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We support the proposal’s overarching focus on safety and soundness and materiality and its
emphasis on a principles-based approach in articulating the Federal Reserve’s expectations
for senior management, the management of business lines, and IRM and controls at LFIs.
This letter provides a range of specific recommendations intended to facilitate the flexible
application of the guidance so that it does not undermine those core objectives.

As the proposal notes, the proposed guidance is part of a broader initiative by the
Federal Reserve to develop a supervisory rating system and related supervisory guidance that
would align with its consolidated supervisory framework for LFIs. As part of that initiative,
the Federal Reserve previously released two related proposals (the comment periods for
which expired on February 15, 2018): a new rating system for certain LFIs (“proposed LFI
rating system”) and guidance establishing principles on board effectiveness (“board
effectiveness proposal”).® This proposal and the board effectiveness proposal set forth
supervisory expectations relevant to the assessment of the “governance and controls”
component of the proposed LFI rating system.* We previously submitted comment letters in
response to the proposed LFI rating system and the board effectiveness proposal. Because of
the interrelationship of all three proposals, our comments should be read together and
understood collectively. We strongly support the Federal Reserve’s review of its existing
rating system and supervisory guidance, its use of notice-and-comment procedures to issue
guidance intended to consolidate and clarify its expectations regarding risk management, and
its efforts to align the proposed guidance with the LFI rating system and the board
effectiveness proposals.

Consistent with our comments on the proposed LFI rating system and the board
effectiveness proposal, the proposed guidance reflects two important objectives: first, a focus
on safety and soundness and materiality, and second, an emphasis on a principles-based

Federal Reserve System, Large Financial Institution Rating System; Regulations K and LL, 82 Fed.
Reg. 39049 (Aug. 17, 2017); Federal Reserve System, Proposed Guidance on Supervisory Expectation
Jor Boards of Directors, 82 Fed. Reg. 37219 (Aug. 9, 2017). Unlike the board effectiveness proposal,
which would apply only to U.S. institutions and which stated that it would not apply to the
intermediate holding companies of foreign banking organizations, the proposed guidance would apply
to the combined U.S. operations of foreign banking organizations with combined U.S. assets of $50
billion or more. The proposed guidance would also apply more broadly than the proposed LFI rating
system, which covers only intermediate holding companies established by foreign banking
organizations pursuant to Regulation YY.

The Federal Reserve notes in the preamble to the proposed guidance that the current LFI supervision
framework outlined in Supervision and Regulation (SR) Letter 12-17 is “is focused on four core
arcas—capital planning and positions, liquidity risk management and positions, governance and
controls, and resolution planning.” 83 Fed. Reg. 1351, 1352. However, the proposed LFI rating system
currently does not include a component for resolution planning, though the Federal Reserve notes that
it may include such a component in the future. See 82 Fed. Reg. 39049, 39056. As noted in our
comment letter on the proposed LFI rating system, we believe that the LFI rating system should not
include a separate rating component to assess the sufficiency of a firm’s resolution planning. See The
Clearing House Association, Comment Letter re: Large Financial Institution Rating System (Docket
No. R-1569; RIN 7100-AES82) (Feb. 15, 2018) (“TCH LFI Rating System Comment Letter”).






Board of Governors of the -4- March 15, 2018
Federal Reserve System

the Federal Reserve to recognize in the final guidance that firms have the flexibility (but,
importantly, are not required) to designate business lines consistently for purposes of
complying with OCC and Federal Reserve risk management expectations, if that is the risk
management framework that is most appropriate for the individual firm. We expect that
Federal Reserve supervisors would coordinate with the OCC and other regulators as
appropriate and would interpret the proposed guidance in a manner such that LFIs can satisfy
multiple regulatory regimes (including home-country regimes in the case of FBOs) with a
single enterprise-wide risk management framework.

In order to promote the objectives set forth in the proposal, we offer
recommendations in this comment letter to further clarify the proposal’s delineation of risk
management roles and responsibilities and to allow institutions to better align those roles and
responsibilities with their organizational structures and operations. Each of these
recommendations reflects the core idea that flexibility in risk management is not just
appropriate but, indeed, necessary in light of the diversity of activities, businesses, risk
profiles and organizational structures at domestic and foreign LFIs. This perspective is fully
consistent with the Federal Reserve’s presentation of a principles-based approach to risk
management and with statements made by the Federal Reserve in the proposal.

Our comments and recommendations focus on five key aspects of the proposed
guidance. First, we recommend that the final guidance be revised to provide that firms have
the flexibility to define and identify business lines subject to the guidance, so long as the
scope of operations and units subject to the guidance is appropriate for the risk profile and
organizational structure of the firm. Second, we describe our understanding of one of the key
objectives of the proposal—encouraging business lines to take responsibility for and
thoroughly understand the risks that they assume and strengthening IRM’s role in
independently reviewing and challenging the business line—and explain why aspects of the
guidance indicating that firms should implement duplicative risk management frameworks
inside both the business line and IRM would be inconsistent with that objective. Third, we
make a number of recommendations regarding certain risk identification, risk measurement
and risk limit expectations presented in the proposed guidance with the goal of enhancing
efficiency and avoiding unduly prescriptive requirements that would interfere with sound risk
management practices. Fourth, we recommend that the final guidance revise or clarify
repeated references to individuals and functions “ensuring” outcomes and instead provide
that individuals are expected to develop processes or take steps “reasonably designed to
ensure” particular outcomes, including compliance with laws and regulations. Finally, we
discuss that the application of the proposed guidance to FBOs does not adequately account
for differences between top-tier U.S. institutions and the U.S. operations of FBOs and raises
concerns about the potential reach of the guidance to non-U.S. operations, and we make
recommendations designed to address these issues, including that the Federal Reserve should
remove the references to FBOs in the LFI guidance and instead issue a risk management
proposal specific to FBOs.

