
Creating a new foundation for risk management
by Carl R. Tannenbaum, senior vice president, Supervision and Regulation, Rebecca Chmielewski, assistant vice president, 
Supervision and Regulation, and Paul Jordan, senior team leader, Supervision and Regulation

The Chicago Fed’s Supervision and Regulation Department, in conjunction with DePaul 
University’s Center for Financial Services, sponsored its fourth annual Financial Institution 
Risk Management Conference on April 11–12, 2011. In addition to discussions about 
risk management, this year’s conference focused on the impact of the Dodd–Frank 
Wall Street Reform and Consumer Protection Act (Dodd–Frank Act). 
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Materials presented at  
the conference are available 
at www.chicagofed.org/ 
webpages/events/2011/
risk_conference.cfm. 

Conferencediscussionsalsocenteredon
thenewfaceofmortgagefinanceandthe
managementofincentivecompensation
andtheassociatedregulatoryguidance,
alongwiththeimpactofnewcapital
rules,whichareexpectedtobeinfluenced
bytheBaselCommitteeonBanking
Supervisionguidelinesforstrengthening
thebankingsector’sresilience(knownas
BaselIII).ThisChicago Fed Letterprovides
asummaryofthepresentationsand
discussionsoftheregulators,academics,
risk-managementprofessionals,and
businessleaderswhoparticipated.

AliFatemi,alumniprofessorand
chair,DePaulUniversity,andCarlR.
Tannenbaum,seniorvicepresident,
FederalReserveBankofChicago,opened
theconference.Fateminotedthat,as
inthepast,thisyear’smeetingwould
providefortimely,illuminating,and
informativediscussions.Tannenbaum
pointedoutthatweareinthe“middle
stages”ofimprovingriskmanagement,
includingthesupervisionofbankhold-
ingcompanies.Manylessonshavebeen
learnedfromtherecentfinancialcrisis.
TheDodd–FrankActwaslegislatedin
anattempttoaddresssomedeficiencies
thatbecameevidentduringthecrisis,
includingcertainnonbanksnotbeing
subjecttoregulationsandloanunder-
writersnotretainingsufficient“skinin

thegame.”However,notallobservers
agreethatsucheffortswillhavethe
desiredeffectofmakingthefinancial
systemmoreresilienttofinancialshocks
andcrises.Althoughimprovedgover-
nanceandincreasedlevelsofcapitalmay
assistinstrengtheningfinancialinstitu-
tions,muchofthearchitectureofthe
currentbankingsystemstillneedstobe
reviewedandevaluated—andperhaps
improvedupon.Thereisanexpectation
thatastrongerbankingsystemwillemerge
inthe“laterstages”ofimprovingrisk
management,saidTannenbaum.

Views on the recession and the  
banking sector

CharlesL.Evans,presidentandCEO,
FederalReserveBankofChicago,noted
thatrecentdatasuggestgrowthhas
pickedup,indicatingamoderateeco-
nomicexpansion,despitefactorssuch
asresidentialandcommercialrealestate
marketsnotgrowing,unemployment
stillremaininghigh,andstatespending
levelsbeingdown.AttheJanuaryFederal
OpenMarketCommitteemeeting,gross
domesticproduct(GDP)growthinthe
rangeof3.5%to4%wasforecastedfor
2011.Althoughanygrowthiswelcomed,
suchgrowth,byhistoricalstandards,
constitutesamoderaterecovery,said
Evans,andunemploymentremainsat
8.8%.Certainmarketsegmentsarestill
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Creating a new foundation for risk management will  
involve thinking about the interrelated nature of risks, the 
risk-management process, and practical application of risk 
resolution strategies. 

depressed,suchasresidentialinvestment
andsingle-familyhousingstarts;andnew
homesalesareathistoriclows.Many
distressedandforeclosedpropertiesstill
havenotbeenputonthemarket.Evans
notedthatmortgagereformmaybea
lengthyprocess.Salesofnewmortgage-
backedsecuritiesissueshavebeenane-
mic,andmanyquestionsremainasto
whatrolegovernmentwillplayinthe
mortgagemarketinthefuture.

Shiftingtothehealthofthebanking
sector,Evansstatedthatmanybanks
havecompletedbalancesheetrepairs

and,althoughearningshavenotfully
recovered,recentcapitalanalysisshows
bankhealthhasimproved.Still,bank
managersremaincautiouswhileques-
tions—suchaswhatistheappropriate
levelofcapitalforsystemicallyimportant
financialinstitutions(SIFIs)andwhat
shouldbetheformofthatcapital—
continuetobedebated.

