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Dear Mr. Feldman:

In response to a request for comment by the Federal Deposit Insurance
Corporation (“FDIC”) on a proposal to increase the deposit insurance premium assessment rates
(the “Proposed Rule”), we are submitting this letter on behalf of our clients. Our clients are
(1) broker-dealers registered with the Securities and Exchange Commission that engage in
offering certificates of deposit (“CDs”) issued by depository institutions whose accounts are
insured by the FDIC (“Insured Institutions”) and (ii) Insured Institutions that issue CDs through
registered broker-dealers. The CDs offered by our broker-dealer clients are commonly referred
to as “retail” CDs because they are offered and sold in amounts below FDIC deposit insurance
limits. We appreciate the opportunity to submit these comments.

The Proposed Rule contains a “Brokered Deposit Adjustment” to the premium
assessment that is intended to recognize potential additional risk to an Insured Institution posed
by the use of brokered deposits in certain circumstances. The Proposed Rule uses the definition
of “brokered deposit” in FDIC regulations and applicable interpretations of that term.! The
adjustment for Risk Category [ institutions would apply if an Insured Institution’s brokered
deposits exceed 10% of its domestic deposits and its assets have increased by more than 20%
during the prior four years. For Risk Category I, III and IV institutions, the adjustment would
apply if brokered deposits exceed 10% of domestic deposits, irrespective of asset growth.

The FDIC’s rationale for imposing a “Brokered Deposit Adjustment” to the
premium assessments appears to rest on two assumptions: (i) some recently failed institutions
experienced rapid asset growth before failure and may have funded that growth with brokered
deposits; and (ii) the FDIC claims a “significant correlation” between rapid asset growth funded
by brokered deposits and the probability of an institution’s CAMELS rating being downgraded.

! 12 C.F.R. §337.6(a)(2).
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In addition, the Proposed Rule, and other FDIC publications, state or imply that
brokered deposits by their nature are high rate deposits and are “participated out” by brokers to
their clients.” These deposits are in some instances characterized as “hot” or “volatile.”

The FDIC’s concern about risky asset growth strategies employed by Insured
Institutions is understandable and appropriate in light of current economic conditions and recent
Insured Institution failures. Our clients fully support the FDIC’s goal to protect the integrity of
the banking system and the Deposit Insurance Fund.

We do not believe, however, that the “Brokered Deposit Adjustment” will
accomplish the FDIC’s intended purposes. Several studies conducted over the last 25 years have
demonstrated that retail brokered CDs do not cause Insured Institutions to weaken or fail and
they are not a predictor or indicator of weakness or failure. More specifically, Professor Joseph
Mason and Empiris Consulting, at the request of Seward & Kissel, analyzed the effectiveness of
the “Brokered Dep051t Adjustment” formula as a predictor of Insured Institution failure (the
“Mason Study”).> The Mason Study concluded that the formula “has no incremental predictive
power for failures when the institutions’ other financial qualities are considered.”

The Mason Study did conclude that “high-interest expense (regardless of the
source)” results in a greater likelihood of failure. The brokered deposit component of the
“Brokered Deposit Adjustment” appears to be a surrogate for “high-interest expense” and is not
appropriately used for this purpose. As we will discuss below, brokered deposits are not
inherently “high rate” and are frequently less expensive than deposits obtained from other
sources. Furthermore, the 20% asset growth threshold over four years merely represents average
asset growth in the banking industry during the last 35 years.

We believe that the “Brokered Deposit Adjustment” will have the unintended
effect of driving Insured Institutions to other funding sources that are higher cost and less stable
than retail CDs issued through registered broker-dealers. This is readily apparent from the
current spread between the “all- in cost” of CDs in the broker-dealer market and current average
CD rates on rate listing services. We believe that the FDIC’s purposes would be better served
by addressing Insured Institutions’ asset growth on a case-by-case basis, rather than on a “one
size fits all” basis. This can be accomplished through the supervisory process, including the
assignment of CAMELS ratings to an Insured Institution and the imposition of supervisory
limitations on business activities where appropriate. In this regard, federal banking regulators
can monitor increases in an Insured Institution’s cost of funds that are not related to general
economic conditions and take appropriate actions. To the extent that existing regulatory
reporting does not provide applicable data, such reports can be amended.

2 See, e.g., Schedule RC-E to the call report form, and related instructions.

3 See Memorandum to FDIC from Joseph Mason, Hal Singer and Jeffrey West, The Effect of Brokered
Deposits and Asset Growth on the Likelihood of Failure (December 17, 2008), attached hereto as Attachment A.
¢ See Attachment B.
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Definition of Brokered Deposit

FDIC regulations define “brokered deposits” as deposits “obtained directly or
indirectly from or through the mediation or assistance of a ‘deposit broker’.”® A deposit broker
is a person “engaged in the business of placing deposits, or facilitating the placement of deposits,
of third parties with insured institutions . . ..”® FDIC regulations include an exemption for, inter
alia, “an agent or nominee whose primary purpose is not the placement of funds with depository
institutions.””’

The definition of “deposit broker” was added to the Federal Deposit Insurance
Act by the Financial Institutions Reform, Recovery and Enforcement Act of 1989 (“FIRREA”).
FIRREA prohibited Insured Institutions that did not meet their minimum capital requirements
from accepting deposits from a “deposit broker” unless the institution received a waiver from the
FDIC. The proposed definition of deposit broker excluded rate listing services.® The Senate
rejected this exclusion. The definition of brokered deposits in FIRREA included the solicitation
of deposits by an Insured Institution offering rates of interest that are “significantly higher than
the prevailing rate of interest in the institution’s normal market area” (the “High Rate
Definition”).

The Federal Deposit Insurance Corporation Improvement Act of 1991
(“FDICIA”) adopted the current restrictions on the acceptance of brokered deposits by Insured
Institutions. “Well capitalized” Insured Institutions can accept brokered deposits without
restriction. “Adequately capitalized” Insured Institutions can accept brokered deposits only with
a waiver from the FDIC. Insured Institutions that are “adequately capitalized” are deemed to
accept brokered deposits if they offer rates of interest that are “significantly higher than the
prevailing rates of interest in the institution’s normal market area.”

The FDIC has interpreted “significantly higher” interest rates to mean more than
75 basis points over the prevailing rates offered by other insured depository institutions having
the same type of charter in such depository institution’s normal market area.'®

The FDIC has issued numerous interpretive letters addressing when an entity is
acting as a “deposit broker.” Of particular note are interpretive letters exempting rate listing
services that meet certain requirements from the definition of “deposit broker.” In general, this
exemption is available to entities that (i) charge a fixed subscription fee that is not based on a

12 C.F.R. §337.6(a)(2).

12 C.F.R. §337.6(a)(5)(i)}A).

12 C.F.R. §337.6(a)(5)(ii)(D).

See CONG.REC. S4266, et seq. (daily ed. April 19, 1989)(Amendment No. 58 to S.774, the Financial
Institutions Reform, Recovery and Enforcement Act).

? 12 U.S.C. §1831f(g)(3).

10 See FDIC Interpretive Letter No. 93-18 (March 11, 1993). We do not believe that the High Rate Definition
is well understood or routinely enforced. A recent example demonstrates this point. Freedom Bank of Florida
(“Freedom Bank”) was prohibited from increasing its brokered deposits by a Cease and Desist Order dated
September 5, 2008 and was required to submit a plan for reducing its reliance on brokered deposits. For the period
between the issuance of the Cease and Desist Order and Freedom Bank’s failure on October 31, 2008, Freedom
Bank posted the highest rates for one-year CDs on a national rate listing service.
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percentage of deposits; (ii) post rates from depository institutions offering deposits and (iii) do
not condition the use of the service on obtaining other services from the provider.!! Initially, the
FDIC prohibited listing services from assisting depositors in establishing deposits at the
depository institutions. However, in 2004, the FDIC permitted certain internet-based listing
services to facilitate communication between a depository institution and a potential depositor
via the internet.'?

Based upon FDIC regulations and interpretive guidance, registered broker-dealers
facilitating the placement of deposits and accepting transaction based fees are clearly deposit
brokers. These deposits are readily evident on the books of an Insured Institution because they
are established in the name of the broker or its sub-custodian, The Depository Trust Company
(“DTC”).

With the exception of deposits accepted by adequately capitalized institutions that
are “brokered” as a result of the High Rate Definition, there is nothing in the definition of
“brokered deposit” that causes such deposits to be ‘brokered” because of their rate. Rather,
deposits are “brokered” because of the presence of an intermediary, irrespective of rate. As
further described below, the assumption that brokered deposits are “high rate” is not warranted.

In addition, we are concerned that the acceptance of deposits that are “brokered”
can be easily disguised or evaded by utilizing services or “brokers” outside the registered broker-
dealer community where deposits are held directly by the depositor, not through the broker. This
places the burden of paying a “Brokered Deposit Adjustment” on Insured Institutions that choose
to do business with the securities industry. Inevitably, such disparate treatment of economically
identical funding will drive Insured Institutions to sources of deposit funding based on legal
characterizations, not cost. Indeed, our clients report to us that Insured Institutions that have
traditionally accessed the retail brokered CD market are currently willing to pay substantially
more for deposits that do not need to be reported as “brokered.”"

The Registered Broker-Dealer Market for Deposits

Although this letter primarily addresses the retail brokered CD market, registered
broker-dealers participate in a national deposit funding market that is comprised of three distinct
deposit products, each of which, with certain exceptions, is “brokered” for purposes of FDIC
regulations.

1. Institutional CDs. These CDs are purchased in large denominations
substantially in excess of the FDIC deposit insurance limit by institutional investors that rely on
the credit quality of the issuing institution.

2. Retail CDs. These CDs are offered in $1,000 denominations to investors that

purchase CDs in total amounts within the FDIC deposit insurance limits. Average purchases in
the market are between $25,000 and $35,000.

“ See, e.g., FDIC Interpretive Letter 92-50 (July 24, 1992).
12 See FDIC Interpretive Letter 04-04 (July 28, 2004).
13 See Attachment B.
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3. Sweep Programs. Many broker-dealers offer arrangements in which excess
cash in a customer’s brokerage account is automatically “swept” to a savings deposit, or savings
deposit linked to a NOW or other transaction account, at an Insured Institution."

We do not believe that the FDIC currently possesses reliable data about the
brokered deposit market. The “Brokered Deposit Adjustment” would be applied to all deposits
reported by Insured Institutions as brokered deposits, using the definition in the FDIC
regulations. Data from the September 30, 2008 Call Reports show $663 billion of brokered
deposits. Of that amount, $504 billion is represented as fully insured and $159 billion is
represented as in excess of the insurance limits. However, DTC, a registered securities
depository that holds securities and CDs for registered broker-dealers and other financial
institutions, reports holding $1.3 trillion of CDs."> While this gap between CDs held at DTC and
reported brokered deposits may be explained in part by the CDs of uninsured branches of foreign
banks that are held at DTC, these CDs are not a large portion of the CDs held at DTC.
Furthermore, sweep deposits are not held through DTC and certain brokered CD programs, such
as CDARS, do not use DTC. If these non-DTC brokered deposits are subtracted from the total
$663 billion of reported brokered deposits, the gap between reported brokered deposits and CDs
held through DTC is even larger. Assuming that non-DTC brokered deposits are approximately
$300 billion, the real gap is nearly $1 trillion.

We make this point for the singular purpose of demonstrating that, in addition to
potentially inconsistent application of the regulatory definition of ‘brokered deposits,” the data
available to the FDIC in determining the impact of the Proposed Rule may be seriously flawed.
Also, as previously stated, if brokered deposits are routinely underreported, the burden of the
“Brokered Deposit Adjustment” would fall on Insured Institutions that accurately report their
brokered deposits.

Features and Operation of the Retail Brokered CD Market

Overview

The retail brokered CD market maintained by registered broker-dealers has been
in continuous operation for over 25 years. This national CD market allows many depository
institutions to obtain funding outside their local markets, especially where a scarcity of local
deposits makes raising deposits through a branch network expensive.

As of September 1990, there was $80 billion in insured brokered deposits.'® At
that time, 6.8% of Insured Institutions reported insured brokered deposits. As of September 30,
2008, there were $504 billion insured brokered deposits reported. As noted above, data
concerning brokered deposits appear to be unreliable. However, we believe the retail brokered

14 The FDIC has excepted deposits accepted through at least one sweep program from the definition of

“brokered deposit”; see FDIC Interpretive Letter 05-02 (February 3, 2005).

3 Source: DTC (as of September 8, 2008).

16 See Cates and Silverberg, The Retail Insured Brokered Deposit: Risks and Benefits May 1, 1991),
attached hereto as Attachment C.
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CD market through registered broker-dealers to be between $250 billion and $300 billion. As of
September 30, 2008, 42.75% of all Insured Institutions reported brokered deposit use.”

Having operated continuously for over 25 years, the CD market in which
registered broker-dealers participate is a mature market. At approximately $300 billion, the
market is deep, assuring “well capitalized” institutions continuous access to capital. Because
offerings are conducted weekly, “well capitalized” Insured Institutions can readily access the
market to replace deposits or attract new funding. The market is also highly competitive. We
estimate that at least 20 broker-dealers act as underwriters in this market, so Insured Institutions
are not limited to one or two brokers to obtain pricing quotes on funding. This ensures that an
Insured Institution can obtain the lowest cost funding available in this market.

