
Searching for the New Normal: The Rebuilding Process for Risk 
Management—A conference summary
by Carl R. Tannenbaum, senior vice president, Supervision and Regulation, and Steven VanBever, lead supervision analyst,  
Supervision and Regulation

The Chicago Fed’s Supervision and Regulation Department, in conjunction with DePaul 
University’s Center for Financial Services, sponsored its third annual Financial Institution 
Risk Management Conference on April 6–7, 2010. The conference concentrated on 
comprehensive risk management, lessons learned, and headline issues.
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Materials presented at the 
conference are available at 
www.chicagofed.org/ 
webpages/events/2010/
risk_conference.cfm.

Inadditiontooverviewsoftherisk-
managementlandscape,thisyear’scon-
ferencefocusedoncommercialreal
estate(CRE),financialmodeling,capital
planning,andriskandcompensation.
ThisChicago Fed Letterprovidesasummary
oftherelevantresearchpresentedand
discussionsheldbythebankers,academ-
ics,andsupervisorsinattendance.

Openingtheconference,AliFatemi,
DePaulUniversity,describedhowrisk
aversiononthepartofbothbankersand
regulatorshadreducedtheavailability
andincreasedthecostofcredit.Establish-
ingthe“newnormal”requiresefficient
allocationofcreditatthelowestcost;
therefore,hecalledfortheproperbal-
anceofprivateandregulatoryincentives
toachievethisgoal.CarlR.Tannenbaum,
FederalReserveBankofChicago,con-
tinuedbycontrastingtheturbulentcir-
cumstancesofthepreviousconference
(heldintheimmediateaftermathofthe
worstofthefinancialcrisis)withthe
relativecalmsurroundingthecurrent
conference,reflectingimprovements
intheeconomyandfinancialsystem.

Policymaker perspectives

CharlesL.Evans,presidentandCEO,
FederalReserveBankofChicago,offered
histhoughtsonsomeofthechallenges
banksandregulatorsarelikelytoface.

Forexample,enhancementstomicro-
prudentialregulations,whichfocuson
individualinstitutions,needtobesupple-
mentedbymacroprudentialsupervision,
whichconsidersriskstothefinancial
systemasawhole.However,suchmacro-
prudentialapproachesalsofaceobstacles,
suchasknowingexactlywhentointer-
veneinapotentialassetbubble.Evans
advocatedamultiprongedapproachfea-
turingstrengthenedcapitalrequirements,
acomprehensiveapproachtoriskman-
agement,amacroprudentialsupervisor,
andaprocessforeffectivelyresolving
insolvenciesatlargeinstitutions.

AccordingtoEvans,centralbanksshould
playakeyroleinfinancialstabilityand
inthesupervisionandregulationof
financialinstitutions.Foronething,a
centralbankwithoutsupervisoryrespon-
sibilitieswouldhavetoconfrontanyfi-
nancialcrisisusingonlymonetarypolicy.
Insuchacase,thecentralbankmight
havetoactagainstexuberanceinfinan-
cialmarketsbytighteningmonetary
policymorethanwouldbeindicatedby
macroeconomicconsiderationsalone.

AformerGovernoroftheFederalReserve
System,RandallS.Kroszner,currently
oftheUniversityofChicago,surveyed
someofthelessonsaboutriskmanage-
mentlearnedfromtheglobalfinancial
crisis.Hefirstprovidedanoverviewof
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The “new normal” will include more effective chief risk officers, 
better use of financial models, improved capital planning, and 
more alignment of compensation with risk.

someofthefragilitiesofthecurrent
financialsystem.Thenhelisted“seven
deadlysinsofriskmanagement”thatrisk
managersshouldstrivetoavoid.These
includedallowingaccountingvaluesto
obscureeconomicrealities,failingto
fullycaptureriskconcentrations,ignor-
ingrisksfacedbyfundingcounterparties,
beingoverconfidentduringperiodsof
highmarketliquidity,andfailingtoad-
equatelymodelandmanagetailrisk.1

Krosznerconcludedbysuggestingre-
formsforriskmanagersandpolicy-
makerstoconsider.Risk-management
functionsshouldbeindependent,have
sufficientstatureintheorganization,
andconsiderthefullrangeofrisks.
Centralclearingofderivativesshouldbe
encouragedtoenhancemarketresil-
iencyandmitigateinterconnectedness
problems.Theresolutionregimefor
largefinancialinstitutionsshouldalso
beimproved.Finally,regulatorsshould
improvethemonitoringofliquidity
risksandreformcapitalrequirements.