Inconclusion,Evansnotedthataswe
slowlyemergefromtheworstfinancial
crisissincethe1930s,governmentand
regulatorsareheavilyinvolvedinmaking
changesthroughtheDodd–FrankAct
andthepotentialimplementationof
BaselIII.Macroprudentialsupervision
implementedunderthenewlegislation
andguidelineswillinvolveregulators
monitoringanddetectingrisksacross
thefinancialsystem—notonlyatindi-
vidualbanks,aswithtraditionalmicro-
prudentialsupervision.

CEO and chief risk officer perspectives

RichardC.Cahill,vicepresident,Federal
ReserveBankofNewYork,moderated
apanelfeaturingabankCEOandtwo
bankchiefriskofficersdiscussingrisk
management.Cahillstartedtheconver-
sationbystatingthatregulatoryreform,
whichhasmanyimplicationsforthe
financialinstitutions(especiallySIFIs),
andBaselIIIcouldhaveasignificant
effectonfuturelending.

TerryJ.Bulger,chiefriskofficer,BMO
FinancialGroup,explainedthathisor-
ganizationpromotesanapproachtorisk
managementthatutilizesthreelinesof
defense.Thefirstlineisbusinessunits
beingresponsiblefortheirownrisk;
thesecondlinecomprisestherisk-
managementgrouptogetherwithother
corporategroups;andthethirdlineis
providedbycorporateaudit.Thesethree
linesofdefense,alongwithotherstrate-
gies,suchasworkingwithbusinessunits
toembedastrongriskculture,helpBMO
toachieveexcellenceinriskmanagement.

LeonardE.Wiatr,chiefriskofficer,
PrivateBancorpInc.,sharedhisrisk-
managementphilosophy,whichisto
buildarobustrisk-managementinfrastruc-
turedesignedtointegrate,coordinate,
andfacilitateproactiverisk-management
practicesthroughouttheenterprise.Wiatr
saidhealsoadherestoasimilarthree-
lines-of-defenseapproachwhenitcomes
toriskmanagement.Inaddition,Wiatr
notedhehasabusinessriskcommittee
providingoversightoverthethreelines.
Hecontendedthattheboardofdirectors’
andseniorexecutivemanagement’s
supportoftherisk-managementfunction’s
effortswasessentialtoeffectuatechange
withinanorganization.

PhilipB.Flynn,presidentandCEO,
AssociatedBanc-Corp,presentedthe
storyofhis$22billionfinancialorgani-
zation,headquarteredinGreenBay,
Wisconsin—acommunitybankthat
hadalonghistoryofoutperforming
others.Ashisorganizationgrewintoa
regionalbank,itoutgrewitsoriginal
risk-managementstructureanddidnot
replaceitwithonethatwasappropriate.
Oneconsequenceofthiswasheavyin-
volvementwithcommercialrealestate,
whichwasoutsidethecomfortzoneof
theorganization.Asaresult,aggressive
andappropriateactionswereneeded
toreducecreditrisk,includingtaking
significantcredit-relatedcharges.A

changeinmanagement,earlylossrecog-
nition,andasignificantraisingofcapital
precededtheorganization’sreturnto
profitabilityinthesecondhalfof2010.
Duringthattime,managementalso
focusedonenhancingcorporategover-
nance,adoptingariskappetitedefinition
andaportfoliomanagementapproach,
andimplementinganenterpriserisk-
managementframework.

CathyLemieux,executivevicepresident,
FederalReserveBankofChicago,asked
thepanelmemberswhattheirorganiza-
tionshavedonetomakeaculturalshift
intermsofriskmanagement;inresponse,
thepanelistsmentioneditisimportant
tobringinnewpeoplewithadifferent
perspectivetochallengethestatusquo.