In the retail CD programs offered by registered broker-dealers, the broker-dealer
acts as a placement agent for the Insured Institution pursuant to a CD Brokerage Agreement
entered into between the parties. Insured Institutions must agree to certain conditions, including
their eligibility to accept brokered deposits. An Insured Institution is contractually obligated to
inform a broker if its capital category changes and must re-confirm its capital category at every
settlement.

Offerings of CDs are typically priced at the beginning of a business week, and
CDs are offered to the broker’s customers during the week. Settlements of transactions typically
occur during the following week. In other words, this is an organized market that operates in
many respects like the market for different types of securities. It is not, as currently portrayed in
the press, a market in which brokers call Insured Institutions offering high interest rates on CDs
and deposit money with them. Broker-dealers generally do not have discretion over their
customers’ funds, and cannot deposit funds with an Insured Institution without first offering the
CD:s to their customers and obtaining directions to purchase the CDs.

The vast majority of CDs issued in this market are represented by a Master
Certificate of Deposit (“Master Certificate”), a negotiable instrument representing a number of
individual CDs, typically in denominations of $1,000. The Master Certificates are held by DTC
as sub-custodian for the broker-dealers. The CDs are recorded on the books of the Insured
Institution in the name of DTC, in a manner designed to permit the “pass-through” of deposit
insurance to the broker’s customers. The broker-dealer maintains records of the CDs held by its
customers and these records are submitted to the FDIC in the event of the failure of the Insured
Institution.

Brokers do not “participate out” CDs. Each customer purchases one or more CDs
in denominations of $1,000 and each CD is an individual deposit obligation of the Insured
Institution. A customer can move the CDs from an account at one broker to an account at
another broker and trade them individually in a secondary market. The customer can also elect
to hold the CDs in his or her own name directly with the Insured Institution.

17 Source: FDIC call report data.
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Retail brokered CD Programs provide certain efficiencies not available to Insured
Institutions through direct deposit relationships. Insured Institutions do not need to send
customer statements or tax reporting forms and do not need to maintain customer service
personnel to answer customer questions. It has been estimated that the cost of raising deposits
through a branch network ranges between 90 to 150 basis points for overhead.'® Retail brokered
CDs save Insured Institutions some or all of this overhead.

CD Maturities

Broker-dealers are able to raise longer-term funding more efficiently than Insured
Institutions themselves. This enables Insured Institutions to extend the maturity of their deposit
liabilities and better match fund assets.

As of September 30, 2008, total domestic deposits were approximately $7.2
trillion. Of this amount, total deposits with maturities under seven days (i.e., savings deposits
and various transaction accounts) were $5.0 trillion, or 70% of all deposits. If time deposits with
maturities of three months or less are included, the total short-term deposit funding increases to
$5.9 trillion, or 82% of all deposit liabilities. Time deposits with maturities of one year or more
are only $466 billion, or 6.5% of all deposit liabilities.

Economists and regulators have long understood that Insured Institutions fund
themselves primarily on short-term liabilities, while lending or investing longer term. This
presents a liability management issue for Insured Institutions that must constantly be addressed.

CDs issued in the retail brokered CD market permit early withdrawal only upon
the death or adjudication of incompetence of the depositor. As an alternative to early
withdrawal, CD holders can liquidate their CDs in a secondary market offered by most brokers to
their customers. Because CD holders have a means to liquidate their CDs as an alternative to
early withdrawal, an Insured Institution can issue CDs with maturities of 10 years or more
without facing early withdrawal demands.

As aresult of the limited early withdrawal features and the secondary market,
retail brokered CDs provide a stable, reliable source of funding. Funds obtained in the market
will remain with the Insured Institution until maturity. In contrast, CDs issued directly by
Insured Institutions typically have early withdrawal provisions. Thus, an Insured Institution
funding itself directly is typically relying on funding that can be withdrawn either overnight,
with or without a penalty, or on seven days’ advance notice.'

In contrast to the short-term funding Insured Institutions rely on through their
branch networks, retail brokered CDs are routinely of longer maturity. In contrast to the 6.5%
industry figure for one year and over time deposits as a percentage of all deposits, approximately
40% of the CDs in the retail brokered CD market have maturities of one year and over. Insured
Institutions can obtain funding of ten years or more at competitive rates in the national market.

18 See Ely and Vanderhoff, Retail Brokered Deposits: A Post-FIRREA Analysis (June 1991), at page 2,
attached hereto as Attachment D.
1 See Federal Reserve Board’s Regulation D (Reserves), 12 C.F.R. Part 204.
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In addition, by incorporating call features in the CDs, Insured Institutions can issue CDs with
maturities in excess of 10 years that can be redeemed at the discretion of the Insured Institution if
interest rates fall.

Interest Rates

It is not uncommon for brokered CDs to be characterized as “high rate.” The
FDIC suggests this characterization in the Proposed Rule. Unfortunately, no rate benchmark
ever accompanies these claims and no data have been produced to support them.

The obvious question when discussing the relative cost of funds is: compared to
what? Transaction accounts and short-term savings deposits will offer lower interest rates
because the depositor can withdraw his funds quickly. Longer-term deposits will generally have
higher interest rates in order to compensate the depositor for committing his funds for a period of
time. In addition, local market conditions affect the availability of funds and interest rates. A
recession in a local market area can drive an Insured Institution’s cost of funds up because it is
competing against other Insured Institutions for fewer dollars.

In a 1991 case study, Bert Ely and Vicki Vanderhoff of Ely & Company, Inc. (the
“Ely Study”) examined the role of brokered deposits in relieving interest rate pressures on banks
in New England during a 1990 recession.”” They observed that banks in New England drove up
local interest rates as they bid against each other for deposits through their branch networks.
Retail brokered deposits proved to be a lower cost alternative to deposits obtained regionally.

In 2008, the ready availability of information about rates offered by Insured
Institutions, and the solicitation of deposits by many Insured Institutions using the internet and
other sources, influence interest rates in all markets. Depositors are not limited to looking in
local newspapers or accepting locally available interest rates. A depositor seeking the highest
rates on deposits can check the Wednesday edition of the Wall Street Journal for Insured
Institutions advertising rates, visit Bankrate.com for interest rate information or review dozens of
other available information sources.

Registered broker-dealers and Insured Institutions operate within the framework
of this interest rate environment in offering retail CDs. CD rates offered to a broker’s clients
must be sufficiently attractive to invite investment, but also attractive to the Insured Institutions
in relation to other deposit funding options. While the rates to their clients must be attractive,
brokers do not purport to, and in fact do not, offer the highest CD interest rates available in the
marketplace.

Registered broker-dealers price CDs to Insured Institutions on the basis of an “all-
in cost of funds” that includes both the interest rate to the depositor and the fee to the broker. As
noted earlier, Insured Institutions can seek competing bids from numerous brokers in an effort to
find the lowest available cost in the broker-dealer market. Fees to brokers, which the Ely Study
noted as being 60 basis points, annualized, in 1991, currently average 25 basis points,

20 Supra note 18.
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annualized. In order to provide a basis for comparison of retail brokered CD rates, Attachment B
compares the indicative average all-in cost of funds quoted by broker-dealers on a monthly basis
for the last three years for CD maturities ranging from 3 months to 5 years to collateralized
FHLB advances and CD rates quoted on a national rate listing service. In the absence of other
benchmarks, we have used listing service rates as a proxy for rates necessary to access the
national market for deposit funding. The listing service rates do not include payments by the
Insured Institution to the listing service or the administrative costs to the Insured Institution of
establishing and maintaining the deposits. As the comparison indicates, all-in costs of retail
brokered CDs are almost always lower than interest rates on the listing service and, until the Fall
of 2007, FHLB advances.

One dynamic that the chart highlights is the effect that the possibility of a change
in regulatory policy concerning brokered deposits has had on rates offered on listing services vs.
the all-in cost of brokered deposits. As the possibility of an FDIC premium assessment on
brokered deposits became public through congressional testimony and the publication of the
Proposed Rule, the spread between the rates quoted on listing services and the all-in cost on
retail brokered CDs widened. Insured Institutions are willing to pay more for deposits through
non-brokered sources in order to avoid reporting the deposits as brokered to their regulators. For
example, during the week of December 8, 2008, Bankrate.com reported the national average rate
for a one-year CD to be 3.22%. Individual Insured Institutions, many of which have access to
the retail brokered CD market, listed rates on Bankrate.com’s website as high as 4.12%. The
average all-in cost for a one-year CD in the broker-dealer market that week was 2.75%.

We believe the FDIC must carefully review the effect that a perceived restriction
on brokered deposits would have on the deposit funding market. The unintended effect of the
Proposed Rule would be to drive the healthy Insured Institutions that need deposit funding to
higher cost funding in order to avoid the perceived stigma of using brokered deposits.

Relationship of Retail Brokered CDs to Insured Institution Weakness and Failure.

In point of fact, the problem is not brokered deposits per se, but how
these funds, like any other funds, are used. A dollar deposited in an
insured institution is the same whether obtained directly from a local
depositor or through the intermediation of a deposit broker. There may
be differences in the cost and stability of that dollar deposit depending on
its source. However, losses in banks do not occur, generally speaking, by
virtue of the source of their deposit liabilities. Instead, the losses arise
Jfrom the quality of and return on loans and investments made with those
funds. Consequently, the focus of attention should be on the employment
of brokered deposits rather than their source.”!

2 Insured Brokered Deposits and Federal Depository Institutions: Hearing before the Subcommittee on

General Oversight and Investigations of the House Committee on Banking, Finance and Urban Affairs, 101* Cong.,
1* Sess. (1989), at 98 (statement of L. William Seidman, Chairman of the FDIC).
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The possible correlation between the acceptance of brokered deposits and the
weakness or failure of Insured Institutions has been examined several times over the last 25
years, and each study has concluded that there is no correlation. In two reports issued by the
House Committee on Government Operations in 1984 and 1986, the Committee concluded that
brokered deposits were not a significant source of fully insured deposits for most rapidly
growing problem institutions and that any abuses involving brokered deposits could be
controlled by the regulators on a case-by-case basis.?

In 1991, David Cates of Ferguson & Company and Stanley Silverberg, the former
Director of Research and Strategic Planning of the FDIC, studied the role of fully-insured
brokered deposits in 1,518 failures of banks and thrifts from 1987 to 1990.> They concluded
that 1,003, or 66%, had no brokered deposits at the time of closing and that 270, or 18%, had
brokered deposits of 5% or less at the time of closing. In other words, 84% had zero to 5%
brokered deposits at the time of closing.

Cates and Silverberg further examined “high risk”** banks and thrifts that were
still open. While insured brokered deposits were present at 50% of the 44 worst-rated thrifts and
at 36% of the 132 worst-rated banks, only 16% of the riskiest thrifts and 15% of the riskiest
banks had more than 5% of their deposits in insured brokered deposits.

Cates and Silverberg also concluded the following:

The FDIC and the OCC have long maintained, together with most private sector
bank/thrift analysts, that asset strategies drive funding strategies, not the other
way around. In other words, brokered deposits, FHLB advances, other secured
borrowings, and Jumbo CDs don’t just happen, followed by reckless investment.
The causal chain of risk begins with the asset strategies.

The Commentary to the Proposed Rule states that the FDIC has conducted an
“analysis” that demonstrates a “significant correlation” between rapid asset growth funded by
brokered deposits and the probability of an institution’s CAMELS rating being downgraded. We
have requested a copy of this analysis both from the FDIC staff and via a Freedom of
Information Act request. To date, we have not received a copy of the analysis.?’

2 Federal Regulation of Brokered Deposits in Problem Banks and Savings Institutions, HR Rep. No. 1112,

98™ Cong., 2d Sess. (1984); Federal Regulation of Brokered Deposits: A Followup Report, HR Rep. No. 676, 99
Cong., 2d Sess. (1986).

2 See Cates and Silverberg, supra note 16.

o “High-risk” still-open institutions were defined in the study as those with a Cates Bank Rating Service risk
rating of “5” (highest risk). The Cates Bank Rating Service was a quantified evaluation of asset quality, capital,
earnings, liquidity and holding company financial risk. The ratings were assigned prior to the time the study was
commissioned.

2 FDIC FOIA Log Number 08-0974. See Portland Cement Assn. v. Ruckelshaus, 485 F.2d 375, 393 (D.C.
Cir. 1973). (“It is not consonant with the purpose of a rule-making proceeding to promulgate rules on the basis of
inadequate data, or on data that, [to a] critical degree, is known only to the agency.”) See also RICHARD J.
PIERCE, JR., ADMINISTRATIVE LAW TREATISE §7.3 (4™ Ed.).
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The Mason Study examined 600 bank and thrift failures (371 bank failures, 229
thrift failures) between March 1991 and June 2008 for the specific purpose of determining the
predictive ability of the “Brokered Deposit Adjustment” formula in the Proposed Rule: brokered
deposits in excess of 10% of domestic deposits and 20% asset growth over the prior four years.
Because neither the FDIC analysis nor CAMELS ratings are publicly available, the Mason Study
used various financial measures from each Insured Institution’s regulatory filings as a proxy for
the components of CAMELS.