In addition to these five core recommendations regarding the substance of the
proposal, we also emphasize here four points regarding the timing and implementation of the
proposed guidance. First, we stress that the benefit of a principles-based approach will be
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merely theoretical unless it is implemented in such a manner in practice. Accordingly, it is
critical that examiners recognize and implement the flexible, principles-based approach
articulated in the proposed guidance. Examiners should nof view the expectations set forth in
the guidance as a “checklist” or “check-the-box” requirements against which to test or
measure individuals or functions, as such an approach could result in “one-size-fits-all”
supervisory expectations for risk management.® Activities and reporting and organization
structures vary significantly among the firms that would be subject to the guidance, and so
diversity in firms’ risk management frameworks is wholly appropriate. Accordingly, a risk
management approach that achieves the overall objective against which the Federal Reserve
is evaluating the firm—effective governance and risk management structures, policies,
procedures and controls that support the operational and financial strength and resilience of
the institution—should be determinative from an examination standpoint. Examiners should
not measure all institutions against the same set of expectations, but should instead assess
how each institution’s particular approach achieves the proposal’s overall objectives in light
of the institution’s particular circumstances, including its risk profile, business model and
other relevant characteristics. This point is of particular importance given the frequent use
of, and increasingly greater emphasis placed on, horizontal supervisory assessments, which,
if not conducted properly, can lead to a one-size-fits all approach to supervision.

Second, we note that the proposal states that it “is intended to consolidate and clarify
the Federal Reserve’s existing supervisory expectations regarding risk management” and that
it “is designed to delineate the roles and responsibilities for individuals and functions related
to risk management.”® Accordingly, we understand this to mean, and recommend that the
Federal Reserve confirm, that any requirements or expectations (including those contained in
Federal Reserve supervision and examination manuals and those specifically applicable to
FBOs) that conflict with the final guidance would be superseded by the guidance.

Third, with regard to timing of implementation of the proposed guidance and the
proposed LFI rating system, the proposal notes that the Federal Reserve expects to finalize
the guidance for use in the proposed LFI rating system beginning in 2018. The proposal also
states that “[1]f the proposed LFI rating system were finalized before this proposed guidance,
the Federal Reserve would use existing supervisory guidance to help inform its evaluation of
each firm’s governance and controls for purposes of the proposed LFI rating system, until
such time that this proposed guidance is finalized.”'® We believe such a course of action
would be unwise. As is evident in the Federal Reserve’s overall approach, the LFI rating

See also The Clearing House Association, Comment Letter re: Proposed Guidance on Supervisory
Expectations for Boards of Directors (Docket No. OP-1570) (Feb. 15, 2018), regarding the need to
reflect that there is “no ‘one-size-fits-all” standard” for corporate governance and to avoid the
imposition of “check-the-box” requirements in connection with examiner reviews of boards of
directors.

? 83 Fed. Reg. 1351, 1353.

10 Id at 1352 n. 9.
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system and the proposed guidance are inherently interrelated, and piecemeal implementation
of various aspects of this framework is likely to result in confusion as to supervisory
standards and expectations during the transition period and unnecessarily complicate firms’
efforts to align their internal processes and controls with those standards."!

Fourth, as we stated in our comment letter addressing the proposed LFI rating system,
that system should not be implemented—even on an interim basis—for a minimum of one
year after the proposed system (including the board effectiveness proposal and this proposed
guidance) is finalized. It is critical that firms be given time, affer the guidance is final, to
conform to the Federal Reserve’s expectations before they are evaluated against those
expectations. Further, providing a reasonable timeframe for implementation will allow the
Federal Reserve sufficient time to revise its supervisory processes and to undertake the
necessary examiner education. This extended implementation timeframe would also allow
firms time to consider and appropriately respond to the expectations outlined in the LFI
rating system, including the board effectiveness proposal and this proposed guidance.

I Firms should have flexibility in defining and identifying business lines
subject to the guidance so long as the scope of operations and units
subject to the guidance is appropriate for the risk profile and
organizational structure of the firm.

A. The final guidance should expressly permit firms to determine the
organizational units that are “business lines” for purposes of the
expectations set forth in the guidance.

A “business line” is defined in the proposal as “a defined unit or function of a
financial institution, including associated operations and support, that provides related
products or services to meet the firm’s business needs and those of its customers.”'? The
expectations for business line management set forth in the proposed guidance would apply to
both business lines and “critical operations,” defined to include those operations which, if
they were to fail or discontinue, would pose a threat, in the view of the firm or the Federal
Reserve, to the financial stability of the United States.”> Because the definition is broadly
worded, it is not clear which standalone units and functions within a firm’s vertical or
horizontal organizational structure would be subject to the guidance, and which would not

n See also TCH LFI Rating System Comment Letter (recommending that the Federal Reserve not issue

the final LFI rating system in a bifurcated fashion given the importance and implications of a firm’s
examination ratings).