Corporate governance 

SarahJ.Dahlgren,executivevicepresi-
dent,FederalReserveBankofNewYork,
discussedcorporategovernanceandwhy
itmatters.Dahlgrennotedthatwith
strongcorporategovernance,problem
areasareoftenidentifiedearlier.Weak
governancepracticesarethoughttohave
beenakeycontributortothefinancial
crisis,especiallywhenthoseinchargehad
noideaoftheirorganizations’vulnera-
bilities.Dahlgrenacknowledgedthatrisk
managementwasnotalwaysaregulatory
focus;rather,thefocuswasoninternal
controlsovervariousprocessestomitigate
risk.However,companies’internalcon-
trolsdidnotusuallyaddressemerging
risks.Dahlgrensaidthatgoingforwardit
isexpectedthattherisk-managementfunc-
tionwillbebetterheardbythoseatthe
topofanorganization.Shealsoargued
thatakeyfeatureofestablishingandmain-
taininggoodcorporategovernanceis
tohavethetonesetbythoseatthetop
withanengagedboardofdirectors.

Impact of Dodd–Frank Act 

KathleenM.Cronin,managingdirector,
CMEGroup,moderatedapanelonthe
impactoftheDodd–FrankAct,which
hadbeenineffectforninemonthsat
thetimeoftheconference.When
thinkingabouttheact,shesaidthree
wordscametomind:“miredinuncer-
tainty.”Becauseofthebreadthofthe
act,itisunclearwhenthisuncertainty
willgoaway,shesaid.



CharlesL.Evans, President ; DanielG.Sullivan,
Executive Vice President and Director of Research; 
SpencerKrane, Senior Vice President and Economic 
Advisor ; DavidMarshall,Senior Vice President, financial 
markets group ; DanielAaronson,Vice President, 
microeconomic policy research; JonasD.M.Fisher, 
Vice President, macroeconomic policy research; Richard
Heckinger,Assistant Vice President, markets team; 
AnnaL.Paulson,Vice President, finance team; WilliamA.
Testa,Vice President, regional programs, and Economics 
Editor ; HelenO’D.KoshyandHanY.Choi, Editors  ; 
RitaMolloyandJuliaBaker, Production Editors ; 
SheilaA.Mangler, Editorial Assistant.  
Chicago Fed LetterispublishedbytheEconomic
ResearchDepartmentoftheFederalReserveBank
ofChicago.Theviewsexpressedaretheauthors’
anddonotnecessarilyreflecttheviewsofthe
FederalReserveBankofChicagoortheFederal
ReserveSystem.

©2011FederalReserveBankofChicago
Chicago Fed Letterarticlesmaybereproducedin
wholeorinpart,providedthearticlesarenot
reproducedordistributedforcommercialgain
andprovidedthesourceisappropriatelycredited.
Priorwrittenpermissionmustbeobtainedfor
anyotherreproduction,distribution,republica-
tion,orcreationofderivativeworksofChicago Fed 
Letterarticles.Torequestpermission,pleasecontact
HelenKoshy,senioreditor,at312-322-5830or
emailHelen.Koshy@chi.frb.org.Chicago Fed 
Letter andotherBankpublicationsareavailable
atwww.chicagofed.org.

ISSN0895-0164

RichardSpillenkothen,recentlyretired
director,Deloitte&ToucheLLP,stated
thattheDodd–FrankActisexpectedto
significantlydecreasetheriskofacrisis-
proneenvironmentwiththemacro-
prudentialsupervisoryfocusandnew
tools,suchastheFinancialStability
OversightCouncil,toassistregulatorsin
identifyingsystemicriskindicators.
However,theact’ssheervolumemay
causeunintendedconsequencesbecause
somanychangesarehappeningatthe
sametime,notedSpillenkothen.PeterJ.
Wallison,anArthurF.BurnsFellow,
AmericanEnterpriseInstituteforPublic
PolicyResearch,providedanotherview
ontheact.Wallisonsaidheopposedthe
actwhenitwasformulatedbecauseto
him,thefinancialcrisisdidnotcome
aboutfrominsufficientregulatoryprac-
ticesorregulations,butfrompoorly
designedmortgagepoliciesandpractices.