CEO and chief risk officer perspectives

Theconferencefeaturedperspectives
onriskmanagementfromabankCEO
andapanelofbankchiefriskofficers.
ChristopherJ.MurphyIII,CEO,1st
SourceCorporation,saidthathisorga-
nizationhadavoidedmuchoftherecent
creditmeltdown.However,thecompany
hadexperiencedvirtuallyeveryimagin-
abletypeoffailure,rangingfrombasic
creditproblemstoanaccountingdispute
andaninformationtechnologysecurity
breach.Hedetailedthelessonslearned
fromthesevariousexperiences.In
Murphy’sopinion,thegreatestfailure
ofallwasallowinghumanhubristo
creepintothecompany.Murphyempha-
sizedbuildingaculturebasedoncon-
stantlyreinforcedvaluesofintegrityand
honesty.Healsostressedthatmanage-
ment’sincentivesshouldnotbeoverly
influencedbytheshort-termstock
priceperformanceoftheorganization.

RichardC.Cahill,FederalReserveBank
ofNewYork,moderatedapanelofthree
chiefriskofficers—TerryJ.Bulger,BMO
FinancialGroup;JohnS.Fleshood,
WintrustFinancialCorporation;and
LarryJ.Kallembach,MBFinancial
Corporation.Inadditiontoidentifying
whatwasdistinctiveabouttheirfirms,
panelistssharedthelessonstheyhad
learnedfromtherecentfinancialcrisis,
includingtheneedtobetteraggregate

risksandtostrengthenthecultureand
statureofriskmanagement.

Twoyearsago,BMOembarkedona
structuredriskimprovementplan,said
Bulger.Onegoaloftheplanwastoin-
creaserisktransparency:BMOenhanced
itsriskreportingtoitsboardandsenior
managementandcompletedin-depth
riskassessmentsforallitstradingdesks.
Bulgerstatedthathisorganization’s
prioritiesfor2010aremanagingrisk
(includingtheproblemloanportfolio)
andsimultaneouslybuildingcapabili-
tiesforthefuture.Thelatterincludes
strengtheningcorerisk-management
practices,expandingasoundriskculture
throughoutthefirm,andmoreeffec-
tivelymanagingcapital.

AccordingtoFleshood,Wintrustissome-
whatunusualinthatits$12billionintotal
assetsisdistributedamong15individual-
lycharteredcommunitybanks.Under
thisstructure,Wintrust’sboardandsub-
committeesconcentrateonenterprise-
widerisks.Thesubsidiarybanks’boards
andtheirsubcommittees,inturn,focus
moreonindividualbanks’performance
andadherencetocorporatepolicies.
Keychallengeswithsuchadecentralized
structureareeffectivelyaggregating
risksandtailoringriskreportingtothe
needsofdiverseaudiences.

MBFinancialalsohasasomewhatatypi-
calstructureinthatitsenterprise-wide
riskfunctionevolvedoutoftheopera-
tions/technologyarea,whichfocuseson
traditionallyunderemphasizedrisks,

suchasanti-moneylaundering,business
continuity,andinformationsecurity.
Kallembach,thecompany’schiefinfor-
mationofficer,alsoservesasitsenterprise
riskofficer,responsibleforoverseeing
themanagement-levelriskcommittee.
Otherimportantpiecesoftheenterprise-
wideviewofriskareprovidedbyarisk-
managementdepartment(underthe
administrationarea),aboard-levelcredit
committee,internalloanreview(which
reportstotheauditcommittee),and
thechiefcreditofficer.

