bpi

BANK POLICY INSTITUTE

July 6, 2018

Via Electronic Mail

Secretariat to the Financial Stability Board
Bank for International Settlements
Centralbahnplatz 2

CH-4002 Basel

Switzerland

Re: Recommendations for consistent national reporting of data on the use of compensation tools to address
misconduct risk.

Ladies and Gentlemen:

The Bank Policy Institute! appreciates the opportunity to respond to the Financial Stability Board’s
publication of its “Recommendations for consistent national reporting of data on the use of compensation tools to
address misconduct risk” (“‘Recommendations”) released on May 7, 2018.2

The current consultation represents another undertaking pursuant to the workplan the FSB launched in
2015 "to address misconduct risk through a combination of measures, including by examining whether reforms to
incentives, for instance to governance and compensation structures, are having sufficient effect on reducing
misconduct risk and whether additional measures are needed.” The FSB explains that the Recommendations “are

1 The Bank Policy Institute (BPI) is a nonpartisan public policy, research and advocacy group, representing the nation’s
leading banks and their customers. Our members include universal banks, regional banks and the major foreign banks
doing business in the United States. Collectively, they employ millions of Americans, make a majority of the nation’s
small business loans, and are an engine for financial innovation and economic growth.

2 Financial Stability Board, “Recommendations for consistent national reporting of data on the use of compensation tools
to address misconduct risk,” May 7, 2018, available atwww.fsh.org/wp-content/uploads/P070518-1.pdf.

3 As part of this workplan, the FSB has issued, among other things, Supplementary Guidance to the FSB Principles and
Standards on Sound Compensation Practices (“Supplementary Guidance”) regarding the use of compensation tools to
address misconduct risk in significant financial institutions. The Clearing House submitted a comment letter to the FSB
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meant to represent better practices for data gathering and reporting and to assist national supervisory authorities
from all sectors by enhancing their capacity to consider and monitor the effectiveness of compensation tools and
other mechanisms in promoting good conduct and addressing misconduct risk, in a manner consistent with the scope
of applicable legislative and regulatory frameworks.”

While we agree that promoting good conduct and reducing the incidence of misconduct at financial
institutions are important goals, we believe the FSB's compensation and misconduct-related efforts, including the
issuance of the Recommendations, are neither appropriate nor an effective means of advancing those goals, and
indeed may only serve to hinder them. Importantly, neither the Recommendations nor the FSB’s more general
efforts in this area are based on any clear FSB analysis or evidence that compensation practices have had or could
have a material effect on financial stability — which, of course, is the FSB's self-defined remit. Nor are they based on
any analysis or explanation of why, notwithstanding the substantial variance among member jurisdictions in labor and
employment law, compensation practices, and other relevant factors, a single global reporting standard on the use of
certain compensation practices is a useful and effective tool for addressing those unspecified financial stability risks.

We are also particularly concerned that the uniform data collection framework proposed in the
Recommendations appears to contemplate a similarly one-size-fits-all standard for the use of uniform compensation
tools and mechanisms to address misconduct risk. Such uniformity and prescriptive homogeneity would frustrate,
not enhance, the efforts of financial institutions and individual member institutions to manage and minimize
misconduct risk. And given the developments in local regulatory frameworks for bank compensation in the past
decade, such efforts are unnecessary.

For these reasons, we recommend that the FSB defer to the supervisory frameworks already in place in
member jurisdictions by retracting this guidance. Should the FSB choose to finalize the Recommendations
notwithstanding the fundamental weakness of both their premise and their approach, we offer a number of
recommendations to make the proposed data collection framework more principles-based and better tailored to
misconduct risk, so as to minimize the extent to which they undermine financial institutions’ and member jurisdictions’
work to address such risk.

l. The Recommendations are unnecessary given the evolution of local regulatory frameworks for bank
compensation and would establish a uniform data collection framework that could lead to a one-size-fits-all
standard for using compensation tools to address misconduct as well as uniform compensation setting
mechanisms which would adversely impact misconduct risk mitigation.

An international uniform data collection standard related to compensation practices at financial institutions,
as proposed by the Recommendations, would likely foster a one-size-fits-all approach to managing misconduct risk.
For example, the Recommendations state that all firms should provide “the breakdown of compensation adjustments
by compensation tool (in-year adjustments; and ex post adjustments through malus or clawback). The reporting
should include the wording of the malus and clawback clauses.” This reporting requirement implies that all firms

in response to the proposed Supplementary Guidance in 2017, and the Supplementary Guidance was finalized earlier
this year. The Supplementary Guidance was intended to supplement the FSB's Principles for Sound Compensation
Practices and their Implementation Standaras (Principles and Standards, P&S), issued in 2009, “to align compensation
with prudent risk-taking, particularly at significant financial institutions.”
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should be (i) making compensation adjustments to address any and all misconduct risk and (ii) using specific tools to
do so. However, a one-size-fits-all approach to managing misconduct risk would be inappropriate for a number of
reasons.

A A one-size-fits-all approach to managing misconduct risk would not adequately account for
differences across jurisdictions and firms.

As we explained in our response to the FSB's proposed Supplementary Guidance fo the FSB Principles and
Standards on Sound Compensation Practices (“Supplementary Guidance”), international one-size-fits-all standards
are particularly inappropriate in the compensation realm because of substantial divergences in labor markets and
compensation markets and relevant legal frameworks across jurisdictions. The data and tools that firms and
supervisors may find useful in considering the management of misconduct risk will thus likely differ across
jurisdictions, rendering a uniform data collection framework and a one-size-fits-all approach to misconduct risk
management inappropriate and, ultimately, of little utility.* Management, subject to the ultimate oversight of the
board of directors, and working with their home country supervisors, where appropriate, is best able to effectively
address misconduct.