KristinOdeh,seniorvicepresident,
NorthernTrust,representedacorporate
risk-managementpractitioner’sviewof
theDodd–FrankAct.Fortheact’sim-
plementationtobeultimatelysuccessful
atanorganization,shesaid,thereneeds
tobestrongsponsorship,anarrowscale,
well-definedrequirements,ameasured
pace,existingmarketsolutions,and
availableexpertise.Initially,thescalefor
reformwastoobroad,therequirements
wereunclear,thepacewastoofast,and
theexpertisewasunavailable.Someof
thoseassessmentsstillapplytodayexcept
thattherequirementshavebecome
betterdefinedandexpertiseinthisarea
isdeveloping.Odehsharedsomenear-
termstepsforeffectivelyimplementing
theact—suchasestablishingahigh-level
officetomanagethatimplementation
(sponsorship);settingupalegislative
responseprogramtomonitortherule-
makingprocessanddoingahigh-level
impactassessmenttodeterminewhat
portionsoftheactwillaffecttheorgani-
zation(requirements);understanding
criticalpathtimelines(pace);andhiring
expertsifleadersofanorganization
needtothinkmorebroadlyordifferently
aboutthefullimpactoftheactontheir
firm(expertise).

Lastly,Odehprovidedsomeoverarching
suggestions:Understandwhereyourhigh

risksareandprioritizeyoureffortsto
focusspecificallyonthoserisks;imple-
mentacorporategovernancemodelthat
fitsyourorganization’sculture;andfinally,
getstarted—donotwaittocreateaplan,
communicateitwithothers,measureits
success,andbuildtheteamtoengage
theemployeesoftheorganization.

New face of mortgage finance

Apanel,moderatedbyTannenbaum,
discussednewdevelopmentsinmortgage
finance;itconsistedofAnneC.Canfield,
president,Canfield&AssociatesInc.;
AlexJ.Pollock,residentfellow,American
EnterpriseInstituteforPublicPolicy
Research;andSarahBloomRaskin,
Governor,BoardofGovernorsofthe
FederalReserveSystem.Canfieldiden-
tifiedheadwindstoimprovementsinthe
mortgagefinancingarena—themost
prominentbeingapoormarketenviron-
ment,with5millionseriouslydelinquent
single-familymortgagesintheU.S.,a
“shadow”inventory(i.e.,homesinthe
processofforeclosure)thatkeepson
growing,andhomepricesthatcontinue
todecline.

Raskinsaidthatatpresenttheprivate
mortgagemarketisessentiallynotfunc-
tioning,with88%ofmortgagesbeing
fundedorinsuredbygovernment-
sponsoredenterprises,roughlydouble
thelevelovertheperiod2000–07.So,
itishardtoimaginetheprivatemort-
gagemarketrevivinganytimesoon.
Pollockstatedthatsomegovernment-
sponsoredenterprises(e.g.,Federal
HomeLoanBankBoardandFannie
MaeandFreddieMac)havecollapsed
previously;hearguedthatthesolution
istomovetowardgreaterprivatization
andthatcreditriskneedstobebetter
connectedtocreditunderwriting.

PollockstatedthattheU.S.isranked
17outof25inhomeownershipamong
industrializednations,soweshouldnot
toutthemissionofFannieMaeand
FreddieMacasthebestintheworld.
Respondingtoaquestionaskingwhether
thereareotherfinanciallendingmodels
intheworldthattheU.S.shouldemu-
late,hedidnotendorseanalternative
modeltofollow.Rather,heacknowledged
thatwemaywellhavetopickthebest
featuresfromothercountries’systems.

CEO perspective on risk 

DavidW.Nelms,chairmanandCEO,
DiscoverFinancialServices,usedthe
Rubik’scubeasananalogytodiscusshis
perspectiveonriskmanagement.Risk
managementisnotdoneuntileachofits
sidesisasolidcolor,Nelmsexplained,
meaningthatitisamultifacetedchal-
lengewithmanydifferentsidestobe
solved.Heexplainedthesixsidesof
the“risk-managementcube,”namely,
culture(appropriatelybalancingrisk
withotherobjectives),capital(establish-
ingstrongcapital,liquidity,accounting,
andawell-constructedbalancesheet),
customers(maintainingoutstanding
serviceoperationswiththegoalofmin-
imalattrition),credit(usingexcellent
dataandmodelswithouttakingoutall
ofthehumanjudgment),controls
(settingupstronginternalcontrolsand
followingexternalregulations),andchiefs
(hiringanddevelopingexperienced
andstrongleadership).Solvingallsix
sideswillleadtosounderriskmanage-
mentatafirm,accordingtoNelms.

Incentive compensation

JamesR.Booth,professoroffinance,
DePaulUniversity,moderatedapanelon
incentivecompensation,whichconsisted



ofJenniferN.Carpenter,associatepro-
fessoroffinance,NewYorkUniversity;
JohnK.Gayley,director,executivecom-
pensationpractice,TowersWatson;and
JamesW.Nelson,seniorvicepresident,
FederalReserveBankofChicago.