Commercial real estate outlook

WeaknessesinmanagingCREconcentra-
tionswereresponsibleformuchofthe
currentdeteriorationinbankingcondi-
tionsaffectingmanysmallandmid-sized
banks.Furthermore,policymakersare
concernedthatcontinuingweaknessesin
CREcouldimpedetheeconomicrecov-
ery.JamesD.Shilling,DePaulUniversity,
moderatedapanelthatprovideddiverse
perspectivesonCRE.Thepanelistswere
RobertBach,GrubbandEllisCompany;
TimothyRiddiough,Universityof
Wisconsin–Madison;andBrianD.
Gordon,FederalReserveBankofChicago.

Bachprovideddataandanalysisoncur-
renttrendsinCREmarkets,including
risingvacancyrates,fallingrents,sharply
reducedinvestmentvolumes,andagrow-
ingpoolofdistressedassets.Riddiough
analyzedhowweaknessesinresidential
lendinghadcombinedwithmacroeco-
nomicdistresstoundermineCREmar-
kets.AccordingtoRiddiough,inthe
shorttermCRElendingfacesacon-
tinuinglackofliquidity,anditslonger-
termrecoverydependsonthereturn
ofsecuritizationmarkets,albeitunder
astricterregulatoryregime.

Gordonofferedsuggestionsonhowto
estimateCRElosses.Lossestimationis
criticalforstresstesting,analysisofcapital
adequacy,andevaluationoftheadequacy
ofloan-lossprovisioning(fundssetaside
asanallowanceforbadloans).Gordon
cautionedthatbroadlossratesshould
notbeappliedtoindividualportfolios,
whichcanbehighlydiverse.Healso
emphasizedthatcapitalismeantfor
unexpectedlosses,notexpectedlosses,
whichshouldbereflectedinloan-loss
reserves.Finally,Gordonhighlighted
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thekeypointsinthebankingregulatory
agencies’guidanceonprudentCREloan
workouts.2Thisguidanceemphasizes
thatexcessiveforeclosuresareinnoone’s
bestinterestandthatloansshouldnot
beadverselyclassifiedsolelybecausethe
valueofcollateralhasdeclined.Overall,
betterestimationofCRElosseswould
haveimprovedtheadequacyofloan-loss
reservesandcapitalatbankswithhigh
CREconcentrationsandreducedthe
severityofthecurrentbankingcrisis.

Financial modeling

Manyhaveidentifiedfailuresof(andin-
appropriateuseof)financialmodelsas
amongthekeycausesofthefinancial
crisis.Tannenbaumexaminedthe
strengthsandweaknessesofmodeling
withapanelcomposedofWilliamH.
SchomburgIII,StateStreetCorporation;
MichaelAlix,FederalReserveBank
ofNewYork;andDeborahJ.Lucas,
CongressionalBudgetOffice.

Schomburgsaidthatmodelsprovidean
analyticframeworktoassessrisksanda
commonlanguagetocommunicatethese
riskstoothers.Toprovidethenecessary
controlsovermodels,StateStreetuses
ahighlystructuredfour-levelapproach,
comprisingthemodelowners,validation
andassessmentgroups,andahigh-level
risk-managementcommitteewithfinal
responsibility.Schomburgemphasized
thatmodelingneedstobesupplemented
withstresstestsandexpertjudgment.
However,acommonweaknessofmodel-
ing,stresstests,andexpertjudgmentis
abiastowardrecentdata.3

Alixprovidedasupervisoryperspective.
Hestressedtheneedtounderstandthe
purposeofaparticularmodelbeforetry-
ingtodetermineitseffectiveness.Inhis
view,onecommonlyperceivedproblem
withriskmodels—thattheydon’tproduce
sufficientlydistressedresults—isattrib-
utablenottotechnicalshortcomingsbut
rathertotheinabilityofusersto“think
outsidethebox”(i.e.,toconsiderplausi-
ble,butneverexperienced,shocksce-
narios).Otherproblemsarethelack
ofreliabilityofinputdataandtheun-
criticaluseofmodels’output.