The Mason Study determined that only 37 of the 600 failed institutions fell into
the “danger zone” defined by the “Brokered Deposit Adjustment” formula at time of failure, and
46 at one year prior to failure. Using a probit regression analysis that incorporates various
models to test the sensitivity of the results, the Mason Study concludes that the “Brokered
Deposit Adjustment” formula “has no incremental predictive power for failures when the
institutions’ other financial qualities are considered.” This conclusion was reached for (i) the
entire sample period, (ii) the S&L crisis period alone, (iii) the post S&L crisis period alone and
(iv) on a one-year prior-to-failure basis.

The Mason Study also concludes that the ratio of interest expense to total assets is
statistically significant in all recent periods, indicating that the pursuit of high-rate deposits
“regardless of the source of those deposits” results in a greater likelihood of failure.

As we have demonstrated, the issuance of retail brokered CDs is not a proxy for
high interest rate deposits. Deposit rates in any market area at any given time can be higher than
the cost of retail brokered CDs. And, deposits obtained from any number of sources that are not
deemed “brokered” are routinely more expensive than retail brokered CDs.

Finally, the Mason Study examined the role of brokered deposits in the failure of
ANB Bank and IndyMac Bank. In both cases, the Mason Study concludes that other indices of
ill health were present well before failure and that existing Prompt Corrective Action authority
could have been used to mitigate or prevent the FDIC’s losses in connection with the failures.

Conclusions about the Proposed Rule

We do not believe that the “Brokered Deposit Adjustment” will accomplish its
intended purpose of discouraging risky asset growth strategies. Instead, we believe that the
“Brokered Deposit Adjustment” will have the effect of causing Insured Institutions to increase
their cost of deposits in order to avoid the real, or perceived, premium that would be assessed for
using brokered deposits. In addition, we believe that the use of a 10% threshold will be treated
as a cap on brokered deposits, both by Insured Institutions and their examiners, and amounts of
brokered deposits in excess of 10% will be viewed as a sign of weakness irrespective of the
actual health of the Insured Institutions.

It is unclear how the FDIC arrived at the components of the “Brokered Deposit
Adjustment.” There is no readily apparent connection between the use of brokered deposits in
excess of 10% and failed or weak institutions. As the Utah Association of Financial Services
points out in its comment letter, many non-traditional banks, including industrial banks, rely on
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significant brokered deposit funding and “have had no significant liquidity or regulatory
problems to date.” In many cases, the FDIC has approved business plans that are predicated on
significant use of brokered deposit funding.

An analysis of brokered deposit use by IDC Financial Publishing, Inc., a firm that
analyzes financial institution credit quality, shows that Insured Institutions that are rated
“superior” or “excellent,” the two highest credit ratings assigned by IDC, are more likely to
utilize brokered deposits than lower rated Insured Institutions. At a minimum, the IDC data
demonstrate that there is no correlation between brokered deposit use and poor credit quality.*®

The use of 20% asset growth over the previous four years as a measure of rapid
growth suffers from two deficiencies. First, this definition of rapid asset growth would have
included Insured Institutions engaging in average asset growth nearly every year since 1970. A
20% growth rate over four years correlates to a compound annual rate of 4.66%. Between 1970
and 2007, the banking system’s four-year average asset growth rate fell below 4.66% in only five
four-year periods, and in only six individual years.”” Second, the “Brokered Deposit
Adjustment” does not require a causal connection between the presence of more than 10%
brokered deposits and 20% asset growth. An Insured Institution could fund its growth using
non-brokered funding sources, but still be assessed a premium adjustment based upon the
mere presence of brokered deposits.

The Proposed Rule is also in conflict with the FDIC’s long-standing policy that
brokered deposits used by Insured Institutions is best regulated on a case-by-case basis:

The prudent use of brokered deposits within legal requirements is entirely
acceptable. Brokered deposits should be treated and assessed as any
other funding alternative having its own special advantages and
disadvantages. Furthermore, the acceptance of brokered deposits should
not be grounds for criticism per se by virtue of the nature or origin of such
deposits without considering the manner in which they are used and the

impact of such use on the institution’s overall condition and operations.”®

We believe that the FDIC’s legitimate policy concerns would be best served by
continuing its long-standing policy of determining the effectiveness of an Insured Institution’s
brokered deposit use on a case-by-case basis. For this purpose, CAMELS ratings would clearly
be the most useful basis for determining a healthy relationship of liabilities to assets.

Very truly yours,

Paul T. Clark

26
27

See IDC data, attached hereto as Attachment E.

See Mark J. Flannery, Brokered Deposits Received Through a Network of Depository Institutions on a
Reciprocal Basis (December 10, 2008), appended to comment of Promontory Interfinancial Network, LLC
regarding the Proposed Rule.

2 FDIC Interpretive Letter. 95-24 (April 26, 1995).
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Tel: 202-747-3540

www.empiris.com

MEMORANDUM
TO: Robert E. Feldman, Executive Secretary, Federal Deposit Insurance Corporation
FROM: Joseph Mason!, Hal Singer? & Jeffrey West?

SUBJECT: The Effect of Brokered Deposits and Asset Growth on the Likelihood of Bank Failure

DATE: 12/17/2008

INTRODUCTION AND SUMMARY OF CONCLUSION

The purpose of this memorandum is to describe the analyses presented on the accompanying
slideshow exhibit “The Effect of Brokered Deposits & Asset Growth on the Likelihood of Bank
Failure.” We review the use of brokered deposits among failed and non-failed banks. In addition, we
construct models to predict bank failure based on standard financial measures as well as the FDIC’s
proposed measure of brokered deposits. Our analysis shows that the FDIC’s proposed “adjusted
brokered deposit ratioc” has no power to predict a bank failure when the other financial
characteristics of the bank are considered.

I. SUMMARY OF DATA

In attempting to determine what role, if any, brokered deposits play in the failure of major
depository financial institutions in the United States, we created a database of relevant financial data
for all reporting commercial banks and thrifts in the U.S., both failed and surviving, for the period
1985-2008 (slide 4). Our model focuses specifically on commercial bank and thrift failures between
1991 and 2008. Because we are interested in predicting failure, we use data one year prior to failure
for failed banks. Because the FDIC’s proposed adjusted brokered deposit ratio includes an
institution’s four-year asset growth rate, data from 1985 is required to estimate the four-year asset
growth rate of a bank at the end of 1989 — approximately one year before the earliest bank failure of
1991.

Data for commercial banks comes from quarterly Report of Condition and Income forms (“Call
Reports™), completed by the banks themselves and catalogued on the Federal Reserve Bank of
Chicago’s website.* Included in each Call Report are basic balance sheet items including total assets,
total loans, total deposits, total brokered deposits, as well as income statement items, such as total
expenses, net income, and interest income.

! Hermann Moyse Jr./Louisiana Bankers Association Endowed Chair of Banking, E. J. Ourso College of
Business, Louisiana State University.

2 President, Empiris, LLC.

3 Senior Vice President, Empinis, LLC.

* http:/ /www.chicagofed.org/economic_research_and_data/commercial_bank_data.cfm.



Data for thrifts is taken from quarterly thrift financial reports (“TFRs”), completed by thrifts
themselves, and catalogued via the FDIC’s Research Information System (“RIS”). TFRs include the
same basic indicators of institutional health reported in the commercial bank Call Reports, principally
income statement and balance sheet items. At the time of this analysis, we had TFR data from the
FDIC’s RIS through the end of 2005. To include thrifts that failed after 2005, we collected quarterly
TER data from the Federal Financial Institutions Examination Council’s (FFIEC’s) web site.> Our
analysis can be supplemented once an updated version of the TFR database is available to us from
the RIS.

This basic financial data for individual commercial banks and thrifts was then combined with a
list of failed institutions from 1991-2008, reported in the FDIC’s Historical Statistics on Banking.6 Of
the 600 failed institutions identified by the FDIC between 1991 and 2008, 371 failed commercial
banks and 229 failed thrifts appear in our data sample.

Slide 5 shows the petrcent of institutions filing a Call Report or TFR that fail in each year from
1991 through 2008. In 1991, 1.68 percent of all institutions that filed a financial report failed that
year. After 1994, failures decreased substantially to 0.11 percent per year or less, until this year. As of
December 12, 0.3 percent of all institutions (excluding surviving thrifts, whose data we have not
collected as of the time of this study) failed in 2008.

II. INCIDENCE OF BROKERED DEPOSITS AMONG BANK FAILURES

The FDIC presents a measure called the “adjusted brokered deposit ratio” (slide 6). A vast
majority of commercial banks and thrifts that failed between 1991 and December 12, 2008 had
adjusted broker deposit ratios outside the FDIC’s “danger zone” (a positive adjusted broker deposit
ratio, where four-year asset growth exceeds 20 percent and the ratio of brokered deposits to domestic
deposits exceeds 10 percent) (slides 7-8). The result held whether the ratio was examined in the
quarterly report immediately prior to failure (slide 7) or in the quartetly repott one year before failure
(slide 8). Shides 9 and 10 list the 37 failed banks and thrifts in the “danger zone” as of the last
quarterly report prior to failure shown on slide 7. Slides 11 and 12 list the 46 failed banks and thrifts
in the “danger zone” one year prior to failure as shown on slide 8.

On slide 13, we show the mean quartetly incidence of failure for all institutions and for
institutions with positive adjusted brokered deposit ratios. Slide 13 shows that 0.074 petcent of the
quarterly Call Reports and TFRs in our sample filed for the quarters ending December 31, 1990
through September 30, 2008 represented the last quarterly filing for an institution prior to failure. If
the sample is limited to institutions reporting brokered deposits and asset growth that would result in
a positive adjusted brokered deposit ratio in a quarter, 0.169 percent of the quarterly Call Reports and
TFRs in our sample filed for the quarters ending December 31, 1990 through September 30, 2008
represented the last quarterly filing for an institution prior to failure. If the sample is limited to
institutions reporting brokered deposits and asset growth that would result in a positive adjusted
brokered deposit ratio in a quarter, 0.203 percent of the quarterly Call Reports and TFRs filed for the
quarters ending March 31, 1990 through December 31, 2007 represented the filing for the quarter
ending one year prior to the last quarterly filing for an institution prior to failure. We present
comparable results for the periods before and after the approximate end (1993Q4) of the eatly 1990s
S&L crists. Slide 13 shows that a positive adjusted brokered deposit ratio was extremely rare for all
institutions as well as for failed institutions. Although the average adjusted broketed deposit ratio was

5 https://cdr.ffiec.gov/public/SearchFacsimiles.aspx
¢ FDIC Historical Statistics on Banking — Failures & Assistance Transactions
(http:/ /www2.fdic.gov/hsob/SelectRpt.asp?EntryTyp=30).



greater for failed institutions than for all institutions during the sample, this difference does not
indicate whether the presence of brokered deposits serve as a predictor for failure beyond the other
financial characteristics of the institution.

On slide 14, we show the mean brokered deposit ratio for all institutions and for failed
institutions only. Slide 14 shows that the mean brokered deposit ratio for all institutions in our
sample over all quarters from 1990Q4 through 2008Q3 is 0.00378; wheteas the mean brokered
deposit ratio in the last quarterly filing before an institution’s failure is 0.01272. The mean brokered
deposit ratio one year before an institution’s failure is 0.01272. We present comparable results for the
periods before and after the approximate end (1993Q4) of the eatly 1990s S&L ctisis. Slide 14 shows
that the mean adjusted brokered deposit ratio for failed institutions in the quarter prior to failure and
one year prior to failure was greater than the mean ratio for all institutions. However, slide 14 does
not answer the question as to whether the adjusted brokered deposit ratio is a predictor for failure
when the other financial characteristics of an institution are considered.

I ESTIMATING EFFECT OF BROKERED DEPOSITS ON LIKELIHOOD OF FAILURE
WHEN CONTROLLING FOR OTHER FACTORS

The FDIC’s confidential CAMELS rating for an institution is an indicator of the institution’s
financial health (slide 16). The CAMELS rating captures an institution’s capital adequacy, asset
quality, management quality, earnings, liquidity, and sensitivity to market risk. Although the
CAMELS ratings are non-public, various financial measures from an institution’s public regulatory
filings can serve as proxies for the components of the institution’s CAMELS rating (slide 17). Slide
18 shows the summary statistics for these financial measures over all available Call Report and TFR
filings for 1989Q4 through 2008Q3 in out sample.

We estimate the likelihood of an institution’s failure using models known as “probit” regtessions
(slide 19). These regression control for the various financial characteristics of the institution that we
use as proxies for the CAMELS rating components as well as the FDIC’s proposed adjusted
brokered deposit ratio. In all of our models, we estimate the likelilhood than an institution will fail
based on its on lagged financial characteristics — as of the quarterly filing ore year before the quarter in
which survival or failure is observed (slide 20). For example, we estimate the probability that an
institution fails during 2008Q1 by examining its financial characteristics as of the end of 2007Q1.
Only the model using lagged characteristics can be used for a predictive policy exercise. Conversely, a
model based on contemporaneous financial characteristics, measured as of the last quarterly filing
before failure, would give policymakers little time to make any intervention before failure.

We estimate our models on different time three-year time petriods within our 1991-2008 sample
(slide 21). This sampling enables us to see the changes in the vatiables’ explanatory power in
predicting failure over time. However, one of our three-year samples (2003-2005) only has seven
failures, which results in a poor prediction model. Therefore, we combine the 2003-2005 and the
2000-2002 samples into a single six-year sample when estimating the model over that time period.