2 83 Fed. Reg. 1351, 1357 n. 34.

Id. We note that, for a number of firms subject to the proposed guidance, the failure of any individual
firm would not pose a threat to the financial stability of the United States. As a result, such firms could
not be said to have any “critical operations.” Given the limited applicability of the term, we
recommend that the final guidance explicitly recognize that many covered firms will have no “critical
operations.” We discuss “critical operations” further in Section 1.B below.
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be."" Asaresult, depending on how the term “business line” is ultimately interpreted by
examiners, LFIs (and particularly firms subject to oversight by the Large Institution
Supervision Coordinating Committee (“LISCC”), for which the proposed guidance would
apply to all business lines) could be required to adjust their organizational and / or reporting
structures solely to meet the expectations set forth in the guidance in a manner that does not
further sound risk management for the organization. In addition to causing disruption,
duplication of existing processes and unnecessary expenditure of resources, this result would
be contrary to the Federal Reserve’s statement in the proposal that “the proposed guidance
does not include specific expectations regarding organizational structure at firms.”">

To address these concerns, the final guidance should be revised to provide explicitly
that firms, including LISCC firms, may identify which units are business lines subject to the
guidance, so long as the determination as to which business lines are covered is appropriate
for the risk profile and organizational structure of the firm. This standard would apply the
principles set forth in the proposed guidance to the business line structure by which a
banking organization is actually managed, without creating diffusion of risk management by
requiring new and duplicative processes and without creating undue burdens on firms by
subjecting units which do not generate material risk exposures to all of the supervisory
expectations set forth in the guidance. This would be consistent with the Federal Reserve’s
presentation of a principles-based, and appropriately tailored, approach to risk management.
It would also avoid the creation of a “one-size-fits-all” risk management regime, which is ill-
suited for the management of risks by institutions with diverse structures, activities,
businesses and risk profiles. This flexibility would also prevent conflicts between units that
are defined as “business lines” in the Federal Reserve’s guidance and units that are identified
for similar purposes in connection with other applicable regulatory regimes, including the
OCC’s Heightened Standards.

B. Critical operations should not separately and independently be subject to
the guidance as “business lines” in their own right in cases in which

Indeed, the Federal Reserve notes in the preamble that the definition would include units such as
corporate treasury and IT support, but it does not discuss examples of units or functions that would not
be captured by the definition. Although the definition of “business line” refers to those operations and
support functions that are “associated” with another defined unit or function that provides related
products or services, the definition could be read to also cover those standalone operations and support
units that are not “associated” with another business line because they sit at the enterprise level of the
firm and provide related services to multiple business lines, and the firm as a whole, on a centralized
basis. We recognize that these standalone operations and support units, which could include legal,
financial reporting and human resources, generate certain risks, such as reputational risk or operational
risk, and firms should account for and manage these risks through appropriate policies and procedures
subject to review and challenge by IRM. However, for some firms that would be subject to the
guidance, those processes are established and conducted outside of the “business line” risk
management framework contemplated by the proposal.

15 Id. at 1354.



Board of Governors of the -8- March 15, 2018
Federal Reserve System

oversight and management of those operations is embedded in other
business lines.

For the reasons stated in Section L. A above, the final guidance should clarify that, to
the extent a firm’s “critical operations” are embedded within its defined business lines such
that the people who oversee the critical operations report to business line management, rather
than directly to senior management, those critical operations would not be required to
separately implement processes, procedures and reporting lines to comply with the
expectations set forth in the guidance. If a firm’s critical operations are already incorporated
into the risk management framework applicable to a covered business line, risks associated
with those critical operations will be captured by the framework and appropriately escalated
to business line management, senior management and IRM.

IL. Certain of the expectations presented in the proposed guidance, including
those related to risk identification, risk measurement and risk limits,
should be revised or clarified to (i) promote the business lines’ monitoring
and management of risks and IRM’s reviewing and challenging the
business lines’ management thereof, (ii) enhance efficiency and (iii) avoid
unduly prescriptive requirements that would interfere with sound risk
management practices.

One of the broad principles we understand the proposed guidance to promote is that
business lines should thoroughly understand and “own” the risk exposures they generate—
that is, business lines should monitor and manage their associated risks and be accountable to
senior management with respect to those risks. IRM’s role is to independently review and
challenge the frameworks the business line implements and the decisions the business line
makes with respect to risk management. We support and agree with this construct.

However, the proposal includes a number of expectations applicable to business lines, on the
one hand, and IRM or control functions, on the other, that appear duplicative and inconsistent
with the relationship between IRM and the business line. We are concerned that these
expectations could be read and applied by examiners in a manner that requires firms to
implement parallel risk management functions, one inside the business line and one within
IRM. In addition, in some cases, these expectations are overly granular and prescriptive,
allocating responsibilities to the business line or IRM without providing appropriate
flexibility for firms.