A uniform reporting requirement and a one-size-fits-all approach to misconduct risk management would
make it more difficult for institutions to employ flexible and effective risk management practices that can and should
evolve over time. While we appreciate that the Recommendations state that they are not intended to promote a one-
size-fits-all approach to managing misconduct risk, the establishment by an international body of a uniform data set
that represents “better practices for data gathering” by supervisory authorities across all FSB member countries
would seem to imply that supervisors should adopt a one-size-fits-all approach to managing misconduct risk through
compensation tools.

However, it is critical that firms be permitted to engage in a range of incentive compensation practices in
order to respond nimbly to changes in the institution’s businesses and activities, jurisdictional laws and other
obligations, incentives, and employee behavior to successfully identify, punish, and deter misconduct on a real-time
basis. As the FSB acknowledges, since the financial crisis, financial institutions have adopted bespoke approaches
to compensation programs generally and to the use of compensation and other tools to address misconduct
specifically. This bespoke approach is appropriate as there are substantial complexities involved in the design of
compensation arrangements and their use as a tool to address risk, including misconduct risk, at financial institutions.
Indeed, firms must balance a number of firm-specific factors and dynamics in determining whether and to what extent
compensation should be used to address misconduct. Banks should have the flexibility to design compensation
systems and arrangements that have features that are appropriately risk-balanced in light of the conduct such
compensation systems and arrangements are designed to induce and the level of risk such conduct poses to the
firm, customers, and other stakeholders, if not properly managed.

Thus, misconduct risk, and the use of compensation tools to address such risk, is best managed by an
institution’s management, subject to the oversight of the board of directors and working with home country authorities

4 See TCH comment letter to the FSB on its Supplementary Guidance to the Principles and Standards on Sound
Compensation Practices, attached as Annex A to this letter.
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where appropriate.’ Indeed, as noted in subsection C below, numerous jurisdictions have made significant progress
in establishing frameworks to consider compensation practices in connection with risk management — including the
collection of a substantial volume of data from financial institutions as part of the ongoing supervisory relationship —
further rendering an international data collection standard unnecessary. Senior management, operating under the
board of director's ultimate oversight, uniquely has the requisite understanding of an institution’s businesses,
employees, geographic footprint, competitors, culture, and risk tolerances to effectively deploy one or more tools to
deter and remediate misconduct, and thus is uniquely positioned to determine what data is relevant for management
to collect and analyze in making such determinations. Thus, senior management is best able to identify, prevent and
remediate misconduct (and incentivize particularly strong risk management and exemplary conduct), including
through the collection and analysis of relevant data, subject to the board’s ultimate oversight. It is important to note
that financial institutions have significant incentives to address misconduct, as instances of misconduct can harm a
firm’s performance and its shareholders, and result in criminal and civil penalties.

Requirements that are too prescriptive, such as the required submission of a uniform data set, could
inappropriately usurp the role of the board and management. While it may be appropriate for local authorities to
monitor whether firms have sufficient processes and procedures in place to adequately address misconduct risk,
including by analyzing compensation-related data and tools, where appropriate, the establishment and enforcement
of a one-size-fits-all approach to managing misconduct risk, as the Recommendations implicitly endorse, would
ultimately undermine firms’ ability to nimbly and effectively address misconduct risk at their institutions.

B. A uniform data collection regime could lead to uniform compensation setting mechanisms or blanket
compensation restrictions, which could have significant unintended negative consequences.

First, as we highlighted in our letter to the FSB in response to the proposed Supplementary Guidance, in
Europe, for example, uniform, one-size-fits-all restrictions on compensation structures have resulted in significant
increases in fixed pay, which may in fact limit the ability of a banking organization to incentivize appropriate risk-
taking and limit banks’ flexibility in reducing costs during economic downturns. It is more difficult to adjust future fixed
pay or recoup fixed pay that has already been paid. Variable incentive pay can be adjusted or forfeited prior to
vesting and payment more easily in circumstances of misconduct.

Second, banks’ ability to operate successfully in a safe and sound manner depends in large part on their
ability to employ talented individuals across a wide array of functions. For this reason, it is vitally important that
banks are able to attract and retain talented individuals in a labor marketplace where regulated institutions must
compete for talent with a wide variety of businesses — including financial, technology and other industries that are
less regulated or unregulated. It is of particular importance that financial institutions maintain their ability to compete
for employees in key control and other functions, such as risk, cyber, and IT, which are fundamental to the
management of a wide variety of risks at, and the operation of, a safe and sound, banking organization.

5 As stated in TCH's 2016 report “The Role of the Board of Directors in Promoting Effective Governance and Safety and
Soundness for Large U.S. Banking Organizations,” a core board function includes oversight of the enterprise-wide
compensation philosophy that appropriately balances risk and reward and takes into account compliance performance
and ethical and responsible behavior. See The Clearing House “The Role of the Board of Directors in Promoting
Effective Governance and Safety and Soundness for Large U.S. Banking Organizations,” (May 2016), available at
www.theclearinghouse.org/~/media/action%20line/documents/volume%20vii/tch report the-role-of-the-board-of-
directors-in-promoting-governance.ashx.
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In order to compete with other industries and firms for talent, banks require flexibility in their compensation
programs to be able to tailor those programs based on several factors, including their geographic location, their
business lines, the companies with whom they compete for talent, and the responsibilities of specific employees or
groups of employees. An overly broad set of compensation restrictions that are globally applicable to a wide
universe of bank employees and, in part, are informed by results from a uniform data collection requirement, would
be particularly harmful to banks’ ability to attract and retain talent and, in turn, to their safety and soundness.