Finally, all of our models use annualized financial measutes to predict failure. All balance sheet
measures other than the FDIC’s proposed Adjusted Brokered Deposit Ratio (which is not an
annualized average in the FDIC’s proposed rule other than to the extent it measures asset growth)
are annualized by calculating in each quarter the average of the current quarter and the previous 3
quarters. Income statement measures are annualized by taking the sum of the current quarter and the
previous 3 quarters.



Slide 22 presents the results of the probit regressions on the different samples. A negative sign
on a coefficient indicates that the greater the value of the given variable, the /s likely a failure will
occur. A positive sign on a coefficient indicates that the greater the value of the given variable, the
more likely a failure will occur. For example, slide 22 shows a positive sign for the coefficient for the
ratio of accrued interest (earned but not collected) to total assets in all of the samples. This indicates
that the when earned but uncollected accrued interest constitutes a larger share of assets for an
institution, the institution is more likely to fail.
In each model, the number of asterisks “*” in a row indicates the level of statistical significance
of the coefficient result. The statistical significance increases with the number of asterisks. Many of
the standard financial ratios that setrve as proxies for the CAMELS rating components are statistically
significant and have the expected signs on the coefficients. For example, in every model, the ratio of
nonaccrual loans to total loans and leases is positive and statistically significant at a level of at least 10
percent confidence (“*”), indicating that an increase in the ratio results in an increased likelihood of
fatlure. Similarly, the ratio of interest expense to total assets has a negative sign on its coefficient and
is statistically significant at 1 percent in all but one of the samples. This indicates that high interest
expense relative to an institution’s asset size (regardless of the soutce of the high interest expense)
was a significant predictor of failure.

If no asterisks are present in a row, then the variable’s coefficient is not statistically significant,
and the variable has no statistically significant effect on the likelihood of failure in the given model.
As slides 22 shows, the adjusted brokered deposit ratio (highlighted in yellow) only has statistically
significant explanatory power in the 1991-1993 sample (end of the thrift ctisis), and the 1997-1999
sample (a period of only 12 failures). During all other time periods, including all periods from 2000
through 2008, the adjusted brokered deposit ratio has no incremental predictive power for failures
when the institutions’ other financial qualities are considered.

Iv. CASE STUDIES - EVIDENCE FROM RECENT FAILURES

Because of the relatively small number of failures in recent years, a closer look at a few examples
of failed institutions can be informative as to whether brokered deposits played any role in failure
beyond the role played by the institution’s other characteristics and regulatory oversight. The
narrative of recent failures (which were included in our model), shows that those institutions’ failures
were due to asset quality and lack of regulatory action under existing regulations. For example, the
Treasury’s Office of Inspector General noted in its audit report of ANB Financial’s failure that
ANDB’s credit quality made ANB’s brokered deposits inappropriate soutces of funding (slide 35). The
auditor notes that existing PCA provisions on brokered deposits were not used by the regulator to
restrict brokered deposits. Likewise, IndyMac’s financial condition ptiot to failure (slide 36) was
extremely risky relative to its peers and should have been used by regulators under existing PCA
provisions to restrict the use of brokered deposits. These natratives confirm what our models show,
which is that the FDIC’s proposed adjusted brokered deposit ratio cannot predict failure after asset
quality is controlled for.
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Summary of Data

Time period of failures examined: 1/1/1991 — 12/12/2008
Data sources

- Identification of failed institutions: FDIC Historical Statistics
on Banking — Failures & Assistance Transactions

- Financial results for commercial banks: Report of Condition &
Income (“Call Report”)

o Data through 2008Q2 available from Federal Reserve Bank of Chicago (http://www.chicagofed.org/
economic_research_and_data/commercial bank data.cfm)

- Financial results for thrifts: Thrift Financial Reports (TFRs)

» Data through 2005Q4 collected from FDIC Research Information System (RIS) database
» Data for failed thrifts from 2006Q1 through 2008Q3 collected from FFIEC

¢ Due to availability, data for non-failed thrifts after 2005 is not included in the sample - this data will be
included in future research once data is collected

600 failures during sample period

- 371 commercial bank failures
— 229 thrift failures




*k

Total Institutions % of
Total Filing a TFR or | Institutions
Year | Failures Call Report* Failed
1991 269 16,050 1.68%
1992 181 15,174 1.19%
1993 50 14,543 0.34%
1994 15 13,843 0.11%
1995 8 12,655 0.06%
1996 6 12,591 0.05%
1997 1 12,076 0.01%
1998 3 11,534 0.03%
1999 8 11,094 0.07%
2000 7 10,772 0.06%
2001 4 10,362 0.04%
2002 11 9,999 0.11%
2003 3 9,777 0.03%
2004 4 9,576 0.04%
2005 0 9421 0.00%
2006 0 8,504 0.00%
2007 3 8,358 0.04%
2008 24 8,081 0.30%
Total 597**

Non-failing thrifts in 2006, 2007 and 2008 are excluded from the count of total institutions filing a TFR or Call Report.

Three of the 600 total failures from 1991-present cited on the previous slide are excluded from the analyses. One of the excluded failures could
not be matched with any call report or TFR. Another failed bank is excluded because its last quarterly filing was more than 4 years before
failure. Finally, one failure was excluded because it was the second failure for a bank that had failed earlier in the sample period.
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The 37 Failed Institutions within Proposed FDIC "Danger Zone” One

Quarter Prior to Failure, 1991-2008

(in thousands of dollars)
Total
Date of | 4-year Asset | Brokered Brokered Total Domestic
Count Institution Failure | Growth Ratio| Deposit Ratio |  Deposits Total Assets Deposits

1{|WASHINGTON MUTUAL BANK 9/25/2008 0.25 0.18] $34,044560] $307,021,600] $188,260,800
2|INDYMAC BANK F.S.B 7/11/2008 1.06 0.29] $5489,747]  $30,698,512) $18,941,728
3|FRANKLIN BANK, SSB 11/7/2008 0.82 0.46] $1,721,040 $5,572,332)  $3,722,597
4| ANB FINANCIAL NATIONAL ASSOCIATION 5/9/2008 2.65 0.87)  $1,578,908 $1.895,545]  §1,815,691
5|FAR WEST S&LA, FA 1/11/1991 0.23 0.40f  $1,185,146 $3,714,988]  $2,981,632
6/BANK OF NEW ENGLAND, NATIONAL AS 1/6/1991 041 0.12]  $1,150,0000  $13428,614]  $9,347,005
7|OAK TREE FSB 10/13/1991 0.79 0.41 $930,324 $2,214549]  $2,256,189
8|SILVER STATE BANK 9/5/2008 2.28 0.34 $594,218 $1,957,120]  §$1,733,091
9|FIRST NB OF KEYSTONE 9/1/1999 1.93 0.60 $525,752 $1,119,865 $880,859
10|FIRST NATIONAL BANK OF NEVADA 712512008 2.19 0.16 $475,560 $3,411,145]  $3,038,053
11JTHE COMMUNITY BANK 11/21/2008 1.26 0.53 $308,594 $628,056 $577,219
12| THE COLUMBIAN BANK AND TRUST COMPANY 8/22/2008 2.26 0.42 $261,371 $735,071 $620,354
13INEXTBANK 2/7/2002 289.65 0.35 $190,452 $700,180 $551,297
14{INTEGRITY BANK 8/29/2008 217 0.18 $170,145 $1,107,514 $962,456
15|THE BANK OF HORTON 6/13/1991 2.01 0.82 $140,093 $167,298 $170,540
16|SECURITY PACIFIC BANK 11/7/2008 1.09 0.22 $115,937 $587,669 $516,202
17|BOSTON TRADE BANK 5/3/1991 131 0.33 $98,916 $307,033 $301,548
18|THE FINANCIAL CENTER BANK, N.A. 5/4/1992 1.12 0.43 $94,209 $225,189 $218,847

**Continued on next slide...
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The 37 Failed Institutions within Proposed FDIC "Danger Zone” One

Quarter Prior to Failure, 1991-2008
**Continued from previous slide...
(in thousands of dollars)
Brokered Total Total
Dateof | 4-year Asset | Deposit | Brokered Domestic
Count Institution Failure | Growth Ratio] Ratio Deposits | Total Assets] Deposits
19JCONNECTICUT BANK OF COMMERCE 6/26/2002 3.38 0.23 $73,803] $384,1721 $322,228
20{FIRST GEORGIA COMMUNITY BANK 12/5/2008 0.51 0.30 $67,696]  $263,552]  $222,300
21{HAVEN TRUST BANK 12/12/2008 2.72 0.15 $66,635] $557,594] $451,855
22|{UNIVERSITY BANK, NATIONAL ASSOCI 5/31/1991 0.72 0.22 $66,505] $318,836] $295,818
23|MAIN STREET BANK 10/10/2008 5.57 0.47 $46,920]  $112,368 $98,934 |
24|MADISON NATIONAL BANK 5/10/1991 0.24 0.11 $44,5411  $473,781]  $404,200
25|SENTINEL BANK 1/31/1992 322 0.41 $30,412 $74,846 $73,512
26| AMERICAN SB, FSB 3/22/1991 2.21 0.29 $26,054]  $110,234 $90,436
27|CITY BANK AND TRUST 3/29/1991 1.52 0.20 $24,308]  $116,044] $119,406
28|BROOKFIELD BANK 5/8/1992 0.51 0.29 $20,172 $60,696 $68,675
29|SANDERSON STATE BANK 12/12/2008 0.41 0.44 $16,007 $42,859 $36,409|
30{MISSION VIEJO NATIONAL BANK 2/28/1992 0.79 0.13 $13,602] $114,584] $102,372
31{VALLEY BANK 9/13/1991 2.68 0.21 $7,324 $33,694 $35,568
32{THE FARMERS BANK & TRUST OF CHENEYVILLE 12/17/2002 0.84 0.22 $7,131 $35,317 $32,103
33|HUNTINGTON PACIFIC THRIFT & LOAN 12/4/1992 0.24 0.13 $4,943 $40,476 $38,255 ‘
34/IONA SAVINGS BANK 10/11/1991 0.34 0.16 $4,590 $31,180 $29,513
35{Q BANK 8/7/1998 0.23 0.25 $3,468 $14,977 $13,888
36{THE BANK OF VERDE VALLEY 1/16/1992 1.06 0.31 $3,193 $10,254 $10,155
37{SINCLAIR NATIONAL BANK 9/7/2001 2.25 0.10 $2,643 $29,792 $26,054

10




The 46 Failed Institutions within Proposed FDIC "Danger Zone” One Year

Prior to Failure, 1991-2008

(in thousands of dollars)

4-year Asset Brokered
Date of | Growth Deposit | Total Brokered Total Domestic
Count Institution Failure Ratio Ratio Deposits Total Assets Deposits
1JWASHINGTON MUTUAL BANK 9/25/2008 0.33 0.13]  $25,613,624 $328,805,088]  $197,136,096] |
2|INDYMAC BANKF.SB 7/11/2008 1.78 0.31 $5,280,067] $33,463,556]  $16,953,534
3]COLUMBIA S&LA 1/25/1991 0.20 0.63 $4,433,615]  $8,195,074 $7,030,983
4|GREAT AMERICAN FSA 8/9/1991 0.50 0.16 $1,699,968| $15,060,494]  $10,730,071
S{BANK OF NEW ENGLAND, NATIONAL AS 1/6/1991 1.34 0.21 $1,588,000] $15,242,326 $7,614,650
6]FAR WEST S&LA, FA 1/11/1991 0.61 0.45 $1,540,697] $4,166,050 $3,443,946
T{ANB FINANCIAL NATIONAL ASSOCIATION 5/9/2008 2.93 0.85 $1,476,288]  $1,947,476 $1,742,351
8]OAK TREE FSB 10/13/1991 1.55 0.50 $1,110,481] $2,272,209 $2,233,332
9|FRANKLIN BANK, SSB 11/7/2008 1.54 0.33 $966,130]  $5,716,498 $2,963,100
10JFIRST NB OF KEYSTONE 9/1/1999 6.52 0.55 $428,093] $1,085,585 $778,766
11{SILVER STATE BANK 9/5/2008 1.76 0.33 $402,271]  $1,446,415 $1,215,798
12§SUPERIOR BANK, FSB 7/27/2001 0.96 0.18 $285,885]  $2,120,025 $1,588,692
13]THE COMMUNITY BANK 11/21/2008 140 0.49 $265,545 $602,126 $539,208
14]INTEGRITY BANK 8/29/2008 4.07 0.24 $258,052]  $1,298,761 $1,077,099
15]MAINE SAVINGS BANK 2/1/1991 0.36 0.17 $233,696] $1,519,410 $1,404,785}
16]THE BANK OF HORTON 6/13/1991 6.21 0.84 $201,866 $247,652 $239,840} |
17)THE COLUMBIAN BANK AND TRUST COMPANY 8/22/2008 1.94 0.41 $191,206 $639,489 $465,211
18|MECHANICS AND FARMERS SAVINGS BA 8/9/1991 0.21 0.16 $153,9771  $1,261,161 $969,496
19]FIRST NATIONAL BANK OF NEVADA 7/25/2008 1.02 0.10 $124216] $1,433,244 $1,185,052
20|COUNTY BANK, FSB 3/27/1991 0.90 0.10 $106,983] $1,367,671 $1,048,573|
21|NEW HAMPSHIRE SAVINGS BANK 10/10/1991 0.22 0.11 $103,262 $964,308 $908,092
22|UNIVERSITY BANK, NATIONAL ASSOCI 5/31/1991 131 0.31 $102,161 $386,429 $328,463
23|CONNECTICUT BANK OF COMMERCE 6/26/2002 3.36 0.29 $91,841 $392,960 $321,288