Lucaswasnotconvincedthatmodels
themselveshadfailedduringtherecent

crisis.However,therewereclearlyshort-
comingsintheimplementationanduse
ofmodels.Itwillberelativelyeasytocor-
rectsomeofthetechnicalproblemsof
modelsandtousedatathatcoveratleast
anentiredeepbusinesscycle.Butitwill
behardertomodeltailevents,toeffec-
tivelyusetheinformationthatmodels
provide,andtochangethecultureofhow
modelsareused.Specifically,decision-
makersneedtobetterunderstandmodels,
tointegrateanalysisandjudgmentmore,
andtousemodelstoinformdecision-
making(notonlyjustifydecisionsalready
made),saidLucas.

Capital planning

Inlightofthelargenumberoffinancial
institutionswhosecapitalprovedinad-
equateduringthefinancialcrisis,inter-
nalcapitalplanninghasbecomeakey
focusofbanksupervision.Itwasthe
subjectofapanelmoderatedbyAndre
Reynolds,FederalReserveBankof
Chicago.ThispanelfeaturedTanyaK.
Smith,OfficeoftheComptrollerofthe
Currency;RonFeldman,FederalReserve
BankofMinneapolis;andJosephR.
Mason,LouisianaStateUniversity.

Smithoutlinedthe“newnormal”forcap-
italplanning.Capitalplanningencom-
passesidentificationofrisksandrisk
tolerance,riskmeasurement,goalset-
ting(forrisksandcapital),analysisof
capitalsupplyanddemand,assessment
ofarangeofoperatingrequirements,
anddevelopmentofcapitalcontingency
plans.Allofthesemustbeincorporated
intoasoundgovernanceframework.The
endresultofcapitalplanningshouldnot
bejustasinglenumber.Instead,suchplan-
ningshouldconstituteawell-articulated,
well-supported,andwell-understood
processsurroundingthemanyfacets
ofcapitalandrisk.

Feldmanconsideredcapitalinrelation
tothetoo-big-to-fail(TBTF)problem.
TBTFreferstotheprovisionofdiscre-
tionarygovernmentsupporttotheun-
insuredcreditorsoffinancialinstitutions
perceivedtoposesystemicrisk.He
comparedtwooptionsforaddressing
TBTF—acapitalsurchargeforsystemically
importantinstitutionsandapremium
(e.g.,incorporatedintodeposit-insurance
premiums)thatchargessystemically

importantfirmsfortheimpliedgovern-
mentsupporttheyreceive.Heconcluded
thatapremiumissuperiorbecauseitis
likelyto1)moreefficientlyandeffectively
discourageexcessiverisk-takingbyfinan-
cialinstitutionsand2)moretransparently
addresstheTBTFproblem.

Finally,Masonappliedacircularfive-step
risk-managementcycle(developgoals,
identify/quantifyexposures,define
philosophy,implementprogram,and
evaluateandcontrol)toawiderangeof
historicalriskscenarios,bothfinancial
andnonfinancial.Failuretoadhereto
thecyclecanleadtolargeunexpected
losses,asinthecaseofBaringsBankin
1995orSociétéGénéralein2008.

Risk and compensation

Alterationofincentivecompensationprac-
ticesisalsohighonthereformagenda.
KeithM.Howe,DePaulUniversity,led
apanelonriskandcompensationthat
featuredStevenN.Kaplan,Universityof
Chicago;KevinJ.Murphy,Universityof
SouthernCalifornia;andJamesW.
Nelson,FederalReserveBankofChicago.

Kaplansoughttodeterminewhether
poorlydesignedtopexecutivecompen-
sationatfinancialfirmshadfueledthe
financialcrisis.Ifthishadbeenthecase,
wewouldhaveexpectedtofindthattop
bankexecutiveswererewardedfor



1Technically,tailriskisaformofportfolio
riskthatariseswhenthepossibilitythatan
investmentwillmovemorethanthreestan-
darddeviationsfromthemeanisgreater
thanwhatisshownbyanormaldistribution.
Morebroadly,thetermisusedtoreferto
theriskoflargeunexpectedlossesforthe
financialsectorasawhole.

2Forfurtherdetails,seetheFederalReserve
pressreleaseonprudentCREloanworkouts
atwww.federalreserve.gov/newsevents/
press/bcreg/20091030a.htm.