C. The Recommendations are unnecessary given the evolution of local regulatory frameworks for bank
compensation.

Continued developments in the regulation of bank compensation by FSB member jurisdictions further render
the prescriptive and static data collection Recommendations unnecessary. Since the financial crisis, various
countries have developed frameworks for appropriately managing compensation practices, consistent with the FSB's
2009 Principles for Sound Compensation Practices and their Implementation Standards (“Principles and
Standards”).5 For example, in the United States, in 2010, the OCC, the Federal Reserve and the FDIC (the
“Banking Agencies”) adopted formal, principles-based guidance in this regard.” Since that time, financial firms in the
United States have continually adapted their compensation arrangements to (i) be more sensitive to numerous risks,
including misconduct risk, (i) provide balanced incentives, (iii) reflect the diversity of financial organizations, and (iv)
maintain competitive balance with a growing number of unregulated competitors. As part of the development and
ongoing modification of these frameworks, including in the United States, the supervisory authorities already collect a
vast amount of compensation-related information from firms, which can and should vary over time and across
institutions as part of the ongoing supervisory relationship. Thus, the collection of a uniform, static data set is wholly
unnecessary and would in fact be of little, if any, utility to local authorities, who, working with firm management, are
best able to determine what information is relevant to collect from a supervisory perspective (if any) from each
individual firm in order to assess the firm’s misconduct risk management. Furthermore, in the United States,
institutions have been advised by their supervisors to adopt a “continuous improvement approach” to compensation
arrangements. A uniform and static reporting requirement would be inconsistent with this principle, which
appropriately recognizes that compensation practices can and should evolve to address misconduct.

See Financial Stability Forum, Principles for Sound Compensation Practices (April 2, 2009), available at
www.fsb.org/wp-content/uploads/r 0904b.pdf; FSB Principles for Sound Compensation Practices Implementation
Standards (September 25, 2009), available at www.fsb.org/wp-content/uploads/r 090925c¢.pdf.

7 See Guidance on Sound Incentive Compensation Policies, 75 Fed. Reg. 36,396 (Office of the Comptroller of the
Currency, Treasury, Bd. of Governors of the Fed. Reserve Sys., Fed. Deposit Ins. Corp. and Office of Thrift
Supervision, Treasury June 25, 2010) (the “2010 Guidance”).
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Il The FSB's compensation and misconduct-related efforts are unduly prescriptive and dissociated from the
FSB's mission to promote financial stability.

In 2009, the FSB first sought to establish international standards related to compensation practices by
issuing Principles and Standards.® Since that time, no empirical evidence has been provided to show that
compensation practices have had or could have a material effect on financial stability, which is the remit of the FSB.
While the Recommendations state that “the FSB believes...[it] will be useful in furthering a number of important FSB
objectives, including development of comparative baselines, supporting accountability for adverse outcomes and
identifying areas of weakness or emerging risks that could usefully be addressed through compensation and
performance management processes,” it does not provide any additional evidence that compensation practices
materially impact financial stability.

Instead, the Recommendations state that they “are intended to better support implementation of the P&S
and the Supplementary Guidance to the P&S.” As we have previously articulated, the FSB’s Supplementary
Guidance is unduly prescriptive and unnecessary given the differences in labor and compensation practices across
FSB jurisdictions (and even differences across individual institutions), the continuing evolution of local regulatory
frameworks, and significant changes to compensation programs undertaken by financial institutions since the
financial crisis. Thus, we believe that the establishment of uniform data collection guidelines to further the
implementation of overly prescriptive compensation-related guidance also is inappropriate and unnecessary.
Further, an approach to monitoring misconduct based on a static data collection exercise could be susceptible to
misinterpretation by supervisors as it does not account for the complex influences on conduct. Banks and their
supervisors can and should engage in dialogue on the ways in which a particular bank addresses misconduct
through a mix of its governance, controls, risk management, and compensation approaches that are tailored to the
bank’s unique circumstances. The dialogue between banks and supervisors as part of the normal supervisory
relationship has proven to be a productive tool in addressing misconduct.

International compensation-related standards buttressed by uniform data collection guidelines are
particularly inappropriate in the compensation realm because of substantial divergences in labor markets,
compensation markets, and relevant legal frameworks across jurisdictions. In fact, the Recommendations recognize
that what constitutes meaningful data for purposes of monitoring the use of compensation tools to address
misconduct risk at financial institutions will necessarily vary across jurisdictions. Specifically, the FSB acknowledges
that “[d]ecisions on the scope of data gathering, the types of data and the appropriate data gathering cycle and
frequency are solely for national supervisory authorities to make, taking into account the types of supervisory work
conducted, the relevant legislative and regulatory framewaork, the extent to which data is already collected, whether
the firm is a significant financial institution and the specific risk profile or financial activities engaged in by the firm.”

We appreciate that the FSB has shown greater recognition of the differences across jurisdictions and
existing public sector compensation frameworks that have been successfully implemented in various jurisdictions

See Financial Stability Forum, Principles for Sound Compensation Practices (April 2, 2009), available at
www.fsb.org/wp-content/uploads/r 0904b.pdf; FSB Principles for Sound Compensation Practices Implementation
Standards (September 25, 2009), available at www.fsb.org/wp-content/uploads/r 090925c¢.pdf.
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than it has in its prior publications on this topic.® Furthermore, we appreciate the FSB’s acknowledgment of the
significant steps that financial firms have taken over the past several years in adjusting their compensation programs
to be more risk-sensitive and that individual firms should collect and analyze a bespoke data set for purposes of
monitoring its misconduct risk management.® Taken together, these statements seem to demonstrate the FSB's
recognition that a uniform data collection framework would likely be of little utility in practice.