**Continued on next slide...
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The 46 Failed Institutions within Proposed FDIC "Danger Zone” One

Year Prior to Failure, 1991-2008

**Continued from previous slide...

(in thousands of dollars)
4-year Asset
Date of Growth Brokered | Total Brokered Total Domestic
Count Institution Failure Ratio Deposit Ratio Deposits Total Assets Deposits

24{SECURITY PACIFIC BANK 11/7/2008 1.77 0.16 $78,959 $594,725 $501,563
25|NEXTBANK 2/7/2002 376.89 0.15 $74,600 $835,897 $487.419
26|FIRST GEORGIA COMMUNITY BANK 12/5/2008 1.01 0.29 $71,106 $295,399 $245,7301 -
27{HAVEN TRUST BANK 12/12/2008 3.04 0.13 $54,574 $504,717 $426,482 |
28|LOWELL INSTITUTION FOR SAVINGS 8/30/1991 0.61 0.13 $44,513 $443,570 $352,556] -
29|MALIBU SB, FSB 1/11/1991 0.33 0.29 $42,018 $168,086 $142,619] |
30|SOUTHSTATE BANK FOR SAVINGS 4/24/1992 0.39 0.13 $35,028 $297,292 $269,318] |
31jCITY BANK AND TRUST 3/29/1991 3.75 0.25 $30,136 $127,048 $120,709]
32{MISSION VIEJO NATIONAL BANK 2/28/1992 1.65 0.18 $26,106 $172,436 $141,553
33]AMERICAN SB, FSB 3/22/1991 2.15 0.29 $24,868 $110,913 $85,014}
34|SURETY FS&LA 7/9/1991 0.69 0.14 $23,846 $231,159 $167,600( |
35|THE COSMOPOLITAN NATIONAL BANK O 5/17/1991 0.88 0.16 $23,280 $156,709 $143,252} ¢
36|EXECUTIVE SB, FSB 4/26/1991 0.47 0.28 $18,935 $69,487 $67,086]
37|SANDERSON STATE BANK 12/12/2008 0.62 0.40 $15,287 $44,280 $38,090
38|HUNTINGTON PACIFIC THRIFT & LOAN 12/4/1992 0.61 0.25 $10,286 $45,231 $41,245] |
39|CORAL COAST FSB 8/2/1991 241 0.17 $9,585 $60,303 $58,068
40|WESTERN COMMUNITY BANK 7/29/1994 0.38 0.15 $8,710 $63,331 $58,562
41)WORTHINGTON STATE BANK 11/14/1991 0.36 0.15 $6,968 $47,643 $45,030
42|THE FAMILY BANK AND TRUST 9/6/1991 1.41 0.15 $5,454 $39,544 $37,519
43|THE FARMERS BANK & TRUST OF CHENEY'V|12/17/2002 0.84 0.18 $4,852 $30,316 $27,551
44]I0NA SAVINGS BANK 10/11/1991 0.67 0.14 $4,689 $35,012 $32,732
45| VILLAGE GREEN NATIONAL BANK 5/9/1991 0.36 0.12 $3,664 $34,907 $29,557)
46/Q BANK 8/7/1998 0.57 0.13 $2,022 $17,547 $15,549
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~ Mean Quarterly Incidence of Failure

12/31/1990 - 12/31/1990- 1/1/1994 -

Sample N . 12/12/2008  12/31/1993  12/12/2008
All institutions 0.074% 0.257% 0.016%

Institutions with 4-year asset growth >20% &
ratio of brokered deposits to total domestic 0.169% 1.532% 0.096%
deposits > 10% in previous quarterly filing

Institutions with 4-year asset growth >20% &
ratio of brokered deposits to total domestic 0.203% 1.603% 0.095%
deposits > 10% in quarterly filing one year ago*

Although institutions with positive adjusted brokered deposit ratios have a
greater incidence of failure, does the adjusted brokered deposit ratio have any
power to predict failure BEYOND the standard measures of financial health,
such as asset quality?

* Note: Sample periods begin and end one year earlier than dates indicated in column heading when examining institutions’
filings one year ago.
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~ Mean “Adjusted Brokered Deposit Ratio”

12/31/1990 - 12/31/1990 - 1/1/1994 -

All institutions 0.00378 0.00086 0.00472

Failed institutions, ratio measured as of
quarterly filing prior to failure

Failed institutions, , ratio measured as of filing
one year prior to failure*

0.01272 0.00596 0.04824

e On average, failed institutions’ adjusted brokered deposit ratios are
greater than the ratios for all institutions

e The adjusted brokered deposit ratio increases as failed institutions get
closer to failure

e Although failed institutions have above-average adjusted brokered
deposit ratios, does the adjusted brokered deposit ratio have any power
to predict failure BEYOND the standard measures of financial health,
such as asset quality?

* Note: Sample periods begin and end one year earlier than dates indicated in column heading when examining institutions’

filings one year prior to failure.

0.01168 0.00640 0.03895
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ESTIMATING EFFECT OF BROKERED
DEPOSITS ON LIKELIHOOD OF FAILURE
WHEN CONTROLLING FOR OTHER
FACTORS

15




Estimating Likelihood of Failure
CAMELS Ratings

o FDIC uses CAMELS ratings to monitor a bank’s financial
condition

o C=Capital adequacy

o A = Asset quality

o M =Management quality

o E =Earnings

o L =Liquidity

o S=Sensitivity to market risk
o CAMELS ratings are not public

e Academic literature uses various financial measures as
proxies for the components of CAMELS rating to predict
bank failure

16




Estimating Likelihood of Failure
xies

E = Earnings

CAMELS Rating Pro

C = Capital adequacy

Total Equity / Total Assets

A = Asset quality

Total Loans & Leases / Total Assets

Accrued interest, earned but not
collected / Total Assets

REQ / Total Assets
Real estate loans / Total Loans

Commercial & industrial loans / Total
Loans & Leases

Past due loans (90+ days) / Total Loans &
Leases

Nonaccrual loans & leases / Total Loans
& Leases

Loan loss provisions / Total Assets

M = Management quality

Efficiency Ratio = Non-interest
expenses/(Net interest income + Non-
interest income)

Net income after taxes / Total Assets
Interest income / Net income after taxes

Noninterest income / Net income after
taxes

Interest expense / Net income after taxes
Loan charge-offs / Noninterest income

Expenses on premises / Noninterest
expense

Salaries / Noninterest expense

L = Liquidity

Volatile liabilities (Fed funds purchased &
securities sold under agreements to
repurchase + demand notes issued to
Treasury & other borrowed money + time
deposits > $100K in domestic offices +
trading liabilities less revaluation losses) /
Total Assets

S = Sensitivity to market risk

None

Other measures

In (Total Assets)
FDIC’s Adjusted Brokered Deposit Ratio
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Quarterly Summary Statistics

All Institutions, 1989Q4 — present

Variable Obs Mean Std. Dev. Min Max
C = Capital adequacy
Total Equity / Total Assets 846,246 0.09128 1.68021  -602.04610 338.60000
A = Asset quality
Total Loans & Leases / Total Assets 846,246 0.58974  0.17745 -0.05948 1.64763
Accrued interest, earned but not collected / Total Assets 813,141  0.00659 0.00428 -0.00018 0.26396
REO / Total Assets 846,246 0.00326 0.01050 -0.01795 1.35203
Real estate loans / Total Loans & Leases 839,693 0.59893  0.24776 -0.32003 490671
Commercial & industrial loans / Total Loans & Leases 839,693 0.16062  0.14971 0.00000 1.14699
Past Due Loans (90+ days) / Total Loans & Leases 839,693 0.00411 0.00816 0.00000 0.65698
Nonaccrual loans & leases / Total Loans & Leases 839,693 0.00906 0.01875 0.00000 1.00000
Loan Loss Provision / Total Assets 846,246  0.00838 0.00701 0.00000 0.77781
M = Management quality
Efficiency Ratio 814,940 0.68821 3.05034 -1907.28600 1218.00000
E = Eamings
Net income after taxes / Total Assets 846,246  0.00896 0.10412 -75.58028 16.01653
Interest income / Total Assets 846,246 0.07056  0.02896 -2.15771 10.28336
Noninterest income / Total Assets 846,246 0.01360 0.16569 -5.27699 47.50000
Interest expense / Total Assets 846,246 0.03269  0.01782 -0.69737 4.72260
Expenses on premises / Noninterest expense 814,788  0.13986  0.10569 -43.00000 65.66666
Salaries / Noninterest expense 814,788 0.51433  0.46063 -40.00000 396.33330
Loan charge-offs / Noninterest income 813,889 0.48379 10.58171 -5304.50000 2161.83300
L = Liquidity
Volatile liabilities / Total Assets 846,246 0.13765 0.11194 0.00000 1.81864
Other
In (Total Assets) 846,246 11.42871 1.43250 -1.38629 21.01388
FDIC’s Adjusted Brokered Deposit Ratio 863,778 0.00363  0.03644 0.00000 0.90617

Note: All balance sheet measures other than the FDIC's proposed Adjusted Brokered Deposit Ratio (which is not an annualized
average in the FDIC’s proposed rule other than to the extent it measures asset growth) have been annualized by calculating in
each quarter the average of the current quarter and the previous 3 quarters. Income statement measures are annualized by

taking the sum of the current quarter and the previous 3 quarters.
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Estimating Likelihood of Failure
Probit Model

Economists use “probit” models to measure the likelihood of a
given event (such as failure)

These regression models can control for factors that might
predict the occurrence of the event

We estimate probit models on the bank failure data,
controlling for:

- Standard proxies for CAMELS rating components

- Adjusted brokered deposit rule proposed by FDIC
The probit model will show whether rapid asset growth
combined with high incidence of brokered deposits has any

significant explanatory power in predicting likelihood of
failure

19




Probit Model: Contemporaneous vs Lagged

We estimate the likelihood of failure using models with an
institution’s lagged financial characteristics rather than its
contemporaneous financial characteristics

- Contemporaneous: the quarter of the last filing prior to failure
o Predicts failure in the immediate-term

e Example: Was ANB Financial’s 5/9/2008 failure predictable based
on the financial characteristics from its 2008Q1 call report?

» Problem: For a policy to be effective, it needs to be applied
earlier than 1 quarter prior to failure
- Lagged: One year prior to failure
e Predicts failure in the long term

« Example: Was ANB Financial’s 5/9/2008 failure predictable based
on the financial characteristics from its 2007Q2 call report?
o The lagged model shows whether the failure was predictable in

advance, allowing the regulator sufficient time to intervene before
failure through actions such as increased insurance premiums

20




Probit Model Samples

Have the factors that predict failure changed over time?

Were brokered deposits any more predictive of failure during the
S&L crisis of the early 1990s than today?
We estimate probit models using 3-year samples

- Only 7 institutions failed during the 2003-2005 sample. Because such
a small number of institutions failed during this time period, we

substitute a combined 2000-2005 six-year sample for the individual
2000-2002 and 2003-2005 samples

Models are estimated using robust cluster estimators

Explanatory variables are annualized
- Balance sheet measures: Average of previous 4 quarters
- Income statement measures: Sum of previous 4 quarters
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Probit Model Results

Variable
Total Equity / Total Assets

Total Loans & Leases / Total Assets

Sample Period

Accrued interest, earned but not collected / Total Assets

REO / Total Assets

Real estate loans / Total Loans & Leases

Commercial & industrial loans / Total Loans & Leases

Past Due Loans (90+ days) / Total Loans & Leases

Nonaccrual loans & leases / Total Loans & Leases

Loan Loss Provision / Total Assets

Efficiency Ratio

Net income after taxes / Total Assets

Interest income / Total Assets

Noninterest income / Total Assets

Interest expense / Total Assets

Expenses on premises / Noninterest expense

Salaries / Noninterest expense

Loan charge-offs / Noninterest income

Volatile liabilities / Total Assets

In (Total Assets)

FDIC’s Adjusted Brokered Deposit Ratio

Constant

Pseudo R-sq
Observations

1991-1993
Coeficient

1.5980
0.2192)
1.2780
0.1423)
19.4135
(4.0938)
3.2634
(0.7013)
0.5751

(0.2301)
-0.6073
(0.2875)
0.0014
(0.0004)
0.2242
(0.1833)
0.0290
(0.0122)
0.9481
(0.3080)
-4.6848
(0.2448)

0.1570
175,054

L

Ll

ko

Ll

Ak

L LS

ELL ]

i

Aok

L]

Wk

i

Ll

Yy

h

ke

Lid

L1l

ok

1994-1996
Coefficient

!Std. Errorz

~11.9599
(2.1047)
2.3907
0.6271)
3.5168
(13.0174)
5.2158
(1.8513)
0.1705
(0.4792)
1.2263
(0.6515)
20252
(2.8624)
4.6675
(1.4142)
-6.7777
(7.0952)
-0.0093
(0.0064)
-11.3060
(2.2767)
2.7471
(3.9491)
1.6218
(0.2367)
26469
(10.4168)
0.1301
(0.1255)
0.0912
(0.0199)
0.0004
(0.0015)
2.4862
(1.0674)
0.0278
(0.0501)
1.2849
{0.8204)
-4.9266
(0.7488)