3Financialmodelsoftenuserecentdatathat
donotcoverpastbusinesscycles.Forex-
ample,duringthelate2000s,datafromonly

theprecedingfewyearswouldnothave
includedanyinstancesofsharpdeclinesin
assetvaluesandthuswouldhaveproduced
overlyoptimisticmodelingresults.

4 SeetheFederalReservepressreleaseat
www.federalreserve.gov/newsevents/
press/bcreg/20091022a.htm.

short-termresultswithlargeamountsof
upfrontcashpay;bankexecutivesdid
notholdsufficientlylargeamountsof
stocktoaligntheirinterestswiththose
ofshareholders;andfirmsutilizingmore
short-termpayandlessstockownership
ascompensationperformedworseinthe
crisis.RecentresearchthatKaplancited
didnotsupportthesepropositions.
Therefore,poorlydesignedtopexecu-
tivecompensationdoesnotappearto
haveplayedasignificantroleinthe
financialcrisis,especiallycomparedwith
otherfactors.Kaplanarguedthatmore
regulationoftopbank-executivepayis
unnecessaryandwouldhavenegative
unintendedconsequences,suchasdriv-
ingthemosttalentedemployeestoun-
regulatedsectors,suchashedgefunds,
privateequityfunds,andboutiquefirms.

Murphywasalsopessimisticaboutin-
creasedgovernmentregulationofcom-
pensation.Hesaidthatregulationis
oftendesignedtobepunitiveandad-
vancepoliticalagendasratherthantobe
constructiveandfostercreationofshare-
holdervalue.Nevertheless,Murphy
arguedthatcompensationpracticesin
financialservicescouldbeimproved.
Hesuggestedbonusdeferralsand

“clawback”provisions(whererewards
arerecoveredifcriticalindicatorson
whichbonuseswerebasedarerevised
inthefuture).Healsorecommended
basingbonusesonvaluecreationrather
thanonsheervolumeoftransactions.

NelsonpresentedtheFederalReserve’s
proposedguidanceonsoundincentive
compensationpolicies.4Thisguidance
isbasedonthreefundamentalprinciples.
First,incentivecompensationarrange-
mentsshouldnotprovideemployees
withincentivestotakerisksbeyondan
organization’sabilitytoeffectivelyiden-
tifyandmanagethoserisks.Second,such
arrangementsshouldbecompatiblewith
effectiveriskmanagementandcontrols.
Third,thesepoliciesshouldbesup-
portedbystrongcorporategovernance,
includingactiveandeffectiveboard
oversight.Thisproposedguidanceis
beingsupplementedbytwosupervisory
initiatives—oneforlarge,complex
bankingorganizationsandanotherfor
theremainingorganizations.

Summing up

EugeneA.Ludwig,PromontoryFinancial
Group,wastheU.S.Comptrollerofthe
Currencyovertheperiod1993–98.He

indicatedthatthe“newnormal”willin-
corporatestronger,fortress-likebalance
sheetsandmoreeffectivechiefriskoffi-
cersandboards.Whilemanyofthefirms
thatbecametroubleddidhavechiefrisk
officersthatwereformallyindependent
ofbusinesslinemanagement,often
theseindividualslackedsufficientin-
fluencetorestrainexcessiverisk-taking.
Forchiefriskofficerstogainmorein-
fluence,Ludwigsupportedproducing
targeted,high-qualityriskreportingto
boardsratherthangeneratingamassive
tome(knowninonefirmas“thebrick”)
thatnobodyreads.Inaddition,risk-
managementmodelsshouldplacemore
emphasisontailevents,becomemore
forward-looking,anddrawonreal-time,
enterprise-widedata.

ForLudwig,concentrationlevelsin
CREatsmallandmid-sizedbankswere
lessofaproblemthantheirbusiness
modelsthatignoredothertypesof
lendingopportunities,suchasbusiness
lending.Ludwigalsorecommended
thatbanksimprovethequalityanddi-
versityoftheirearningsbyemphasizing
depositaccounts,developingsustain-
ablefeeincome,andlookinghardfor
cost-savingopportunities.