Incentivizing healthy risk behavior at financial institutions is a multi-faceted process as institutions are
responsible for both encouraging desirable behavior and discouraging undesirable behavior, using the various
compensation and disciplinary tools at their disposal. If indeed banks are simply rated on the basis of whether they
punish employees, primarily by adjusting compensation, which the proposal suggests, this could lead to mistrust and
actually discourage the escalation of misconduct. Employees would likely be discouraged from identifying or self-
identifying and escalating issues under such a punitive-focused framework.

(R Additional Recommendations

While we believe that the FSB should defer to the supervisory frameworks already in place in member
jurisdictions by retracting this guidance, should the FSB proceed with finalizing the Recommendations, we make the
following recommendations regarding the proposed data collection framework.

A A principles-based approach to using data to evaluate misconduct risk is much more likely to provide
firms the flexibility to implement a program that is effective for that particular firm and consistent with
local requirements.

As the Consultative Document notes, there are many obstacles to implementing the contemplated Data Set.
These challenges range from technological (collection of information across multiple source platforms) to potential
conflicts with cultural norms or local laws (data privacy and employee protections). The prescriptive requirements
contemplated by the Recommendations are unlikely to be easily implemented due to these challenges. Conversely,
a principles-based approach to harnessing data to evaluate misconduct risk is much more likely to provide firms the
flexibility to implement a program that is effective at addressing misconduct risk and is harmonious with local
requirements.

In addition, firms have already developed compensation monitoring frameworks, corresponding to the
needs, size, scope, and geographic footprint of their business, as well as in compliance with applicable local laws.
Just as no two firms are identical in these areas, no single compensation data set would be appropriate to apply to
every firm. Instead, providing local regulators with principles by which they may work with firms to develop bespoke

o The Recommendations state that “In recent years, supervisors and firms have directed significant attention to
improving compensation and risk adjustment practices. They have focused more intensively on the impact
compensation and related performance management mechanisms can have on incentives, the risks they may create,
and their implications for the long-term health of financial institutions.”

10 The Recommendations state that “While the Recommendations provide a tool for possible use by national supervisory
authorities, firms are expected to develop supporting processes, including internal structured approaches to data
gathering. The data gathered for firms’ internal use may extend beyond the set of data recommended for supervisory
reporting.”
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compensation monitoring programs is far more likely to produce a data set that will appropriately reflect the unique
aspects of each firm, its employees, its business model, and local laws.

B. The FSB should clarify certain aspects of the proposed data reporting framework and narrow its
scope to material risk takers.

The Recommendations provide multiple references to reporting the proposed Data Set; however, it is
unclear to whom such information would be reported and for what purpose. This lack of specificity is concerning, as
external reporting requirements would be a significant new imposition on firms and may be in direct conflict with local
laws. The FSB should clarify that the data contemplated by the Recommendations would remain the sole property of
the firm. Furthermore, the Recommendations should include a provision requiring robust safeguards to ensure that
sensitive business information and personnel records are kept highly confidential.

In addition, the FSB should clarify the scope of the proposed data set. It is unclear whether the
Recommendations envision a broad-reaching collection of compensation and misconduct risk data on all employees
or a more limited engagement relating to material risk takers. We acknowledge that misconduct may occur at many
levels throughout an organization and that collective misconduct at lower levels may expose a firm to material risk.
However, the proposed guidance should appreciate the practical challenges imposed on firms if the proposed data
collection requirements would be imposed with respect to every employee and every instance of misconduct. For
example, time spent cataloging verbal warnings or minor write-ups for every low-level employee detracts from
resources available to analyze more meaningful data and address material misconduct issues. Furthermore, financial
institutions already have compensation frameworks in place, in concert with the laws and regulations in the various
jurisdictions that they operate, that identify material risk takers. These frameworks are the product of a robust
identification process undertaken by these institutions, and conversations with their regulators, to ensure adherence
to in-country requirements. Therefore, any data collection requirement should allow financial institutions to leverage
already established compensation frameworks and be limited to an institutions’ population of material risk takers.

C. The Recommendations should focus solely on misconduct risk.

While many of the Recommendations address misconduct and misconduct risk, the proposed guidance too
frequently veers into sweeping statements regarding risk in general, overarching firm ideals and corporate
governance matters. Maintaining a coherent and narrowly-focused data collection framework regarding misconduct
risk will avoid confusion regarding the application of the proposed data set and better enable firms to achieve the
goals set forth in the Recommendations.

Furthermore, while the FSB has yet to provide analysis or evidence that compensation practices have had
or could have a material effect on financial stability, which is its remit, we recommend that any modifications to the
proposed guidance specify that it solely applies to misconduct risk. This approach would assist in ensuring that firms
do not expend significant resources cataloging de minimis misconduct incidents (e.g., minor infractions, verbal
warnings, etc.) that pose no risk to the safety and soundness of the organization.

D. The Recommendations should focus on achievable goals.

The Recommendations contain several highly aspirational goals that may be well-beyond what is possible
for compensation programs to achieve in practice. For example, the Recommendations suggest developing



Financial Stability Board -9- July 6, 2018

frameworks in which compensation programs identify misconduct before any such event occurs or measures for
misconduct risk. While admirable goals, in our experience compensation programs are able to (i) incentivize good
behavior (i.e., achieving business goals, which can include engaging in ethical behavior and refraining from bad
behavior), and (ii) punish bad behavior (i.e., taking away compensation as a result of bad behavior). Establishing a
framework that would require compensation programs to do more than what is possible would simply set firms up for
failure and potentially divert attention at financial institutions from continuing to develop ways in which misconduct
risk can be addressed.