0.3957
151,055

ook

L 22

Ll

ko

LI

11

L 124

Ll

L L]

1997-1999 2000-2005 2006-2008
Coefficient Coefficient CoefTicient
(Std. Error) (Std. Error) (Std. Error)
-9.1369 -2.5618 -0.3140
(4.9193) * (1.4528) * (1.9761)
-0.7725 0.7186 3.3068
(0.6657) (0.4778) (0.9512) wue
184172 47211 39.7799
(11.1242) * (9.6443) (19.8899) *+
-12.3974 8.2798 15.4942
(7.5317) * (4.4719) * (5.7286)
0.2540 0.0342 1.4233
(0.6809) (0.4908) (0.9854)
0.2927 1.4079 1.2751
(0.9278) (0.5603) ** (1.3339)
53323 4.8337 15.5090
(1.6457) ** (2.0508) ** (5.4257) e+
3.0775 3.7295 5.4493
(1.7884) * (0.9170) == (1.2014) **»
17.8110 15.1315 -24.5668
(6.4172) =+ (4.7569) *++ (21.4831)
00194 0.0068 0.1135
(0.0078) ** (0.0027) *+ (0.0609) *
-6.1629 -0.4491 -13.0279
(4.3619) (0.6575) (2.7353)  ww+
-0.8303 -8.2694 5.8332
(3.8829) (3.0962) *++ (7.9403)
0.3625 -2.2889 -5.1756
(0.0973) *+* (1.9167) (3.4679)
16.7525 29.2887 53.5188
(7.9234) ** (6.3411) *e* (14.7610) ***
-0.1845 0.2509 2.7279
(0.4350) (0.7573) (1.0737) ™+
0.6274 -0.0997 0.5617
(0.5463) (0.0249) **+ (0.2402) **
0.0117 0.0012 0.0002
(0.0073) (0.0008) (0.0006)
702868 0.5084 -0.3608
(0.8896) (0.5152) (0.4846)
-0.0801 -0.1795 0.1628
(0.0791) (0.0694) *+* (0.0557) ***
1.7297 -0.1100 0.5045
(0.8109) ** (0.4907) (0.3117)
-2.9749 -2.8532 -11.3856
(0.9326) *** (0.6620) **+ (1.8778) ***
0.2011 0.3290 0.3431
130,979 103,886 95,797

* significant at 10%
** significant at 5%
*** significant at 1%
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Estimating Likelihood of Failure

Probit Model Results

Several of the proxies for CAMELS rating components have the
expected effect (positive or negative) on likelihood of failure and are
statistically significant

Total equity / total assets

Total loans / total assets

Accrued interest, earned by not collected / total assets
REQO / total assets

Commercial & industrial loans / total loans

Past due loans (90+ days) / Total loans & leases
Nonaccrual loans / Total loans & leases

Net income / Total assets

Interest expense / Total assets

+ Negative sign and large absolute value for the coefficient indicates that high-
interest expense was a significant predictor of failure, regardless of its source

The adjusted brokered deposit ratio only has statistically significant
explanatory power in the 1991-1993 sample (end of the thrift crisis),
and the 1997-1999 sample (a period of only 12 failures). It has NO
significant explanatory power in recent periods.
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CASE STUDIES: EVIDENCE FROM RECENT
FAILURES

24




Recent Bank Failures
ANB Financial

The U.S. Treasury’s Office of Inspector General (OIG) released its audit report of the failure of ANB
Financial in November 2008.

OCC guidance “did not provide benchmarks or more specific guidance as to when examiners should start
to raise concerns with bank management about the use of brokered deposits and other non-retail deposit
funding sources,” because PCA rules limit use of brokered deposits. (p. 24)

“The Federal Deposit Insurance Corporation Improvement Act requires that acceptance of brokered
deposits can only be made by well-capitalized institutions that exceed the minimum PCA
requirements. ... OCC downgraded ANB’s capital level to adequately capitalized as a result of the
formal agreement issued in June 2007.” (p. 8)

-~ PCA Rules were followed, but bank remained “well-capitalized” because OCC examiners did not
take action on bank assets in a timely fashion.
“OCC did not issue a formal enforcement action in a timely manner, and was not aggressive enough in the
supervision of ANB when problems first arose.” (p. 13)
- "OCCidentified most of ANB’s problems in 2005; however, it took no forceful action until 2007.” (p.
13)
Under OIG Recommendations:

“Re-emphasize to examiners that examiners must closely investigate an institution’s circumstances
and alter its supervisory plan if certain conditions exist as specified in OCC’s Examiner’s Guide to
Problem Bank Identification, Rehabilitation, and Resolution.” (p. 27)

- “Re-emphasize to examiners that formal enforcement action is presumed warranted when certain
circumstances specified in OCC’s Enforcement Action Policy (PPM 5310-3) exist.” (p. 27)

“...the examiner-in-charge ...stated that by looking back, examiners needed a stronger tool to address
loan concentration limits.” (p. 22)
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Recent Bank Failures

IndyMac

» Brokered deposits have magnified losses in banks that were not closed in a timely manner,

either due to conscious forbearance or just lags in regulatory enforcement.

»  Well before failure, IndyMac showed signs of risky business strategy that cold have justified

IndyMac “increased [its] reliance on brokered deposits and it extended [their] existence

by a good 12 months.” (Letter from Ken Bernard, Money Desk Manager, IndyMac
Federal Bank to FDIC, November 12, 2008)

regulatory action:

Goodwill assets were nearly two-and-a-half times the industry average;
Other borrowed funds were over four-and-a-half times the industry average;
Volatile liabilities was almost double the industry average;

Tier One capital was below the industry average and Tier Two capital was only about
one-seventh the industry average.

Interest expense was roughly twice the industry average;
Trading gains (losses) were seventy-five times the industry average.

» Point: Like ANB, ample evidence of increasing risk was not used to trigger existing PCA
provisions on brokered deposits that could have reduced the costs of the failure.

26




Summary

When controlling for other financial aspects of an
institution, a large percentage of brokered deposits
combined with high asset growth rates has NO
predictive power on the likelihood of bank failure

Recent failures (ANB, IndyMac) failed as a result of their
asset quality, not growth fueled by brokered deposits

Based on the evidence of past bank and thrift failures,
the FDIC’s proposed rule to increase deposit insurance
based on the “adjusted brokered deposit ratio” is not
warranted
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3 Months

CD Rate Listing FHLB - FHLB - DTC Eligible
Service FHLB - Seattle Boston Cincinatti CD Total Cost
August 2005 3.95 ( 3.84 3.81 3.84 ‘ 3.78

m
October 2005

June 2006 5.42 5.44 - 539 5.43 - 5.33

August 2006

December 2006

February 2007
April 2007
June 2007
August 2007

September 20
October 2007

December 2007

April 2008

June 2008

WM
_August 2008

i i
tember




6 Months

CD Rate Listing
Service

FHLB - Seattle

FHLB -
Boston

FHLB -
Cincinatti

DTC Eligible
CD Total Cost

ple

iy

October 2008

October 2006

4.01

4.09

3.98




9 Months

CD Rate Listing
Service

FHLB -
FHLB - Boston Cincinatti

DTC Eligible
CD Total Cost

Ty

February 2007
0
April 2007

June 200?

4.21

411

A}’u ust 2007

'k October 2009

December 2007

April 2008
June 2008

August 2008

4.88




1 Year

CD Rate Listing FHLB - FHLB - DTC Eligible
Service FHLB - Seattle Boston Cincinatti CD Total Cost
2005 4.42 4.30 4.36 4.25

October 2005

December 2005

February 2006

June 2067

August 2007

Obioberv 2007

December 2007 498 434 4.21 2 4.80

February 2008

June 2008 3.25 3.80
8 i W
August 2008 4.60 3.81
i i

October 2008



2 Year

CD Rate Listing FHLB - FHLB - DTC Eligible
Service FHLB - Seattle Boston Cincinatti CD Total Cost
4.56 4.44 4,51 4.45

August 2005

October 2005

m 005
December 2005 5.04 4.93 489 4,96 4.93

June 2006

August 2006

October 2006

December 2006
February 2007

April 2007

June 2007

et MII % HE,
October 2007 5.08 4.77 4.58 4.60 4.96

August 2008
f

October 2008

2008




3 Year

CD Rate Listing FHLB - FHLB - DTC Eligible
Service FHLB - Seattle Boston Cincinatti CD Total Cost
4.63 4.54 452 4.59 4.58

December 2005 5.12 496 493 5.02 5.00

February 2006 5.11 5.13 5.08 518 5.09

June 2006

August 2006 5.59 ‘ 5.37 5.31 5.39 5.43

October 2006 5.31 5.28 5.17 5.25 5.23

February 2007

June 2007

August 2007

October 2007 5.03 4.83 4.64 4.67 5.07
o i

December 2007 4.69 4.22 4.11 - 4.09 4.79

February 2008

April 2008

June 2008

August 2008 4.86 ‘ 4.75




5 Year
CD Rate Listing FHLB - FHLB - DTC Eligible
Service FHLB - Seattle Boston Cincinatti CD Total Cost
August 2005 4,92 4.66 ) 4.70 4.75

October 2005

 December 2005 5.23 5.04 02 5.08 5.13

February 2006

April 2006

June 2006 5.59 5.65 5.63 5.68 5.69

ly 2006 V
August 2006 5.57 5.40 5.39 5.44 5.43

October 2006
December 2006

February 2007 5.26 5.31 5.22 5.26




Monthly Average Rate for 3 Mo. Term

P

CD Rate Listing Service

FHLB - Seattle

FHLB - Boston

FHLB - Cincinatti

DTC Eligible CD Total Cost

A\

- 800¢/1/01

- 800¢2/1/8

- 8002/1/9

- 8002/L/v

- 8002/1L/C

- L002/L/2)

- 200¢2/1/01

- L002/1/8

- L002/1/9

- 002/ LY

- L002/L/C

- 900¢2/L/C)L

- 900¢2/1/01

- 9002/4/8

- 9002/1/9

- 9002/4 /Y

- 900¢/1/¢

- G00¢/Liel

- G00Z/L/0L

S00¢/1/8

6.00

5.50

5.00

4.50

4.00 -

aey

3.50

3.00

2.50

2.00



CD Rate Listing Service

FHLB - Seattle

FHLB - Boston
————DTC Eligible CD Total Cost

———FHLB - Cincinatti

\
\

- 800¢/L/01

- 8002/1/8

N - 800</1/9

- 8002/L/v

\—/

- 800¢/L/C

| L 200Z/L/2)

Monthly Average Rate for 6 Mo. Term

i

7

- 2002/1/01

- 200¢2/1/8

- 2002/L/9

- 2002/Liv

- L002/L/2

- 900¢/L2)

- 9002/L/01

- 9002/4/8

- 9002/1/9

- 900¢/Liv

- 900¢/L/¢

- §00¢/L/CL

- G00¢/L/01

500¢/L/8

6.00
5.50
5.00
4.50

0
3.50
3.00
2.50
2.00

aey



Monthly Average Rate for 9 Mos. Term

= CD Rate Listing Service

=~ FHLB - Boston

FHLB - Cincinatti
~———DTC Eligible CD Total Cost

\
\
\

- 8002/L/01

- 800¢/1/8

- 800¢/1/9

- 800¢2/L/v

- 800¢2/1L/¢C

- 2002/L/21

- L00Z/L/01

- L00Z/1/8

- 2002/1/9

- L00Z/L/Y

- 2002/L/2

- 900¢/1/21

- 9002/1/01

- 900Z/1/8

- 9002/1/9

- 900¢/L/v

- 9002/V/¢

- G002/Liet

- G002/1/01

S00¢/L/8

6.00

5.50
5.00

4.50

0
3.50

ajey

3.00

2.50
2.00



Monthly Average Rate for 1 Yr. Term

M
NN

CD Rate Listing Service

~=———FHLB - Seattle

DTC Eligible CD Total Cost

FHLB - Boston
FHLB - Cincinatti

\

\ o/

- 800¢2/L/01

- 8002/1/8

- 800¢2/1/9

- 800¢/L1Y

- 800¢/L/C

- 1002/1ie)
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PREFACE

In November 1990 the undersigned were asked, initially by
Merrill Lynch, to study the relationship between bank and
thrift failures to insured brokered deposits, and to become
authors of an independent report on this financial
instrument. Before our authorship could be undertaken,
we needed to review the many recent changes in banking
law and regulation, deposit insurance policy goals and the
behavior of issuers and investors. The sponsors, for their
part, agreed not to influence or edit our work, though we
did expect to interview them (and their competitors as well
as issuers) for a better understanding of the retail brokered
deposit. We found full cooperation in these valuable and
illuminating interviews. The seven sponsors are listed

below.
A.G. Edwards, Inc. Merrill Lynch & Co., Inc.
Dean Witter Financial Services Group Oppenheimer Capital
Edward D. Jones & Co., Inc. Prudential Securities Inc.

Shearson Lehman Brothers Inc.

Our work has been supported by the very able assistance
of Steven C. Davidson and Jane G. Cates of Ferguson &
Company, notably in the tireless assembly of data for this
project.

