheric cost of building rockets, but 
the failures ceased and Armstrong was on 
the moon. 

Now the financial system is failing 
catastrophically and commentators have 
again been quick to call for new blueprints. 
The coming months will no doubt bring a 
wealth of proposals for new rules, regulations 
and standards, but instead of embracing 
too many of them perhaps we should look 

to NASA and remember that seemingly 
technical problems sometimes yield better 
to non-technical solutions.

No doubt new regulations could be useful, 
but the crisis caught out many regulatory 
regimes, which suggests that regulations 
alone are a poor bulwark against major 
risks. Ever since Max Weber discussed the 
importance of ‘trust’ among stock traders, 
ethnographers of financial institutions have 
suggested that bankers ultimately depend 
on intangible criteria such as instinct and 
intuition to make decisions, even while they 
couch their risk choices in the language of 
rules and formulae. 

Indeed, social epistemologists have long 
argued that this is necessarily the case. 
Finance cannot be governed by formal rules 
and accounting, they argue, because both 
lean heavily on interpretation. As Wittgenstein 
made clear, no rule – technical, scientific, 
or financial – can escape the vagaries of 
interpretation: they are all, in sociological 
parlance, ‘interpretively flexible’.

Technical specifications could not govern 
rocket production completely, and financial 
regulations cannot control banks perfectly. 
If we understand rules as guidelines that 
operate in a social context, then we can 
view problems less as a function of the rules 
themselves than of the people who use them. 
Where there is interpretation, we should look 
to the interpreters.

Fiscal rules and regulations, the blueprints 
of finance, exist in a distinct cultural context, 
where adherence to their ‘letter’ always leaves 
extensive scope for action, yet we rarely 
question that context directly. Innovations 
like securitization transformed finance over 
the last two decades, raising its efficiency in 
many ways, but also creating complexity and 
inscrutability. This ‘modernism of money’ has 
brought new challenges, and navigating them 
successfully perhaps requires a new breed of 
banker with different competencies and a new 
culture of banking with revised conventions. 

Corporations and professions undoubtedly 
do have distinctive cultures, and clearly some 
mores, norms and customs are better suited to 
certain endeavours than others. Successful art 
collectives have different values than effective 
nuclear submarines, for instance. It is perfectly 
legitimate, therefore, to ask if the culture of 
modern banking became unfit for purpose as 
the tools and functions of banks evolved. 

What finance could learn from

rocket science
John Downer

Many observers have suggested that the 
current generation of bankers became 
overconfident and took reckless risks in 
pursuit of high rewards: a view that echoes 
widespread perceptions of the financial 
services industry. Tom Wolfe famously 
characterized investment bankers as 
buccaneers on the high seas of laissez-
faire capitalism: self-styled ‘Masters of 
the Universe’. All such stereotypes are 
caricatures, of course, and many of the larger 
banks have worked hard to confound Wolfe’s 
portrait in recent years. Yet it seems almost 
willfully imperceptive to deny an excessive 
‘risk appetite’ in the modern financial 
establishment, and logical to associate this 
as much with the cultural norms that pervade 
financial institutions as with the rules that 
govern them.

So, in a world where rules and regulations are 
inevitably inadequate, perhaps the Financial 
Services Authority (FSA) might better serve 
the interests of risk management by reforming 
the ‘softer’, cultural, dimensions of the financial 
world, as well as promulgating new standards. 
For if a more measured, introspective and risk 
adverse culture of banking were to rise from 
the ashes of a ‘bonfire of the vanities’ there 
might be lasting and discernible benefits for 
the financial system. 

This, of course, begs the question of how 
regulators could conjure such a phoenix 
when The City has long considered audacity 
an asset. Reforming entrenched cultures is 
difficult, as NASA discovered. Practices are 
intractable; governments cannot legislate for 
virtue and companies guard their corporate 
cultures jealously. 

Nevertheless, corporate cultures are 
malleable. Indeed, there exists an entire 
industry dedicated remoulding them. The 
scale of the crisis should inspire some harsh 
introspection, which is important because 
cultural reforms inevitably emerge from within. 
Regulators are not without influence, however, 
the FSA’s emphasis on ‘principles-based 
regulation’ is constructive, as is their recent 
caution against pay deals that reward short-
term profit-seeking.

It would be naïve to suggest that cultural 
changes are easy, cheap or painless, but 
NASA’s experiences suggest the dividends 
could be stellar.

John Downer is an ESRC Research 
Officer at CARR.
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