In addition, the Recommendations contain questions that are highly speculative or subjective in nature,
thereby making them difficult to precisely answer and likely impacting the utility of any analysis conducted on
submitted quantitative or qualitative data. For example, the proposal discusses the provision of information on “near
misses,” which is highly speculative in nature and therefore difficult to consistently report. It also proposes the
collection of data on the “root cause of the misconduct event,” which is a very subjective metric and would likely be
interpreted differently by reporting firms. Finally, the Recommendations discuss the collection of “[d]etails of the
financial and non-financial measures” applied to various categories of employees or compensation tools, which
implies that financial institutions utilize a formulaic calculation to make such compensation-related decisions.
However, that is not the case as financial institutions make compensation decisions using a host of factors, some of
which are dependent on the circumstances of the covered employee.

IV. Conclusion

For the foregoing reasons, we recommend that the FSB defer to the supervisory frameworks already in
place in member jurisdictions by retracting this guidance.

* k %k k k

The Bank Policy Institute appreciates the opportunity to comment on the Recommendations. If you have
any questions, please contact the undersigned by phone at 202-589-1935.

Respectfully submitted,

Angelena Bradfield

Vice President, AML/BSA, Sanctions and Privacy
Bank Policy Institute
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Secretariat to the Financial Stability Board
Bank for International Settlements
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CH-4002 Basel

Switzerland

Re: Supplementary Guidance to the FSB Principles and Standards on Sound
Compensation Practices

Ladies and Gentlemen:

The Clearing House Association L.L.C.! appreciates the opportunity to respond to the
Financial Stability Board’s publication of its “Supplementary Guidance to the FSB Principles and
Standards on Sound Compensation Practices Consultative Document” released on June 20,
2017.2 Certainly, reducing the incidence of misconduct at financial institutions is a laudable goal,
but we do not believe that the current proposal would meaningfully advance this aim. In
particular, we believe that the Proposed Supplementary Guidance’s approach to addressing
misconduct is unduly and unnecessarily specific and prescriptive and fails to provide appropriate
latitude for significant differences in labor, compensation, and governance practices and norms
across different jurisdictions. It also does not appear to be based on robust analysis or data, or
any evidence that the types of compensation practices favored by the proposal have proven more
effective in addressing misconduct than those disfavored — let alone, that disfavored practices
have had a material effect on financial stability.®> Presumably, the global financial crisis has
presented a wealth of data that could be analyzed in this regard. We note, for example, that the
2008 compensation plan for Lehman Brothers — whose failure was arguably the largest
contributor to financial instability — is public. As we read that plan, it included deferred
compensation of at least 50% for senior executives, and a 100% clawback of such deferred

The Clearing House is a banking association and payments company that is owned by the largest commercial
banks and dates back to 1853. The Clearing House Association L.L.C is a nonpartisan organization that engages
in research, analysis, advocacy and litigation focused on financial regulation that supports a safe, sound and
competitive banking system. Its affiliate, The Clearing House Payments Company L.L.C., owns and operates
core payments system infrastructure in the United States and is currently working to modernize that
infrastructure by building a new, ubiquitous, real-time payment system. The Payments Company is the only
private-sector ACH and wire operator in the United States, clearing and settling nearly $2 trillion in U.S. dollar
payments each day, representing half of all commercial ACH and wire volume.

Financial Stability Board, “Supplementary Guidance to the FSB Principles and Standards on Sound
Compensation Practices, Consultative Document,” June 20, 2017, available at: http://www.fsb.org/wp-
content/uploads/R200617.pdf.

3 Inthis regard, we note the contrast between the proposal and FSB work in other areas such as total loss
absorbing capacity, which was quite rigorous.
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compensation for involuntary termination.* One might thus conclude that catastrophic errors of
the type committed by Lehman Brothers management were not materially the result of their
compensation structure. Of course, Lehman is one case, and perhaps a rigorous analysis of
performance during the global financial crisis would identify trends whereby one compensation
regime produced materially different outcomes than others. But no such analysis underlies this
proposal

Rather, the Proposed Supplementary Guidance notes, “Recent events have raised broad
prudential concerns about effective governance, risk management and controls and their
application to incentive-based compensation practices, particularly in the area of misconduct.”
The proposal, however, does not identify the events, the concerns, how they are linked, or how
the proposed restrictions would have prevented those events or reduced those concerns.

The proposal does not even define “misconduct.” If that definition is limited to knowing
malfeasance — fraud, for example — then the need for the proposal seems quite limited.
Misconduct in the financial services industry, like misconduct in other industries, is subject to a
wide variety of penalties, both civil and criminal, all intended to disincentivize misconduct. We
think it is fair to say that if the prospect of imprisonment, fines, debarment and public humiliation
is insufficient to discourage an employee from committing misconduct, then a year or two of
additional deferral in compensation (which likely would be forfeited in its totality) is unlikely to
make a material difference. If the term “misconduct” is meant to comprise poor judgment or poor
analysis of risk, the proposal fails to link any of its proposed restrictions to any analysis or data
suggesting that they would improve judgment or analysis.

Of course, none of this is to say that deferrals or clawbacks are not good practices. We
expect that firms would continue many of the practices prescribed in the guidance because they
protect shareholders. Clawbacks may be a useful tool for firms to seek reimbursement for
employee conduct that causes a financial loss. However, we believe it is quite a stretch to say
that clawbacks have any effect on financial stability.’

Finally, the Proposed Supplementary Guidance does not account for the existing public
sector compensation frameworks that have been successfully implemented in various
jurisdictions.

As discussed further herein, we have concerns that the overly prescriptive nature of the
proposal would hinder institutions’ ability to effectively address misconduct. However, should
the FSB seek to provide internationally endorsed guidance in this area, we suggest that the FSB

See Lehman Brothers Holdings Inc., “Compensation and Benefits Committee of the Board of Directors,”
(January 28, 2008) at LB 010215 and LB 010225 available at:
https://web.stanford.edu/~jbulow/Lehmandocs/docs/DEBTORS/LBHI_SEC07940_027123-027211.pdf.