The views, interpretations and conclusions, however, are
our own, for which we bear full responsibility, along with
any errors.

@w Cé;@; S, St

David C. Cates Stanley C. Silverberg
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EXECUTIVE SUMMARY

As of September 30, 1990, there were $80 billion’ of insured brokered deposits
outstanding from commercial banks (including savings banks) and savings & loan
associations (thrifts). Of this amount, $15 billion were outstanding at thrifts in RTC
conservatorship. It is the purpose of this report to analyze the role of insured
brokered deposits in bank and thrift failures from 1987 through 1990. To do so, we
have also looked at the nature of the brokered deposit business and at the regulation
of these deposits, both before and after FIRREA. Our observaltions and conclusions
fall under five major headings, as follows:

Most bank and thrift failures have occurred in the absence
of insured brokered deposits.

In virtually all failures, other disbretionary funding
exceeded insured brokered deposits as a source of asset
financing, usually by a wide margin.

Since FIRREA, the pattern of insured brokered deposit
issuance has changed sharply, in favor of sound issuers. In
fact, our computations show thaf had the post-FIRREA
regulatory restrictions been active from 1987, over 99% of

the failed issuers would have had to secure waivers in order

! Just-published data as of year-end 1990 shows that total insured brokered
deposits were $80 billion, of which $14 billion were outstanding from RTC
conservatorships, $44 billion from banks and $22 billion from non-conservatorship
thrifts.

Copyright 1991€ Cates Consulting Analysts, a Division of Ferguson & Company



to continue their issuance.

The end-investor in retail insured brokered deposits is

neither wealthy nor oriented to high yields.

The retail insured brokered deposit offers balance sheet

management benefits to banks, almost always at lower cost

than is available through local funding sources.

Each of these main points is backed by data analysis of regulatory financial

reports covering the years 1987-90 and/or from interviews with securities brokers and
bank/thrift issuers of insured brokered deposits. |

A. Most bank and thrift failures have occurred in the absence of insured

brokered deposits.
1. Of the 1,518 failures of banks and thrifts across the years 1987-1990,

approximately two-thirds (1,003, or 66% of the total) had no brokered deposits at time
of closing, whereas 515 did have such deposits (34% of the total).

2. Déﬁning “low usage" of brokered deposits as 5% or less of total deposits, only
270 (18% of the 1,518 failures) had brokered deposits outstanding in excess of the "low
usage" threshold. In other words, 82% of the failures had zero or low outstandings of
insured brokered deposits at closing.

3. Of 741 commercial bank failures in this period, only 110 (or 15% of the bank
failure total) had insured brokered deposits at closing. Of these 110 failures, 56 (or
51%) fell into the "low usage" category.

4. Of 777 thrift failures in this period, 405 (or 52% of the thrift failure total)

had insured brokered deposits at closing, of which 189 (48%) represented low usage.



The proportion, furthermore, declined every year during the 1987-90 period, from 60%
of 1987 failures to 44% of 1990 failures.

5. Broadening the definition of "high risk" institutions to include not merely
failures but also still-open, high-risk banks/thrifts,? insured brokered deposits were
present (as of September 30, 1990) at 50% of the 44 worst-rated thrifts and at 36% of
the 132 worst-rated banks. Only 16% of the riskiest thrifts, however, had more than
5% of their deposits in insured brokered form; the corresponding percentage at the
most risky banks was 15%.

6. It is true that some bank and thrift failures made material use of insured
brokered deposits at time of failure (see Chapter V for three examples). Sixteen
banks (1.1% of total bank and thrift failures) and 60 thrifts (4.0% of total failures)
failed with more than 25% insured brokered deposits to total deposits.

B. In_virtually all failures, other discretionary funding exceeded insured

brokered deposits as a source of asset financing, usually by a wide margin.

1. For background, the FDIC and the OCC have long maintained, together with
most private-sector bank/thrift analysts, that asset strategies drive funding strategies,
not the other way around. In other words, brokered deposits, FHLB advances, other
secured borrowings, and jumbo CDs don’t just happen, followed by reckless
investment. The causal chain of risk begins with the asset strategies._

2. Across the 1987-1990 period, discretionary funding in bank and thrift failures

? "High-risk" still-open institutions are defined in this study as those with a Cates
risk rating of "5" (highest risk); these ratings (all of which are as of June 30, 1990)
cover 2,260 banks and thrifts owned by publicly-held holding companies, as well as
some other banks and thrifts,



exceeded brokered deposits in each year, in the typical failure where insured brokered
deposits were preseﬁt. Even in the few cases of high usage of brokered deposits,
other discretionary funding in almost every case (except, for example, Lincoln Savings)
was at least as great and usually more than the volume of brokered deposits. To
illustrate, using median ratios of failed banks/thrifts 1987-90, insured brokered
deposits at failed commercial banks averaged 23% of other discretionary funding
across the period. The corresponding percentage at failed thrifts was 29%. To put
it another way, for both groups other discretionary funding'was 3.8 times the average
of insured brokered deposits. These other large-dollar sources, of course, were rather
freely available, especially to thrifts, across the period.

3. Though secured borrowings (FHLB advances and private collateralized
funding) are nominally uninsured, the fact is that such borrowings are at least as
costly to the insurance fund as though such funding was fully insured. This is
because secured funds-providers are legally entitled (in a failure) to exercise their
rights to the collateral. This deprives the insurance funds of asset recovery potential,
thus raising the resolut_ion cost of failures. Such funds-providers, moreover, do not
pay premiums to the insurance funds.

C. Since FIRREA, the pattern of inéured brokered deposit usage has changed

sharply, in favor of sound issuers.

1. Thrift issuers of such deposits (excluding thrifts in RTC conservatorship)

declined from 609 at end-1988 to 379 at end-September, 1990. Even more notable is



the extra-sharp decline of under-capitalized issuers® Those with less than 3.0%
tangible capital to assets declined from 239 to 104. As of September 30, 1990, the
mean percentage of thrift-issued insured brokered deposits stood at 6.6%‘of issuer
total deposits. |

2. Commercial bank issuers of insured brokered deposits, from year-end 1988
through September 30, 1990 (a period which spans the impact of FIRREA), rose from
658 to 700, and the increase has been greatest among well-capitalized banks. As of
September 30, 1990, the dollar-weighted percentage of iﬁs&ired brokered deposits (as
a fraction of issuer total deposits) stood at 5.8%. As a fraction of total bank deposits
(including non-issuers), insured brokered deposits was 1.5%.

3. We explain these trends toward higher-quality issuance partly as a result of
tighter regulation in the wake of FIRREA, and partly due to more stringent credit
policies by retail brokerage firms themselves. These brokeré are responding to
income-interruption risk, under which acquirors of brokered deposits in a failure are
now effectively permitted to repudiate the contract rate and the maturity. This post-
FIRREA uncertainty is disturbing to broker clients, who rely on steady and predictable
income.

4. Had the post-FIRREA regulatory restrictions on brokered deposit issuance
been in place in 1987, our computations show that over 99% of the failed issuers

would have had to secure regulatory waivers in order to continue their issuance.

* 'Issuer" is broadly defined in this study to include those institutions with
outstanding insured brokered deposits, whether or not there is continued current
issuance. The data show outstandings only. Many failed institutions had ceased
active issuance long before closing, but since the typical program included

intermediate-term CDs, these were often still outstanding at failure.



D. The end-investor in retail insured brokered deposits is neither wealthy nor

oriented to high vields.

1. According to a Securities Industry Association (SIA) 1991 survey of eight
large full-service brokers as of June 30, 1990, the average customer purchase (of a
brokered CD) was $19,700, and 81% of such purchases were of CDs less than $50,000.
In addition, a nationwide broker (Edward D. Jones & Co.) reported to us that 45% of
their 313,000 customer accounts with brokered CDs in portfolio hold such CDs (from
any and all issuers) in an amount less than $15,000. Only 5% of these clients hold
brokered CDs totalling over $100,000 and less than 1% holdfover $300,000. Moreover,
according to the same firm (and others interviewed), roughly 40% of brokered CDs are
held in individual retirement accounts. Finally, Merrill Lynch cites the median age
of their brokered CD clients as 60, and other firms report a similar age profile of their
clients for this investment product.

2. The rate structure of retail insured brokered deposits is very close to
Treasury securities of equal maturity,’ to FHLB advance rates (per maturity horizon),
and to national rate averages of CDs marketed directly by banks. The primary reason
for this rate constraint is that issuers (before and after FIRREA) have always had
other funding alternatives, whether FHLB advances, other secured borrowings, or
large-dollar (jumbo) CD placements. For a creditworthy issuer in the post-FIRREA

environment, therefore, it is simply not necessary to pay a premium for brokered

Merrill Lynch quotes rates to investors on a money-market basis (rather than
on a bond-equivalent basis) which, without adjustment for tax-exemption or
commissions on Treasuries, are typically within a few basis points of comparable
maturity Treasuries.



deposits, given the array of funding alternatiQes. This analysis takes account of the
cémmissions payable to the brokers, roughly 60 basis points per year of original
maturity.

3. At the same time, retail brokered deposit yields to investors are often
somewhat higher than those available directly from many local banks, who may offer
rates on CDs significantly below national averages.

E. The retail insured brokered deposit offers balance sheet management

benefits to banks, almost always at lower cost than is available through local funding

sources.

1. Increasing concern about bank safety among depositors in "high-anxiety"
markets, coupled with urgent liquidity needs by troubled institutions in those
markets, leads to locally high deposit rates and a dearth of longer-term (three-to-five-
year) deposit funds. Creditworthy banks in such markets can almost always find
longer-term deposits more cheaply in the national market through full-service brokers.
The same is true for troubled banks, at least those in capital compliance.

2. Regardless of locale, the ability of brokers (those with national distribution
systems) to generate "tailored-maturity" funding to support specific asset programs of
banks is greater than most banks’ power to do thé same through their branch
networks. As a result, interest-rate risk is better managed, and the local economy
better served. This cooperation of bank and broker, in our opinion, is only one among
many whereby capital markets serve certain bank needs via more efficient kinds of
intermediation.

3. The only other available avenue whereby most banks and thrifts can cheaply



access intermediate-term funding is secured borrowing, especially FHLB advances.
It is clear, however, that the risk to the deposit insurance system is at least as great
from these sources as from insured brokered deposits, since the collateral behind
secured borrowings deprives the insurance funds of recovery potential, thus increasing
the net resolution costs of bank/thrift failures.

We draw two final conclusions from our study. First, the deposit insurance
system risks arising from retail insured brokered deposits, particularly since FIRREA,
are no higher than for other insured deposits. Second, there are real benefits to
investors and to issuers. Balancing these, we question wh:;t useful public objectives
are served by withdrawing deposit insurance from retail brokered deposits. Further,
since issuing banks/thrifts are apt to compensate by increasing their direct deposit
issuance and secured borrowings, the effect of withdrawing insurance on brokered
deposits may be to reduce the government’s gross insurance liability by an amount
much less than the $65 billion of non-conservatorship outstandings as of September

30, 1990.






Chapter 1

INTRODUCTION

This report has two broad objectives. The first is to examine the retail
(insured) brokered deposit as a possible source of risk to the integrity of the deposit
insurance system. In what ways, if any, has this relatively recent financial instrument
been a threat to public policy? Our second objective is to examine whether the
economic benefits provided by this instrument to issuers and investors are worth
preserving. Is it possible that the withdrawal of insurance protection for the retail
(insured) brokered deposit might injure, however slightly, the funding flexibility of
banks an\d/ or the investment flexibility of investors?

If these questions can be fully posed and objectively answered, it should be
possible to weigh the risks against the benefits, and thus to base public policy toward
brokered deposits on informed and rational grounds. It is the purpose of this
introduction to present the highlights of our findings and our conclusions.

The several chapters (in addition to this introductory chapter) cover the
following ground:

Chapter II: The Deposit Brokerage Business

The chapter begins with ‘the origins of the brokered deposit in 1981, and
discusses its several types as well as the evolution of the retail (insured) brokered
deposit prior to FIRREA.

We next present the further evolution of this financial instrument in the post-



FIRREA environment. Three key developments powerfully influenced the evolving
nature of this investment product. One is the power granted by FIRREA to acquirors
of failed institutions to repudiate the interest rate contracts on outstanding ‘term
deposits. The second is a set of regulatory restrictions that sharply limit the use of
insured brokered deposits by undercapitalized and/or rapid-growth institutions. The
third development is the strong emergence of commercial banks as issuers of brokered
CDs.

The second half of this chapter, based on interviews bwith brokers, reveals the
nature of the retail brokered deposit in some detail. We offer answers to the
following questions:

Who are the investors?

What investment needs does this instrument satisfy?
How are investment decisions made?

What is the role of the brokered deposit in investment
programs?

What are the investment alternatives for achieving the
same objectives?

In general, we found (as would, we believe, any other objective investigator)
that the retail brokered deposit is typically purchased by older individuals of moderate
means, very often for retirement. It is perceived by them as a moderate-yield,
intermediate-term, safe investment offering assured income (often higher than local

banks enjoying a protected or low-competition market). Because of the credit analysis



all the brokers perform (to protect themselves from investor wrath in the wake of
income interruption), these investor perceptions are justified.

