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November 27, 2009

Jennifer J. Johnson

Secretary

Board of Governors of the Federal Reserve System
20t Street and Constitution Avenue, NW
Washington, DC 20551

Re: Docket No. OP-1374

Dear Ms. Johnson,

Thank you for the opportunity to provide comments to the Board related to Docket No. OP-1374,
Proposed Guidance on Sound Incentive Compensation Policies.

I commend the Board for its efforts.

Attached are my specific comments which | would be happy to expand on at a later time.

If you have any questions, please let me know.

With best regards,

Eleanor Bloxham

CEO, The Value Alliance and Corporate Governance Alliance

614-571-7020
ebloxham@thevaluealliance.com
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Here below are specific comments on the Board’s Proposed Guidance on Sound Incentive
Compensation Policies based on my experience in this arena, including implementing the first
risk based performance measurement and compensation plan in a major US financial institution
in the late 1990s.

The Guidance is Not New
What you propose in this guidance is not new.

The plans which | designed in the late 90s included both deferrals of payment and the use of risk
adjusted measures (as well as other features which your guidance does not address but which |
will discuss below).

The work was a result of leading approximately two years of skunks works operations to figure
out what worked and what didn’t in a complex banking environment. The incentives were
developed to address the work of executives as well as those taking risks in relationship to
customers and others. So that aspect of your proposed guidance is not new either.

What resulted from the work was a true accountability system, which | in part describe in my
book Economic Value Management: Applications and Technigues (a book which is part of the
Wiley Finance Series).

In the late 1990s the NY Fed knew of my work and in 2000 | traveled to meet with the Chicago
Fed to discuss my work and why it was important. Bankers also knew of my work from the many
risk and other conferences | spoke at and chaired and my meetings with them one on one.
There was (mild) interest but little/no action. (More recently, in the wake of the crisis, | have
been interviewed about this work and its application now.)

| give you this background by way of introduction in the hopes that you will read my comments
as a practitioner and teacher in this area with care, and also that you understand that | agree
with you that this is one of those subjects that requires supervisory attention and action in order
to create better practices.

Compensation Design Makes a Difference

| also agree with your comment that compensation mechanisms played a role (and | would
argue a significant one) in the financial crisis. What is paid for is deemed important as money is
a tangible representation of what is valued. As | have said many times it is a public statement
about what is important.

In my experience, bonuses are an effective way to channel behavior. Channeling behavior
appropriately is exactly the solution to preventing another crisis; therefore, your initiatives in this
area are very important. From my experience, | know that it is possible to construct a bonus
program that appropriately channels behavior by paying for long term upside while penalizing
risky behavior.

Risk Based Performance Metrics are Key

The first requirement to constructing any effective compensation program is that every business
should understand and be able to quantify its core earnings and the risk it is taking on to
generate those earnings. With financial institutions this is imperative. | disagree with any notion
suggested or implied in the guidance or elsewhere that some businesses in major financial
institutions are too complex to fully understand the risks of and quantify.
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| would suggest (strongly) that as a matter of fact banks should not engage in businesses in
which they are unwilling or unable to quantify the risk. (I fully understand that some have not but
they should at this juncture be willing to begin to quantify and improve their risk quantification to
include their entire portfolio.)

If a bank does not understand (and is unwilling to attempt to understand) the complex risks and
returns of a business, then for the sake of its customers, shareholders, other stakeholders, and
the economies of the world, that bank should not be in that business.

The benefits of a discipline of quantification, even of rough measures are immediate. Such a
process helps an institution immediately weed out overly risky businesses which can not
contribute to the bottom line over the long term. At the same time (something not mentioned in
your guidance but critically important as well), it puts complex and different business lines on
similar apples to apples bases. This makes it possible for the bonus structure in a diverse
institution to fairly pay executives and relationship managers in different business lines, focused
more on rewards versus risks in those businesses, than historical norms for pay. This focus, of
course, creates greater alignment with shareholders and other stakeholders.

Now it may be that a novice will ask: what if the initial risk quantification process is wrong and |
am paying based on that? Deferrals which you mentioned in the guidance -- and other
mechanisms (such as the use of relative changes in performance versus absolute measure —
which you have not mentioned in the guidance) -- can accommodate these issues without
adverse consequences. These techniques are useful and it is far better to use these techniques
than throw out the baby with the bath water and not use a risk based metric.

To wit, Countrywide was ahead of many financial institutions in recognizing risk in their incentive
structures. Taking it into account is not enough, however. Humans, and particularly bankers, are
mesmerized by numbers. As your guidance suggests, metrics are key. Risk needs to be more
than considered, it needs to be part of the basis for pay. The plans need to not only take into
account risk, they need to measure it.

Bottom line: The guidance should encourage risk based performance measures for alllines of
business not just the easy to quantify. It can be done -- andgiven the disaster we've
experienced from "not doing", regulators should encourage all to fully embrace this approach.

Earnings Manipulation is a Risk and Properly Measuring Return is Key

As supervisors of banking institutions, you know better than most that in financial services, in
particular, many of the numbers in reported accounting are subject to a number of management
assumptions which may not have a strong relationship to the core values being generated. As
supervisors you also know that in banking earnings manipulation is easy to do. Over the years,
some banks have run into trouble related to their calculation of loss reserves and how they may
calculate those to create an effect. Valuations of non-liquid instruments create similar risks.

The issue is important for multiple reasons. From a macro perspective, when earnings are
distorted markets have a more difficult time doing their job of self-correction. Markets did not
provide effective warnings in advance of this most recent crisis - or of the many others that have
led to bailouts over the last 40 years. (I spoke at the FDIC in the early part of the decade on the
importance of market mechanisms in bank regulation. More recently, | wrote an article published
by the National Investor Relations Institute on the failures of financial analysis and market
mechanisms as exemplified in bailouts over the last 40 years.)