We note that U.S. regulators proposed overly prescriptive incentive-based compensation restrictions in 2016.
They received criticism for that proposal, including from The Clearing House, and thus far have chosen not to
finalize those restrictions. See Notice of Proposed Rulemaking and Request for Comment on Incentive-Based
Compensation Arrangements, the Board of Governors of the Federal Reserve System, the Office of the
Comptroller of the Currency, the Federal Deposit Insurance Corporation, the Federal Housing Finance Agency,
the National Credit Union Administration and the U.S. Securities and Exchange Commission, 81 Fed. Reg.
37,670 (June 10, 2016).
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issue a revised consultation that recognizes the successful implementation of various public
sector compensation frameworks, avoids the introduction of any new, specific standards, and
provides bank boards and management with appropriate flexibility to maintain dynamic
compensation practices that evolve over time to keep pace with legal, market, and risk-
management developments. Further, any guidance should be appropriately tailored to address
misconduct risk, rather than addressing risk in general. The FSB makes clear that the Proposed
Supplementary Guidance is intended to address misconduct risk. For example, the background
section to the proposal states that its purpose “is the effective use of compensation tools based on
strong governance and management of misconduct risk through compensation practices,
including robust performance management practices.” However, the proposal in other sections
appears to refer to both misconduct risk and risk generally.® To avoid confusion, the FSB should
ensure that the scope of the Proposed Supplementary Guidance remains focused solely on
misconduct risk.

l. The Proposed Supplementary Guidance is unduly prescriptive and unnecessary
given the evolution of local regulatory frameworks for bank compensation.

The proposal includes several prescriptive elements that could make it more difficult for
institutions to employ flexible and effective risk management practices that can evolve over time.
For example, the Proposed Supplementary Guidance specifies numerous elements that must be
used to address misconduct risk, including “appropriately weighted” non-financial measures,
scenarios that should lead to adjustments, and procedures to be followed in making performance
adjustments. Prescriptive international standards of such specificity are inappropriate, and
examiner enforcement of those standards would be subjective and varying.

Misconduct risk, and the use of compensation tools to address such risk, is best managed
by an institution’s management, working with home country authorities where appropriate. As
stated in TCH’s 2016 “The Role of the Board of Directors in Promoting Effective Governance
and Safety and Soundness for Large U.S. Banking Organizations,” a core board function includes
oversight of the enterprise-wide compensation philosophy that appropriately balances risk and
reward and takes into account compliance performance and ethical and responsible behavior.’
Requirements that are too prescriptive in this regard could inappropriately usurp the role of the
board and management. There are substantial complexities involved in the design of
compensation arrangements and their use as a tool to address risk, including misconduct risk, at
financial institutions. Indeed, firms must balance a number of factors and dynamics in
determining whether and to what extent compensation should be used to address misconduct.
Senior management, operating under the board of director’s ultimate oversight, has the requisite
understanding of an institution’s businesses, employees, geographic footprint, competitors, and
risk tolerances to effectively deploy one or more tools to deter and remediate misconduct. An

For example, Item #5 under the Proposed Supplementary Guidance states, in part, that “Compensation should be
adjusted for all types of risk, both financial and non-financial, including misconduct or behavior that can result
in harm to both firms and their customers.” A better formulation to preserve the intended scope of the Proposed
Supplementary Guidance would be to state that “Compensation may be adjusted for all types of misconduct or
behavior that results in harm to firms or their customers.”

See The Clearing House “The Role of the Board of Directors in Promoting Effective Governance and Safety
and Soundness for Large U.S. Banking Organizations,” (May 2016), available at:
https://www.theclearinghouse.org/~/media/action%?20line/documents/volume%20vii/tch_report_the-role-of-the-
board-of-directors-in-promoting-governance.ashx
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nstitution’s incentives to address misconduct are substantial, as instances of misconduct can
harm a firm’s performance and its shareholders, and result in criminal and civil penalties.
Institutions’ shareholders, boards of directors, and senior management also generally have a
strong interest in the design of rational compensation schemes.

Continued developments in the regulation of bank compensation by FSB member
jurisdictions further render the prescriptive standards included in the Proposed Supplementary
Guidance unnecessary. Since the financial crisis, various countries have developed frameworks
for appropriately managing compensation practices, consistent with the FSB’s 2009 Principles for
Sound Compensation Practices and their Implementation Standards.® For example, in the United
States, in 2010, the OCC, the Federal Reserve and the FDIC (the “Banking Agencies”) adopted
formal, principles-based guidance in this regard.® Since that time, financial firms in the United
States have continually adapted their compensation arrangements to (i) be more sensitive to
numerous risks, including misconduct risk, (ii) provide balanced incentives, (iii) reflect the
diversity of financial organizations and (iv) maintain competitive balance with a growing number
of unregulated competitors. These changes would have been impossible to predict seven years
ago when the Guidance was developed, and the industry continues to refine and innovate with
respect to its incentive compensation practices. The significant progress and redesign that
compensation practices have undergone in the United States since the financial crisis, even in the
absence of mandatory requirements to do so, demonstrates (i) the commitment that the industry
has to ensuring that compensation programs are risk-balanced, and (ii) the effectiveness of a
principles-based framework in deterring inappropriate behavior.

1. The Proposed Supplementary Guidance would prescribe compensation practices at
a level of specificity that is inconsistent with important differences across FSB
jurisdictions and bears little relationship to the FSB’s financial stability objectives.

