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Regarding the FDIC’s proposal to tie Deposit Insurance Fund (DIF) assessments to the 
“riskiness” of a bank’s compensation program, let me start by saying that I agree that the 
size of DIF assessments should reflect the perceived risk in the firm.  
 
I believe that certain incentive compensation practices can be, and likely have been, a 
contributing factor in the failure or near failure of financial firms, and higher levels of 
risk in firms that have not failed. I have witnessed how such practices have prompted 
bank officers and their managers to accept unnecessarily high levels of risk in order to 
“get the deal done.”  
 
To some of the questions raised in the Advanced Notice of Proposed Rulemaking 
(ANPR), I believe compensation programs should apply to all levels and not be limited to 
just executive or senior management. While these organizational levels are responsible 
for managing the level of risk in the firm, risk does not just suddenly appear at these 
levels. Risk is introduced to the firm at the transaction level, the level at which the loan, 
commitment or investment is made. So, the rules should apply to all those individuals 
that share responsibility for the risk. I also believe the rules should be applied to all firms, 
not just the largest ones. Although small firms, individually, represent limited risk to the 
DIF, as the FDIC has experienced over the last couple of years, a large number of small 
failures mount up to seriously diminish the DIF. 
 
As for the method of payment: cash or restricted stock. I believe restricted stock carries 
risks for the employees that are not appropriate to impose on an individual employee. As 
an example, look back at what happened at Enron. Many employees had the vast majority 
of their retirement in Enron stock. When Enron cratered, so did the retirement plans of 
many of its employees. Effectively requiring employees to put the bulk of what is likely 
their retirement funds in one stock carries, among other things, a “concentration risk” that 
regulators criticize in the banks they supervise. In addition, the stocks of many smaller 
banks are either not publically traded or they are rather thinly traded, limiting the 
marketability and liquidity of investments in those stocks. In my opinion, the reality is 
that cash bonuses are not problematic by their nature. The problem is in how the amounts 
of the bonuses are determined, not in the form of payment. 
 



As to the goals stated in the ANPR, I agree with and applaud the FDIC’s goals of trying 
to provide incentives for financial institutions to develop compensation plans that: align 
employees interests to the interests of their firm, shareholders and FDIC; and reward 
employees for focusing on risk management. 
 
I addressed this very issue in a 1993 article I wrote in the “American Banker.” I was very 
concerned with how banks were managing risk. Specifically, I believed that the common 
practice of awarding bonuses and granting promotions based on the amount of loans 
booked, interest and fee income generated was inconsistent with the strategic goals of the 
bank because there was no accountability for the risks assumed in booking those loans. In 
response to this, I recommended a way to address these issues. The article presented an 
outline, a framework for more effectively managing risk. It focused on the commercial 
loan portfolio primarily because that was the area of the bank about which I was most 
knowledgeable, but it is also applicable to other loan and investment portfolios, and asset 
categories. My goal was to fully incorporate the management of risk in decision making. 
Rather than duplicate the article here, or parts of it, I am attaching a copy to review. 
 
I believe this solution meets the goals established by the FDIC in the ANPR: align 
employees’ interests with the interests of the firm, shareholders and FDIC; focus 
employees on risk management. This would also support other, secondary, objectives. It 
would not require the collection of any additional data as all the data needed is already 
being collected by firms. It would be something regulators, including but not limited to 
the FDIC, could examine and determine whether or not the firm’s management and/or 
board of directors were complying with the established system. 
 
Having said this, although I believe very strongly that the framework I proposed should 
be promoted by regulators and implemented by financial firms, trying to directly or 
indirectly manage compensation is the wrong focus. I do agree that certain methods of 
compensation tend to lead to higher levels of risk in firms, but it is very important to 
understand that those methods do not necessarily result in higher risk. There may be a 
positive correlation, perhaps even a fairly strong correlation, but I doubt that it is a 
perfect one. The types of compensation programs that are of concern are, at best, only a 
proxy for greater risk. In my opinion, heavy reliance on proxies is, in part, what got us 
where we are today: many firms that failed or got into trouble used some type of model to 
tell them what the risk was. They plugged numbers into the models and believed, 
apparently without question, what the model said. 
 
Going back to what I said earlier, risk is introduced to the firm at the level of the 
transaction. It is based on what people in the firm do, or don’t do, that determines the 
amount of risk a firm has. The risk in any one loan, for instance, is determined as much 
by how it is underwritten and how it is documented, as it is to the financial condition of 
the borrower at the time of the loan. Financial conditions of borrowers change over time, 
but the loan’s structure and documentation typically don’t change unless there’s a default. 
At that point it is too late to effectively manage risk. 
 



If you look at many of the reports of what went wrong at individual firms there is a very 
telling common thread: breakdown in risk management within firms. Lawrence 
McDonald’s account of what happened at Lehman Brothers in his book A Colossal 
Failure of Common Sense is a perfect example. Mr. McDonald says that Madelyn 
Antoncic, Lehman’s highly regarded managing director of risk management, was 
expressing concerns regarding the levels of risk at Lehman. During one meeting she was 
reportedly told to “shut up” by the chairman. Executive management began to 
specifically exclude her from meetings, asking her to leave the room and ultimately 
demoted her.  Recent testimony given to the Financial Crisis Inquiry Commission tells 
similar, albeit less detailed stories. Michael May, managing director and financial 
services analyst at Calyon Securities stated, among other things (concentrations of assets, 
higher yield/higher risk loans, inadequate reserves for losses), that “The system lashed 
out against those whose job it is to report on the financial health of companies and the 
industry.” Lloyd Blankfein, chairman and CEO of Goldman Sachs, is quoted as saying 
“Too many financial institutions and investors simply outsourced their risk 
management.” Risk management was “outsourced” by relying on models and, especially, 
other firms’ models. Their own risk management staffs, as at Lehman, were ignored and 
perhaps excluded. In my opinion, herein lies the real problem: because risk is determined 
by what people do in individual firms, the solution to excessive risk also rests with what 
happens in individual firms. Models, even proprietary ones, may be good at estimating 
risk, at least in theory, in individual transactions at the moment of the transaction given 
what is known at that moment, but they are not very good at accurately assessing risk in 
individual transactions over time. I believe that many firms have ignored, possibly 
decimated or even eliminated their risk management functions.  
 
This is a structural problem within firms that I alluded to in my article. This deficiency 
must be repaired in order to effectively address risk in individual firms and the industry 
as a whole. Regulators need to ensure that risk management functions exist, that they 
have the authority and true independence to do what needs to be done, and that risk 
management represents a very viable career path for qualified professionals. If these 
structural issues are not resolved the FDIC and other regulators will be relegated to 
chasing problems and implementing other proxy measures that have limited effect on 
protecting the system. 
 
 
 
Respectfully, 
 
 
 
Kelly B. Buechler 
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