For example, the proposed guidance provides that business line management should
“consult with senior management before allowing any exceptions to risk limits”'® and that
the chief risk officer (“CRO”) or IRM should “be involved in any proposal to waive or make
exceptions to established risk limits... provide an assessment of any such proposal, and. ..
escalate the proposal to the board of directors as appropriate.””’” In certain firms, business

16 Id at 1358.

1 1d at 1360.
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lines are responsible for monitoring and managing their associated risks, but IRM has
responsibility for reviewing and, where appropriate, escalating exceptions to risk limits.
Mandating that business lines escalate matters relating to risk limits to senior management is
inconsistent with the risk management framework at certain firms and, where IRM has
primary responsibility for escalating risk limit exceptions, unduly duplicative. The final
guidance should reflect that firms have flexibility in determining whether business lines or
IRM determine whether to allow or propose exceptions to risk limits and, where the
responsibility is allocated to either the business line or IRM, the other may participate in—
but is not expected to duplicate—practices and procedures regarding risk limit exceptions.

In addition, the proposed guidance states that “[bJusiness line management should
regularly test to ensure the controls within its business line are functioning as expected and are
effective in managing risks” and that “[m]ore frequent testing is appropriate for key
controls.”'® Requiring that all controls be regularly tested and deficiencies remediated by
each business line, regardless of the underlying risk, would result in an undue expenditure of
resources from a prudent risk management perspective. Moreover, requiring each business
line to test its controls is unnecessarily duplicative to the extent that those controls are also
being tested by a second-line or support function that is not embedded in any specific
business line. The proposal properly includes the general expectation that firms test and
monitor their internal controls using a risk-based approach, with the scope, frequency and
depth of testing informed by the complexity of the firm, the results of the firm’s risk
assessments and any deficiencies identified during prior testing.'® There should not be an
additional expectation that each business line “regularly” test its controls, with “more
frequent” testing for “key controls,” and so the final guidance should be revised to remove
this business line-specific expectation.”’

The proposed guidance also provides that “IRM should determine whether there are
sufficient resources and infrastructure in the relevant areas of the firm to properly identify,
manage, and report the risks associated with the business strategies outlined in the risk
tolerance, including during stressful or unanticipated conditions.”*' However, consistent
with the Federal Reserve’s expectation that business lines understand, manage and own both
the activities and the risks associated with that business line’s activities, it is appropriate for
the business lines to manage their staffing and resources. In order to avoid undue duplication

18 Id at 1359,

" See id. at 1362.
0 Similar clarification—that there should be no duplication of processes and all processes implemented
should be appropriately risk-based—should be provided with respect to other requirements included in
the proposal, including the requirement that business line management develop “processes with
indicators and early warning mechanisms to facilitate timely detections of existent and potential
issues.” Id. at 1359.

A 1d at 1360.
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of efforts by business lines and IRM, we recommend that the Federal Reserve confirm in the
final guidance that IRM is not expected to conduct an independent staffing adequacy review
of the business line, but instead should review and challenge the business lines’ staffing and
resource decisions as they relate to the business lines’ being able to properly identify,
manage and report associated risks.

Taken together, these examples and the additional examples we discuss in
Section I A below create real risk that the guidance will be interpreted in practice to require
dual risk management frameworks at the business line and IRM levels. Such a result could
have unintended consequences, including the loss of a robust and independent IRM function
if IRM is required to expend additional resources to perform initial risk assessments in
parallel with the business line. This interpretation also could muddle the framework that we
understand the Federal Reserve to be promoting—that business lines understand and “own”
the risk exposures they generate by monitoring and managing their associated risks. In
addition, this result would be counterproductive to the Federal Reserve’s stated goal of
“delineat[ing] the roles and responsibilities for individuals and functions related to risk
management.”** Instead, each firm should have a risk management framework that provides
appropriate mapping and coverage of that firm’s particular risks in a manner that is best
suited to the reporting structures and allocation of resources at that individual firm. We
therefore urge the Federal Reserve to clarify in the final guidance that firms need not have
parallel or duplicative risk management processes in order to comply with the guidance’s
expectations.

A. The expectation that both business lines and IRM identify, measure and
aggregate risks that are business line-specific would result in significant
and unwarranted duplication of effort and should be eliminated.

The proposed guidance creates overlapping and potentially confusing risk
identification, measurement and aggregation expectations for both business line management
and IRM. Specifically, the proposed guidance provides that “[b]usiness line management
should identify, measure, and manage current and emerging risks that stem from the business
line’s activities and changes to external conditions,”* while at the same time providing that
“IRM should identify and measure current and emerging risks within and across business
lines and risk types, as well as any other relevant perspectives, such as by legal entity or
jurisdiction.”* In addition, the proposed guidance acknowledges that IRM “may utilize
information collected or used from business lines,” though IRM may not rely on such
information exclusively,” while also providing that IRM is responsible for conducting an

2 Id. at 1353.
» Id at 1358 (emphasis added).
# Id at 1361 (emphasis added).

25 Id
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assessment of risks across the entire firm that is “separate from the business line’s risk
management activities.”” The proposed guidance also provides that “[bJusiness line
management should aggregate risks, including by business activities or products,”*’ while
also providing that IRM should “aggregate risks across the entire firm” and should assess risk
information “at a more granular level than firmwide, such as by business line.”*

Taken together, these expectations create uncertainty regarding the extent to which
IRM is permitted to use the output from the risk identification, measurement and aggregation
activities of the business lines. Moreover, the expectation that both business lines and IRM
identify, measure and aggregate risks that are business line-specific could result in significant
and unwarranted duplication of effort. One specific area of overlap is data and metrics. In
some cases, it may be appropriate for the business line to produce data and metrics necessary
to assess risks, while in other cases, it may be appropriate for IRM to produce such data and
metrics. The data produced by either the business line or IRM should be available for use by
the other for risk assessment or review purposes. In any case, the data production
methodologies utilized by both business lines and IRM would be subject to review by
internal audit, thereby providing a layer of independent review that obviates the need for
duplication of data production.