International standards are particularly inappropriate in the compensation realm because
of substantial divergences in labor markets and compensation markets and relevant legal
frameworks across jurisdictions. First, the behavior that constitutes “misconduct” differs
substantially across jurisdictions. Criminal and civil laws, cultural norms, business practices and
expectations, and professional and ethical duties and obligations vary considerably from one
nation to another, necessarily resulting in different concepts of misconduct. Second,
compensation systems on their own may not be the most effective tools to address misconduct in
all circumstances across jurisdictions. Different countries and cultures may respond differently to
compensation-related incentives (and different compensation-related mechanisms) versus other
incentives in certain instances. For example, in certain cases, termination of employment may be
a more appropriate and effective tool to punish and deter misconduct. In addition, certain of the
FSB’s proposals could increase litigation and other risks for financial institutions. In certain
jurisdictions, for example, the use of compensation adjustments, such as clawbacks, may carry
employment litigation risk. A uniform international approach — particularly one that includes

®  See Financial Stability Forum, Principles for Sound Compensation Practices (April 2, 2009), available at:

http://www.fsb.org/wp-content/uploads/r_0904b.pdf; FSB Principles for Sound Compensation Practices
Implementation Standards (September 25, 2009), available at: http://www.fsb.org/wp-
content/uploads/r_090925c¢.pdf

See Guidance on Sound Incentive Compensation Policies, Office of the Comptroller of the Currency, Treasury,
Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation and Office of Thrift
Supervision, Treasury, 75 Fed. Reg. 36,396 (June 25, 2010).
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specific punitive actions with respect to employee compensation — is likely to be in tension, if not
outright conflict, with local labor practices that afford employees legal or bargained-for
procedural and other protections. Further, there may be legal implications under national privacy
laws in connection with the proposed standards regarding increased communication to all
employees about compensation implications for misconduct.

Finally, a uniform international approach may not allow institutions to adequately
consider competitive concerns in determining appropriate tools to address misconduct. For
example, banks are increasingly competing against technology firms in multiple jurisdictions.
The FSB is not proposing to apply standards to the compensation practices of those firms, and
thus, there is a risk that an international compensation system that allows banks to compete in one
country could render it non-competitive in others.

1. Guiding Principles for Improvement

For the foregoing reasons, should the FSB seek to provide internationally endorsed
guidance in this area, we suggest that the FSB issue a revised consultation that recognizes
existing public sector compensation frameworks that have been successfully implemented in
various jurisdictions and avoids any use of specific, prescriptive standards. In addition, and
consistent with the themes enumerated above, we highlight the following principles that should
guide any such work:

» Compensation systems may encourage prudent behavior but are not designed to
“identify, monitor, prevent and remediate misconduct”.

o Banks have entire risk management frameworks designed to identify, monitor and
remediate misconduct, which may include, among other things, surveillance
systems, training requirements, human resources policies, culture and conduct
programs, and risk self-evaluations. Reliance on compensation systems to play
this identification, monitoring, and remediation role is inappropriate. Rather,
compensation programs may be one part of this larger whole. Indeed, a
compensation system may be most appropriately used to reflect the determination
that misconduct has occurred by negatively adjusting compensation results, which
may serve as a deterrent for individuals to engage in misconduct.

» Management, subject to the ultimate oversight of the board of directors, is best able
to effectively address misconduct.

o Itis the responsibility of management to identify, prevent and remediate
misconduct (including in decision-making with respect to adjustments of
individual employee incentive compensation), subject to the board’s ultimate
oversight. Firms should have the flexibility to determine, at their discretion,
whether to involve other functions, including, but not limited to, control functions.

o The board of directors should oversee the development and implementation of the
organization’s conduct standards, and the enterprise-wide compensation
philosophy that appropriately balances risk and reward and takes into account
compliance performance and ethical and responsible behavior.
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o Under principles of corporate governance, the board has the ability to delegate
functions to board committees. In addition, board functions at the various levels
of the organization may be coordinated at the top-tier parent holding company.
They do not need to be performed by the board or board committee of each legal
entity within the organization.

o Itis unreasonable and impractical to suggest that an organization’s board of
directors be on the frontlines in, for example, defining “misconduct risk”, or
normally being involved in individual compensation assessments and
recommendations, as subjecting boards to granular requirements would detract
from the board’s other important responsibilities, such as guiding corporate
strategy, monitoring economic risks, and overseeing programs to attract, retain,
and develop talent.

> Prescriptive standards to manage misconduct through compensation systems are
inappropriate, as they are inflexible and can thus be counterproductive in
addressing misconduct risk.

o Compensation adjustments are just one means, among other non-financial actions,
that an organization may utilize to encourage good behavior and to create
disincentives for misconduct. Compensation adjustments alone are not always the
most effective or appropriate actions to address misconduct. For example, non-
compensatory disciplinary actions (e.g., termination of employment) may be
appropriate in certain circumstances.

o Further, requiring the adoption of compensation elements could lead to challenges
and incentives that could be difficult to reverse or adjust in a timely manner. For
example, in Europe, restrictions on compensation structure have resulted in
significant increases in fixed pay, which may in fact limit the ability of a banking
organization to incentivize appropriate risk-taking and banks’ flexibility to reduce
costs during economic downturns.®® In fact, in connection with the interagency
proposal regarding incentive-based compensation restrictions, the SEC recognized
that prescriptive deferral requirements may increase risk taking.™

o This shift in compensation practices, driven by prescriptive incentive
compensation regulations, may result in limiting the ability of compensation
systems to deter misconduct because fixed pay makes up an increasingly large
percentage of total compensation. It is more difficult to adjust future fixed pay or
recoup fixed pay that has already been paid because of misconduct compared to

10

11

See Jenny Anderson, “European Banking Authority Clarifies Rules on Pay,” The New York Times (Mar. 4, 2015)
(“[t]hat [bonus] cap, which limits bankers to bonuses equal to one or two times their salaries, inspired banks to
invent new pay categories that they designated as fixed pay in an attempt to bolster overall pay”).