Nelsonstatedthattheregulatoryfocus
isbasedonaviewthatpoorlydesigned
incentivecompensationarrangements
contributedtothefinancialcrisis.Reg-
ulatorshavefocusedonthedesignof
compensation,butCongress—through
theDodd–FrankAct—hasfocusedon
boththedesignandthelevelofcom-
pensationforfirmswithgreaterthan
$10billioninassets.

Gayleystatedthatcompensationisanin-
tegralpartoftheentirerisk-management
program,butnotthemostimportant.
Excessivebusinessriskcanbemitigated
throughnotonlysoundincentivecom-
pensationdesignbutalsosolidgoal
settingandbusinessalignment,sound
corporategovernance,andstrongon-
goingemployeecommunicationand
education,amongothermeans.Healso
mentionedpotentialredflags,suchas
steepincentivecurveswithnocaps,which
couldbeindicativeofpoorlydesigned
incentivecompensationarrangements.

Carpenterstatedthatriskincentivestied
tocompensationaretherealproblemfor
poorriskmanagementandthatexcessive
compensationismoreofasymptom.
Initially,therewasalotoffocusonthe
levelofcompensation,buttheconcern

nowishowthelevelofcompensation
affectstheriskincentives.Sheconcluded
thatweneedtocontroltheriskincentives
andalsoneedtolookatriskmanagement
holistically—acrosstheriskdisciplines.

Impact of new capital rules

DavidMarshall,seniorvicepresident,
FederalReserveBankofChicago,mod-
eratedapanelontheimpactofnew
capitalrules,whichfeaturedGeorgeG.
Kaufman,professorofeconomicsand
finance,LoyolaUniversityChicago;
KevinM.Killips,chieffinancialofficer,
PrivateBancorpInc.;andMarcR.
Saidenberg,seniorvicepresident,
FederalReserveBankofNewYork.

MarshallgaveabriefprimeronBaselIII.
Inadditiontochangesinthelevelof
capitalbeingputforth,BaselIIIseeksto
addmoreloss-absorbingcapitalcapacity
forSIFIsthroughcontingentcapital
formsand“bail-in”provisions,bywhich
debtcanbeconvertedquicklytoequity.

Killipsanticipatedthatcapitalrulesunder
theDodd–FrankActwillstarttomatch
upwithBaselIIIoverthenextfivetosix
years.Clearly,banksexpecttoberequired
toholdmorecapital.Saidenbergstressed
thatonesignificantgoalofBaselIIIis
topromoteresiliencyinthebanking
sector.Kaufmanansweredthequestion
oftheDodd–FrankAct’simpactwith
“Whoknows?”Hispointwasthatthere
hasbeenalonghistoryofcapitalchanges
thatweredesignedtoimprovethe
bankingsector,andyetwearestillin

anenvironmentwheremorechangeis
considerednecessary.Accordingto
Kaufman,thecurrentsystemofcalcu-
latingcapitalbytherisk-weightingof
assets,whichseemslikeagoodideain
theory,maynotbeeffectiveinpractice.
Hesaidthatperhapsthefocusshould
beontheleverageratio,whichisused
inallotherindustriesandbythemarket
toprovideastrongerconstraint(than
therisk-weightingofassets)onrisktaking.
Finally,henotedthatcurrentcapital
regulationsareverycomplexandthat
fornewregulationstobeeffective,they
willneedtobesimplified.

Summing up

Therecentfinancialcrisishasplayeda
largeroleinleadingustocreateanew
foundationforriskmanagement.The
Dodd–FrankActhasmandatedmanynew
regulationsthatwillinfluencethefinancial
landscapeandfirms’risk-management
functionsaswell.Asorganizationsemerge
fromthefinancialcrisis,theyshould
ensurethattheywillbebetterprepared
thenexttimeproblemsarise.Itwasclear
fromthevariousdiscussionsthatan
organizationestablisheseffectiverisk
managementwithclearandconsistent
communicationthroughouttheorgani-
zationandwithsolidsupportfromthe
top.Appropriateriskappetitesandlevels
shouldbedetermined,controlled,and
monitoredduringnoncrisistimessothat
therisk-managementprocessesareimple-
mentedbeforenewchallengesemerge.