Firms should have the flexibility to determine when business line-specific risk
identification, measurement or management functions should be performed by the business
lines—with IRM reviewing the data collected by the business lines, performing a separate
risk assessment and challenging the business lines on risk assessments where necessary or
appropriate—and when those functions should be performed by IRM in the first instance. In
certain cases, the systems used to measure risk are complex and expensive, and therefore use
of only one such system by either the business line or IRM would result in both consistent
risk measurement and avoidance of undue costs. In other cases, IRM, and not the business
line, may have the expertise necessary to properly identify and measure risks, making it more
efficient for IRM to perform the tasks in the first instance. There may also be occasions in
which IRM’s performance of the risk identification, measurement or management role
provides IRM with a holistic view of the risk that would be lost if performed by the business
line. In cases where IRM identifies and measures business line risks in the first instance, the
business line will nevertheless have access to the risk information provided by IRM, and the
business line will remain responsible and accountable for the risk exposure.

Importantly, the processes for risk identification and measurement vary across the
firms that will be subject to the guidance, with some firms providing for business lines to
perform these assessments in the first instance, some providing for IRM to do so, and some
using a mixed approach depending upon the nature of the risk(s) being assessed and the
relative resources and expertise at the business line and IRM levels. Mandating that these

% Id at 1358 n. 37.
z Id at 1358.

= Id at 1361.
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identification and measurement functions be duplicated by business lines and IRM creates an
unnecessary burden, and, accordingly, the guidance should permit firms to make the
appropriate determination regarding these functions based on the firms’ allocation of
resources and the particular risks they face.

B. The guidance should explicitly recognize that all risk assessments,
whether at a firmwide or more granular level, should be informed by the
materiality of relevant risks.

The proposed guidance provides that “IRM should identify material or critical
concentrations of risks and assess the likelihood and potential impact of those risks on the
firm” and that “IRM should assess risk information along different meaningful dimensions at
a more granular level than firmwide, such as by business line, geographic regions, obligors,
counterparties, and products, to determine how those impact the firm’s risk profile.”*
Although we generally agree with these statements, we believe that the second should, like
the first, be qualified by materiality, so that IRM is expected only to assess material risk
information. IRM could sufficiently evaluate a firm’s risk exposures relative to its risk
tolerance through an assessment of material risk information. Omitting a materiality
qualifier could result in IRM expending disproportionate time and resources to assess
immaterial risk information.

C. The Federal Reserve should revise certain prescriptive risk limit
expectations to align them with the proposal’s overall principles-based
approach and focus on safety and soundness and materiality.

As noted above, we strongly support the proposal’s principles-based approach and
general focus on safety and soundness and materiality of risks. However, certain of the
proposed risk limit expectations are overly prescriptive. These should be revised to be
consistent with that focus and with the Federal Reserve’s proposed overall flexible,
principles-based approach to risk management. Specifically, the core principles of both
management of business lines and IRM contain prescriptive and granular guidance related to
waivers, exceptions and breaches of risk limits. For example, according to the proposed
guidance:

» “Business line management should consult with senior management before
allowing any exceptions to risk limits.”*

» “Business line management should evaluate breaches of risk limits to determine
whether a breach was caused by a weakness in the business line’s monitoring or
limits framework for the business lines, and take appropriate remedial action.”'

29 Id

30 Id at 1358 (emphasis added).
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» “Risk limits should include explicit thresholds that, if crossed, strictly prohibit the
activity generating the risk.”*

The Federal Reserve should revise these aspects of the guidance to make them
consistent with the overall principles-based approach and focus on safety and soundness and
materiality reflected elsewhere in the proposal.”® Although waivers, exceptions and breaches
of risk limits deserve scrutiny, it should not be the case that every waiver, exception or
breach of any risk limit requires business line management or senior management-level
attention, much less automatic consequences such as an absolute prohibition of the activity
generating the risk. Firms have numerous individual risk limits across many dimensions,
including limits that are enterprise-wide and those that are established at more granular
levels, such as by risk types, business lines, legal entities, products or activities. Requiring
senior management-level attention to each and every waiver, exception or breach of any risk
limit—irrespective of the materiality of the limit generally or the specific waiver, exception
or breach—would be impracticable and result in undue allocation of management time and
resources to immaterial matters.

Moreover, the concept of “strictly prohibiting” activities following a breach of a risk
limit may not be applicable to various types of limits. One purpose of a risk limit may be to
trigger escalation and discussion. Risk acceptance above a limit after such discussion is
wholly appropriate. Firms set certain limits with the understanding that they will be
sometimes be breached, at which time business line personnel and risk personnel (and, where
appropriate, senior management) will engage in a dialogue of the reasons and determine next
steps. Such a discussion could appropriately lead to temporarily or permanently increasing
the limit, ceasing the relevant activity and / or reducing the risk exposure. Firms should be
permitted to maintain flexibility to determine when notification to the board or senior
management is appropriate, in particular for more granular and lower-level limits within a
cascade structure. These types of processes are wholly consistent with the goal of a risk
management framework, which is to identify, manage and mitigate risks, not prohibit
activities.