See 81 Fed. Reg. 37,670 at 37,785 (June 10, 2016) (“There could be situations . . . where bonus deferral could
actually lead to an increase in risk-taking incentives. For example, if firm performance during the deferral
period significantly declines and causes a significant loss in the value of deferred compensation, senior executive
officers and significant risktakers could potentially have an incentive to engage in high-risk actions in an effort
to recoup at least some of the value of their deferred compensation.” Internal citation omitted).
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variable incentive pay, which can be adjusted or forfeited prior to vesting and
payment--or even clawed back after payment--more easily.

o The costs of implementing a standardized approach to managing misconduct risk
through compensation systems are substantial. Not only could the costs manifest
themselves in requirements to unnecessarily restructure an institution’s established
compensation program, but they could also result in increases to fixed
compensation and the loss of employees due to a competitive disadvantage relative
to unregulated competitors. Covered persons will likely either demand increased
fixed compensation to offset losses imposed on them by prescriptive compensation
requirements or pursue opportunities at competitors that are not subject to such
requirements.

o Banks’ ability to provide credit, liquidity and risk management services depends in
large part on their ability to employ talented individuals. For this reason, it is
vitally important that banks are able to attract and retain talented individuals in a
labor marketplace where regulated institutions must compete for talent with a wide
variety of businesses — including financial, technology and other industries that are
less regulated or unregulated. It is of particular importance that financial
institutions maintain their ability to compete for employees in key control and
other functions, like risk and IT, which are fundamental to the operation of a safe
and sound banking organization.

o An overly broad set of compensation restrictions that are globally applicable to a
wide universe of bank employees would be particularly harmful to banks’ ability
to attract and retain talent and, in turn, to their safety and soundness. Other
industries with which financial institutions compete for talented employees,
particularly those employees whose skill sets are in demand in a variety of
industries and not limited to the banking industry, such as individuals with
expertise in cybersecurity, are not obligated to implement compensation
restrictions to address risk. In order to compete with other industries and firms,
banks require flexibility in their compensation programs to be able to tailor those
programs based on several factors, including their geographic location, their
business lines, the companies with whom they compete for talent, and the
responsibilities of specific employees or groups of employees.

» Principles-based guidelines would allow institutions to incentivize good behavior and
address instances of misconduct.

o As demonstrated by the implementation in various jurisdictions of principles-
based guidelines regarding the use of compensation to address risk, including the
implementation in the United States of the 2010 Guidance on Sound Incentive
Compensation Policies, a principles-based approach would permit diversity of
incentive compensation practices among financial institutions and allow
institutions to respond nimbly to changes in the institution’s businesses and
activities, laws and other obligations, incentives, and employee behavior to
successfully identify, punish, and deter misconduct on a real-time basis.

= The 2010 Guidance explained that the agencies’ believed that “a
principles-based framework . . . is the most effective way to address
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incentive compensation practices, given the differences in the size and
complexity of banking organizations covered by the guidance and the
complexity, diversity, and range of use of incentive compensation
arrangements by those organizations. For example, activities and risks may
vary significantly across banking organizations and across employees
within a particular banking organization. For this reason, the methods used
to achieve appropriately risk-sensitive compensation arrangements likely
will differ across and within organizations, and use of a single, formulaic
approach likely will provide at least some employees with incentives to
take imprudent risks.”*?

The 2010 Guidance also states that the Agencies considered whether to
require certain forms of compensation or whether to ban other forms.
Ultimately, the agencies concluded not to adopt such rigid requirements
and that “incentive compensation arrangements of various forms and levels
may be properly structured so as not to encourage imprudent risk-taking.”**

o A principles-based approach would allow banks to have the flexibility to design
compensation systems and arrangements that have features that are appropriately
risk-balanced in light of the conduct such compensation systems and arrangements
are designed to induce and the level of risk such conduct poses to the firm,
customers, and other stakeholders, if not properly managed.

o

In particular, organizations should have flexibility to:

Design, communicate, and administer a compensation system for
addressing misconduct that best reflects the organization’s businesses and
employees. Overly-prescriptive standards could be counterproductive to
the firm’s ability to address misconduct risk.

e For example, a standard that specific misconduct triggers be
delineated ex ante could negatively affect an organization’s ability
to address instances of misconduct that may not have been initially
contemplated at the outset of a compensation system, and providing
an ex ante explanation may result in increased levels of misconduct
(e.g., employees may engage in misconduct after performing a cost-
benefit analysis relative to the impact on compensation).

Make fact-specific determinations regarding which individuals within an
organization should be subject to compensation adjustments as a result of
misconduct;

Design their compensation systems to make individualized determinations
as to the appropriate weighting of non-financial measures and the specific
non-financial measures to be included in a compensation system design;

12

13

See 75 Fed. Reg. at 36,399.

Id.
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= Determine the appropriate amount of compensation that should be placed
at risk of reduction, including the ability to determine that no compensation
should be placed at risk, in order to develop appropriately-tailored
compensation systems for its employee population;

= Make compensation adjustment determinations based on the specific facts
and circumstances surrounding misconduct; and

= Determine the appropriate mechanisms to adjust variable compensation
according to the particular facts surrounding an instance of misconduct.
Prescriptive requirements, such as requiring in-year adjustments, could be
inappropriate and require premature actions before a holistic review and
assessment has occurred.

* * k% k%

We appreciate the opportunity to provide input on the Proposed Supplementary Guidance.
Should you have any questions or require additional information, please do not hesitate to contact
me at (202) 649-4619 or by email at Paige.Pidano@theclearinghouse.org.

Respectfully submitted,

Poige £ Padans—

Paige E. Pidano

Managing Director and

Senior Associate General Counsel

The Clearing House Association L.L.C.
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