The final guidance should be revised to expressly recognize that, in some cases, risk
“limits” are used as a notification and escalation threshold, rather than a hard limit reflecting
maximum risk tolerance, the breach of which requires the institution to immediately cease
the activity in question or take other remedial action. In addition, the final guidance should
recognize that exogenous events that cause risk limit breaches cannot always be anticipated
and do not universally present a basis for taking remedial action. The guidance as proposed
could result in unintended consequences where, as a result of the prescriptive expectations

3 Id at 1358 n. 40 (emphasis added).
32 Id at 1361 (emphasis added).

3 We also recommend that the Federal Reserve clarify and revise the final guidance to provide that risk
limits can be qualitative or quantitative, and not that they “should be” both qualitative and quantitative.
See id.
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for the application of risk limits (including reporting any breach to senior management and
“strictly prohibiting” activities following a limit breach), firms re-structure their risk limit
frameworks so there are fewer limits, with the remaining limits calibrated to reflect a firm’s
risk appetite.** Such restructuring would result in the removal of lower-level risk limits that
are useful for risk monitoring purposes. Thus, the guidance, as proposed, could have the
perverse effect of incentivizing firms to calibrate limits so they would only be breached if a
firm were exceeding its risk appetite or, alternatively, to reduce the risks they assume solely
in order to avoid breaching any limits.>> Effectively, this could weaken risk management
practices by removing useful early warning indicators. Moreover, the potentially increased
volume of reporting as a result of the proposed guidance could lead to an information
overload for senior management, which could have the counter-productive effect of impeding
senior management’s ability to identify and assess material risks.

D. The final guidance should recognize that different firms use different
terminology to refer to various components of their risk management
frameworks and should clarify how the Federal Reserve expects the
terms used in the guidance to relate to each other and how they should be
interpreted.

One of the issues upon which the Federal Reserve seeks comment in the proposal is
the use of the terms “risk appetite” and “risk tolerance” by the industry.’® Some firms that
would be subject to the guidance use the term “risk appetite” to refer to the level and types of
risks the firm is willing to assume, while using the term “risk tolerance” to refer to the
measures of risk that the firm can take on and the term “risk capacity” to refer to the total
amount of risk the firm can accept based on its capital levels. In this example, the firm’s
“risk appetite” would be an amount less than the firm’s “risk tolerance” or “risk capacity”
under various scenarios. However, these usages are not universal in the industry and have
different meanings under different regulatory regimes, and so we recommend that each term
used in the final guidance be clearly defined for purposes of this guidance, including with
references as to how the various terms relate to each other.

3 We have used the term “risk appetite” to be consistent with the terminology a number of firms use to

refer to the aggregate level and types of risks the firm is willing to assume. We discuss firms’ use of
the terms “risk appetite” versus “risk tolerance” in Section I1.D below.
» We note that unnecessary risk reduction could have the negative consequence of reducing firms’
provision of credit to the economy and liquidity to the capital markets.
3 See id. at 1355. We note that the Federal Reserve’s definition of “risk tolerance™ in the proposal aligns
with the OCC”s definition of “risk appetite” in the Heightened Standards. See id. at 1357 n. 29 (“*Risk
tolerance’ is defined as the aggregate level and types of risk the board and senior management are
willing to assume to achieve the firm’s strategic business objectives, consistent with applicable capital,
liquidity, and other requirements and constraints.”); 79 Fed. Reg. 54518, 54547 (“Risk appetite means
the aggregate level and types of risk the board of directors and management are willing to assume to
achieve a covered bank’s strategic objectives and business plan, consistent with applicable capital,
liquidity, and other regulatory requirements.”).
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It is also not clear from the proposal how a firm’s risk tolerance and risk objectives®’
should relate to the firm’s enterprise-wide risk limits and business line risk limits. It is also
not clear how “risk objectives” relate to “risk limits”—for example, whether there is an
expectation that risk objectives generally should be set at a lower threshold than risk limits.
As used in the proposed guidance, “risk objectives” seem to serve the same or similar
purpose as business line risk limits, which could result in confusion and potentially
duplicative or overlapping requirements. We recommend that the final guidance define each
of these terms for purposes of this guidance and clarify how these terms should be interpreted
relative to each other.

L The final guidance should eliminate or clarify repeated references to
individuals and functions “ensuring” outcomes and should instead
provide that individuals are expected to develop processes or take steps
“reasonably designed to ensure” particular outcomes, including
compliance with laws and regulations.

The word “ensure” is used throughout the proposed guidance, particularly in
connection with the discussion of senior management and business line management
responsibilities. Although we agree with a limited number of these formulations where
appropriately qualified, characterizing management’s responsibility as “ensuring” various
outcomes is not achievable as a standard.®

For example, we recommend that the Federal Reserve revise the following
description of senior management: “senior management is responsible for... ensuring safety
and soundness and compliance with internal policies and procedures, laws, and regulations,
including those related to consumer protection,”” by deleting “ensuring.” Likewise,
although we generally agree with the expectation set forth in the proposed guidance that
“[s]enior management is responsible for developing and maintaining the firm’s policies and
procedures and system of internal control, commensurate with the firm’s size, scope of
operations, activities, and risk profile, to ensure compliance with laws and regulations,
including those related to consumer protection, and consistency with supervisory
expectations,”*’ we recommend the Federal Reserve clarify the expectation by adding
“reasonably designed” before “to ensure.”

37 “Risk objectives” is defined to mean “the level and type of risks a business line plans to assume in its

activities relative to the level and type specified in the firmwide risk tolerance.” 83 Fed. Reg. 1351,
1357 n. 30.
8 The word “ensure” is defined synonymously with “guarantee” or “make certain.” See, e.g., THE
AMERICAN HERITAGE DICTIONARY OF THE ENGLISH LANGUAGE (5™ ed. 2011) (defining “ensure” to
mean “to make sure or certain; insure”); MERRIAM-WEBSTER’S COLLEGIATE DICTIONARY (10™ ed.
2001) (defining “ensure” to mean “to make sure, certain, or safe: guarantee™).

39 83 Fed. Reg. 1351, 1356.

P Id at 1357,
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The two expectations referenced above are distinguishable in an important way. The
former requires the individuals who make up a firm’s senior management to, themselves,
ensure that the firm complies with laws and regulations. This creates an unrealistic standard
against which to measure senior management effectiveness, particularly in light of the highly
complex and multiple sources of compliance requirements, and the subjective judgments that
are often involved. Indeed, the former expectation presents senior management as the
guarantor of a certain outcome and fails to recognize the role of delegation in the
management of an LFI. Although senior management has the authority to direct others to act
and manage activities in a manner to achieve various outcomes (such as compliance with
laws and regulations), this authority to direct others does not translate to absolute control
over their actions or guarantee the desired result.

The latter expectation, in contrast, addresses senior management’s role in developing
and maintaining policies, procedures and systems, which in turn must be reasonably designed
to achieve various outcomes. Notably, the definition of “internal controls” specifically refers
to “the policies, procedures, systems and processes designed to provide reasonable
assurance” that various outcomes would be achieved.*’ The second expectation is
consistent with the notion that an LFI is responsible and accountable for compliance with
laws and regulations, while members of senior management or business line management are
responsible for taking reasonable steps, including through the design and implementation of
policies and procedures, to achieve the LFI’s compliance.**

As another example, the proposed guidance states that “senior management should
ensure the firm’s infrastructure, staffing and resources are sufficient to carry out the firm’s
strategy and manage the firm’s activities in a safe and sound manner”* and that “[bJusiness
line management should provide a business line with sufficient resources and infrastructure
to meet strategic objectives while maintaining financial and operational strength and
resilience over a range of operating conditions, including stressful ones.”* Beyond the
inability to guarantee an outcome, these expectations do not account for the fact that (i)

a The proposed guidance provides that the term *‘internal controls’” refers to “the policies, procedures,

systems and processes designed to provide reasonable assurance regarding: The effectiveness and
efficiency of operations; reliability of financial reporting (including risk reporting); compliance with
laws and regulations (including those related to consumer protection); and safeguarding of assets and
information.” /d. at 1357 n. 32 (emphasis added).
- Other expectations set forth in the proposed guidance that appear to charge management with ensuring
outcomes, as opposed to taking reasonable steps or implementing processes or systems of internal
control, include (i) “[s]enior management should ensure effective communication and information
sharing across the entire firm” and (ii) “[bJusiness line management should ensure that deficiencies in
control design and operating effectiveness are remediated.” /d. at 1357, 1359,

3 Id at 1357,

M Id at 1358.



Board of Governors of the -17- March 15, 2018
Federal Reserve System

strategy formulation and resource budgets are interdependent and should inform each other
and (i1) senior management operates under the umbrella of an approved firmwide strategic
plan. Thus, the proposal should be amended to provide that (i) senior management should
develop a budget for infrastructure, staffing and resources that appropriately allows the firm
to execute its strategy and operate in a safe and sound manner and (i1) business line
management, under the oversight of senior management, should develop a budget for the
resource and infrastructure of the business line to allow it to meet its strategic objectives
while maintaining financial and operational strength and resilience over a range of operating
conditions, including stressful ones.

We recommend that the Federal Reserve clarify in the final guidance that use of the
word “ensure”, wherever used, is not intended to create an absolute standard by which
effective risk management is measured. This clarification could be accomplished by
qualifying the word “ensure” with the phrase “reasonably designed to”, as we recommend
above. This would set a standard consistent with the definition of “internal controls”—i.e.,
that the applicable individual or function should take reasonable steps to achieve the desired
outcome.

Iv. The application of the proposed guidance to FBOs does not adequately
account for differences between top-tier U.S. institutions and the U.S.
operations of FBOs and raises concerns about the potential reach of the
guidance to non-U.S. operations; the Federal Reserve should issue
separate, FBO-specific guidance that more appropriately addresses these
issues.

The proposed guidance would apply to the combined U.S. operations of FBOs with
combined U.S. assets of $50 billion or more. It therefore applies more broadly than the
Federal Reserve’s related proposed LFI rating system, as the proposed guidance covers the
combined U.S. operations (both subsidiaries and branches) of FBOs, and the proposed LFI
rating system covers only intermediate holding companies (“IHCs”) established pursuant to
Regulation YY. The Federal Reserve’s earlier summary of risk management expectations
(previously provided in the preamble to the proposed LFI rating system) noted that the
expectations would apply only to domestic LFIs, but that adjustments may be made to apply
the guidance to the U.S. operations of FBOs before issuance for comment.

We support the Federal Reserve’s recognition throughout the proposal of the global
context in which FBO governance, risk management and control elements are embedded.
The acknowledgement of various aspects of the proposed guidance that would necessarily
apply differently in the FBO context is welcome and recognizes that there is no “one-size-
fits-all” standard to corporate governance, risk management and controls, particularly in
relation to the structures through which FBOs conduct their operations in the United States.

However, as proposed, the application of the guidance to the combined U.S.
operations of large FBOs may lead to tension in a number of areas, which we discuss further
in the sections that follow. We also do not believe that the proposal adequately reflects
differences for FBOs that have IHC structures and those that do not.
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Accordingly, the definition of senior management should include only U.S. senior
management and should be defined to refer to those members of U.S. senior management
who are overseen by and accountable to the IHC board with respect to U.S. operations
conducted through the IHC and / or the U.S. risk committee for branch and any other non-
IHC operations.

We appreciate the Federal Reserve’s efforts to limit the application of the proposed
guidance to only the portion of the FBO’s business conducted in the United States.
Nonetheless, it will be essential that examiners adhere to this jurisdictional dichotomy to
avoid significant implications for FBOs’ non-U.S. operations.

C. U.S. management should be held responsible for their appropriate roles
and responsibilities, taking into account the global management structure
of the FBO.

U.S. management should be evaluated with respect to: (i) decisions for which they
have discretion; (i1) the safe and sound implementation of parent-level decisions with respect
to U.S. operations; and (iii) their willingness to challenge the FBO’s senior management with
respect to decisions affecting the safety and soundness of U.S. operations. In contrast, U.S.
management should not be evaluated with respect to enterprise-wide risk and other decisions,
including resource allocations, that they lack the authority to make. Of particular concern is
the statement in the proposal that “[bJusiness line management of the U.S. operations should
ensure that business line risks are captured comprehensively with consideration given to risks
outside the United States that may impact the FBO’s combined U.S. operations.””” This
suggests that U.S. business line management should be responsible for assessing the
enterprise-wide risks of global FBO businesses. We do not believe that these expectations
appropriately reflect the actual role of an FBO’s combined U.S. operations within the broader
organization. The guidance should be revised to reflect that U.S. management (at senior and
business line level) cannot unilaterally determine resources for the combined U.S. operations
or particular business units, assess enterprise-wide risks or make strategic decisions separate
and apart from the FBO’s enterprise-wide strategy. Indeed, the guidance should clarify that
U.S. business line management can rely on an FBO’s enterprise-wide risk management
framework to identify, assess and monitor risks outside the United States, including those
that may affect the combined U.S. operations.

D. The Federal Reserve should clarify that the U.S. CRO is not required to
report to the global board of directors or the global risk committee.

The proposed guidance provides that the CRO must report directly to the board’s risk
committee and to the CEO and adds, in a clarifying footnote, that in the FBO context, the
U.S. CRO must report to the U.S. risk committee and the global CRO or equivalent

0 See 83 Fed. Reg. 1351, 1358 n. 36 (emphasis added). As discussed above in Section III, the term
“ensure” is inappropriate where applied.
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management officials.”’ However, the proposed guidance also describes various
circumstances in which the CRO should inform the board, the risk committee or senior
management of certain matters. The Federal Reserve should further clarify that, for FBOs,
wherever the guidance provides that the CRO should escalate matters, provide input or report
concerns to the board or risk committee, “board” and “risk committee” refer to the IHC board
(if applicable) and the U.S. risk committee, respectively, and not the global board of directors
or the global risk committee.

E. The guidance should be revised to expressly recognize the importance
and relevance of FBOs’ enterprise-wide policies, procedures and
governance and risk management frameworks.

FBOs should be permitted to structure the governance, risk management and controls
frameworks of their combined U.S. operations in accordance with the frameworks
implemented on an enterprise-wide basis. These enterprise-wide frameworks govern, among
other things, the structure, composition and functions of FBO subsidiary boards and their
committees and the appointment, compensation and succession planning of members of
senior management at the parent and subsidiary level. The guidance should be revised to
expressly allow FBOs’ combined U.S. operations to use and rely on the FBOs’ enterprise-
wide policies, procedures and governance and risk management frameworks so long as they
are implemented in a manner that is appropriate for the U.S. operations in light of their
activities, risk profile, organizational structure and other relevant characteristics.

We are concerned that the proposal, if adopted as proposed, will lead to an
international paradigm shift away from enterprise-wide risk management and regulation to a
balkanized approach. Under the latter, each host country would seek to impose its own
standards on not only the local operations of an institution headquartered in another
jurisdiction but on the entire organization. This would inevitably lead to inconsistent
regulatory requirements, resulting in uncertainty, unpredictability and conflict—all to the
detriment of safety and soundness. The European proposal to require non-EU financial
institutions to establish EU intermediate holding companies demonstrates the reality and
seriousness of this concern.

We urge the Federal Reserve to avoid supervisory expectations that further a trend
toward regulatory ring-fencing. Global institutions must be managed on a global basis if
they are to achieve maximum safety and soundness and best serve their customers. This is
central to the concept of enterprise risk management that has been strongly, and, in our view,
correctly, advocated by the Federal Reserve. A wholly separate and independent
management structure, with unilateral decision-making powers, in each host country is
antithetical to that basic concept.

3 See id. at 1360 n. 45.
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