Chapter III: FIRREA and the Treasury Proposal

The chapter begins with the pre-FIRREA and the convictions of the FDIC and
OCC that asset strategies, not funding sources, are the chief determinant of bank
troubles. We then point out how the passage of FIRREA, together with related
regulatory interpretations, sharply restructured deposit brokerage, in three ways:

. inadequate capital leads to restricted issuance;

. rapid asset growth leads to restricted issuance;

- acquiring institutions (of failed banks or thrifts) are legally able to repudiate

the contract rate on the deposits they assume.

As a result of these developments, not only is there stronger regulatory
discipline on unsound issuers, but stronger discipline from the market as well.

The second half of the chapter is devoted to an examination of the Treasury
Department’s objections to brokered deposits. At bottom, the Treasury sees the
insured brokered deposit as a vehicle to bring deposit insurance coverage to high-rate
investments of wealthy investors. In the Treasury view, this has had the effect of
artificially raising the gross level of deposit insurance liability, thus exposing taxpayers
to unnecessary risk. The Treasury must believe, it follows, that if the insurance
protecting brokered deposits, were withdrawn, a substantial portion of the $80 billion
of insured deposits would vanish, thus diminishing thé liability of the insurance funds.

We express disagreement with the assertion that retail brokered deposits are



a toy of the rich, and we further doubt that this creates a bubble of "excess" insured

deposits in the banking system. We also question the Treasury’s belief that banks

could readily compensate for the loss of these deposits by substituting.interbank

borrowings, Federal Reserve borrowings and Federal Home Loan Bank advances. In

the case of the latter, we point out that because these advances are fully collateralized

with good assets, such assets are not recoverable in a failure unless the FDIC pays off

the advances as thoﬁgh they were insured deposits. Thus ~advances (and any other

collateralized funding) are as potentially costly to the insurance fund as are insured
deposits. Actually, the cost of collateralized funding is greater, since these funds are

not assessed (as are deposits) to protect the insurance fund.

The chapter concludes with some reasonable conjecture on how we think banks
might adapt to the withdrawal of pass-through insurance coverage of brokered
deposits. We believe that the reduction of deposit insurance liability might be as much
as $10 billion, a far cry from the roughly $80 billion of insured brokered deposits now
outstanding ($15 billion of which are from RTC conservatorships).

Chapter IV: Insured Brokered Deposits and Bank/Thrift Failure

This chapter is almost entirely a data-driven chapter, relying on regulatory
financial filings of banks and thrifts through September 30,1990.

The pre-FIRREA history of bank/thrift failures shows zero to low usage of
insured brokered deposits in most failures, and high usage in a few thrift failures.
More important, this history shows that other "discretionary" funding by failing thrifts

(sources of funds other than local core deposits) was materially larger than was their



use of brokered deposits. Since these sources -- "jumbo" CDs, Federal Home Loan
Bank advances, and other collateralized funding -- materially accompany most thrift
failures, and insured brokered deposits materially accompany few thrift failures,
common sense suggests that asset strategies, rather than particular funding sources,
are the "drivers" of failure. To argue the opposite is to accuse roosters of causing
sunrise.

Post-FIRREA developments are very striking. A two-dimensional shift is
apparent in the 1990 data. First, thrift issuance of insured brokered deposits is in
steep decline, both in amount and by numbgr of issuers. At the same time,
commercial bank issuance is rising, both in amount and by number of issuers. Second
there is a pronounced shift of insured brokered deposit issuance away from under-
capitalized and toward more strongly capitalized institutions, whether thrifts or banks,
We argue that these trends are market-driven (by deposit brokers) as well as
regulator-driven.

Chapter V: Lincoln, CenTrust, Franklin: Three Flameouts

The final chapter examines the role of retail (insured) brokered deposits in
three notorious and costly failures. In preparing this chapter, we had access to
confidential data from six full-service brokerage firms, covering maturities, rates of
interest, and termination of issuance.

We found that other discretionary funding (money desk solicitation of CDs, and
secured borrowings) were systematically more prominent as funding sources than

insured brokered deposits in two of the three cases. We also found that the "all-in"



cost of brokered deposits was higher than the equivalently-measured cost of FHLB
advances, but only By a small margin never exceeding 50 basis points. Finally, we
found that the pre-FIRREA credit policies of brokers caused most of them to refuse
a brokerage role prior to failure.

The chapter concludes with a "comparative negligence" analysis in which we
attribute maximum negligence to asset strategies, moderate negligence to regulatory
policies, and a low factor of negligence to funding sources. Finally, we point out that
since the implementation of FIRREA, such blame-casting i}S‘of historic interest only,
like the destruction of the Spanish Armada in 1588, since these institutions could not
have executed their strategies had FIRREA rules been in place.

We return now to frame our answer to the challenges posed at the beginning
of this chapter. What are the risks to the deposit insurance system of maintaining
pass-through insurance on retail brokered deposits? What are the benefits conveyed
by this financial instrument? And what is the risk/benefit equation that should guide
public policy?

1. Risks

We simply do not find any greater risk inherent in insured brokered deposit
issuance than in any other insured or secured financing by banks or thrifts. The
typical insured brokered deposit is intermediate term, providing stability to the
funding strategy of banks. It is of roughly equal all-in cost to FHLB advances, and is
priced to yield investor returns very close to Treasuries and bank deposits generally.

Not only regulatory policies but brokerage firm credit policies, furthermore, are more



vigilant toward issuers than are other insured depositors of banks. Finally, we are
unable to find any evidence that the ultimate investor is other than an individual of
moderate means, often protecting merely a comfortable retirement. In short, the
insured brokered deposit is not high-cost, volatile funding destabilizing banks and
adding to insurance fund liability.

2. Benefits

We see several benign economic functions performed by the retail (insured)
brokered deposit. For bank issuers, the tool is a liquidity buffer allowing adequately
capitalized banks (and only those) to tap longer-term, lower-cost funds than may be
available locally. Aside from its obvious advantages for liquidity, such funding also
makes for easier management of interest rate risk by banks in their acquisition of
longer-term, fixed-rate loans and investments. Though other funding alternatives are
available to accomplish the same objectives, these, we argue, do not diminish the gross
liability of the insurance funds.

As for investors, the insured brokered deposit is a commission-free instrument
available in small, tailored denominations suitable for (and marketed to) individuals
of moderate means. It is a moderate-yield investment priced close to Treasuries but
more convenient than Treasuries (on which commissions are payable). Given public
anxiety toward banks, the investors trust the judgement and investment advice of
their brokers.

3. Risk/Benefit Equation

We find it hard to believe that, if insurance protection were removed from $80



billion of brokered deposits, this would reduce insurance fund liability by anything
approaching a comparable amount. In the first place, some investors will continue to
pursue insured bank deposits on their own. In the second place, many banks really
desire intermediate-term funding at affordable cost, and will turn to secured funding
(e.g., FHLB) and shrewder marketing of consumer deposits in their service areas.
Neither of these steps will reduce insurance fund liability. Finally, the $80 billion of
insured brokered deposits includes $15 billion outstanding from RTC conservatorships,
issuance which will continue to be sanctioned. Thus only:$65 billion is at issue.

If the net result of the proposed legislation toward Brokered deposits is, as we
believe, to diminish the liability of the insurance funds by, say, $10 billion, we deeply
question whether this achievement is worth the interruption of the economic benefits
we have outlined above. Since the risks are low and the benefits real, why fix

something that isn’t broken?



Chapter II

THE DEPOSIT BROKERAGE BUSINESS

Brokerage, of course, is the creation of economic value by bringing together
buyers and sellers. This function may be socially beneficial, as in freight forwarding,
home sales, and investment products, or it may be socially harmful as in narcotics
brokerage.

A. The Emergence of the Retail Brokered Deposit

Deposit brokerage is a very broad field of activity -- essentially developed
during the 1980s -- which includes uninsured deposits. The most important form of
uninsured deposit brokerage is the placement by investment banking firms of large-
dollar term deposits (generally upwards of $5 million) with institutional investors,
This is a "buyer beware" (or credit-sensitive) market which allows bigger banks to
attract longer-term, fixed-rate deposits from an institutional network of investors too
vast for each bank to tap directly.

Insured déposit brokerage exists in two forms. The less benign form we will
call "money brokers" (though the term "deposit-splitter" is perhaps more apt). In a
typical transaction, a credit union, pension fund, corporation, public body or wealthy
individual asks the broker to split, say, $2 million into twenty fully insurable pieces
of $100,000 each, all of which are then separately invested in the highest yield bank
and thrift Cds available. The broker is typically indifferent to the credit risk of the

issuer.



This type of brokerage flourished in the mid-1980s but has fallen on hard times

since FIRREA. First, low-cost publications such as Bank Rate Monitor have largely

rendered the brokerage function superfluous: investors can find their own high-rate
CDs and do their own splitting. Second, and far more important, the risk of interest
rate interruption (a power granted by FIRREA to acquirors of failed institutions) has
produced investor caution, particularly among investors with a need to maintain
income. As aresult, alot of the sizzle has gone out of the money broker business, and
few firms remain. One of the surviving brokers in this field has placed over $25
billion of fully insured deposits in thrifts and banks.

We mention this type of insured deposit broker because (a) its operations differ
markedly from the retail deposit broker; (b) its activity was substantial prior to
FIRREA, and much less since; and (c) its credit-insensitive, high-rate style has
contributed to the negative connotations surrounding the public image of "brokered
deposits.”

The retail brokered deposit had its beginning in 1981 as an affordable tool to
help thrift institutions with balance sheet management, including the lengthening of
deposit maturities. Major brokerage firms had put together all the ingredients
necessary to begin this business: (a) a nationwide client base of small investors; (b)
account executives to explain and sell the new instrument; (c) a credit department to
evaluate each issuer; (d) a trading department willing (on a best-efforts basis) to

repurchase deposits prior to term and resell these to other investors; and finally
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(e) custodial arrangements under which the bank issues a "master" certificate and
institutional custodians perform the sub-accounting for each and all investors, leaving
them free of deposit administration.

In the years before FIRREA, several further developments in the business
occurred. First, competitors were attracted by the profitable volumes of term deposits
to be brokered. These include Dean Witter, Shearson Lehman, Prudential Securities,
Paine Webber, Alliance Capital, Oppenheimer, Edward D. Jones, A.G. Edwards, and
Manufacturers Hanover. Some of these firms broker direct from issuers to investors,
(Merrill Lynch is an example.) Some firms originate deposits with issuers, but broker
through regional "correspondent” brokerage firms who themselves market direct to
investors. (Manufacturers Hanover and Alliance are examples.) Some originate part
of their product direct from issuers and buy part of their product from "upstream”
originators. (Edward D. Jones is an example.) Though the number of originators is
fairly small (about ten firms), the total number of firms marketing to investors is
much larger, perhaps over 100.

Second, credit analysis of issuers was refined and intensified, sometimes with
the addition of third-party credit ratings. To illustrate, Standard & Poor’s Corp.
provides customer-accessible credit ratings to Merrill Lynch on all their issuers; these
ratings are communicated to all of Merrill’s investors as an integral part of the
investment decision process. The Cates Consulting Analysts Division of Ferguson &
Co. is also a provider of issuer credit ratings to a retail deposit broker, Oppenheimer

Capital. From this vantage point, incidentally, we are able to say -- and to prove -- that
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financial analytic technique applied to available financial data is fully competent,
virtually without exception, to distinguish high-risk institutions in advance of their
survival crises, and to protect brokers and investors accordingly.

B. The Retail Brokered Deposit Since FIRREA

Since FIRREA, three additional elements have come to characterize the retail
(insured) brokered deposit business. By far ’the most‘important is the interest-
interruption risk policy since FIRREA. The new power granted to acquirors to
repudiate a former high rate prior to deposit mafurity has iﬁtensiﬁed the need, on the
part of broker and investor alike, to avoid high-risk issuers. It should be
understandable that an investor of moderate means, typically a retiree or close to it,
needs to plan income. Thus any unexpected shortfall is an unacceptable threat to
household budgeting.-

A second post-FIRREA development is a set of regulatory restrictions that limit
the use of insured brokered deposits. One restriction requires all insured institutions
to obtain FDIC permission to issue such deposits if the bank falls short of required
capital. A second restriction requires advance notice and approval if a bank intends
to grow rapidly by using brokered deposits and certain othér kinds of financing. (See
Chapter 3). Taken together, these limits reinforce the credit-sensitivity (market
discipline) that the leading deposit brokers had already installed prior to FIRREA.

The third important post-FIRREA development is the emergence of commercial
banks as issuers of term deposits through retail brokers. The following data is drawn

from the SIA Survey of 1991, as of June 30, 1990:
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Issuers Outstandings

Banks Thrifts' Banks Thrifts
1989 42% 58% 40% 60%
1990 63 37 50 50

This has occurred, we believe, for several reasons. First, depositor anxiety in
troubled bank markets (New England, Metro D.C. as examples) has led to high local
rates of interest as well as funds availability problems, especially of longer maturities.
Even if a bank in such an area is untroubled, it can almost certainly find lower-cost
deposits in the national market than at home. Second, rg‘e;gardless of locale, term
deposits can usually be accessed in larger volume over shorter periods of time through
brokers than through local branch systems. Because of the proven placement record
of strong brokers, banks use this vehicle from time to time to fund asset strategies
of particular maturities. As a result, these banks can conveniently neutralize interest
rate risk at an affordable cost.

Third, many banks find that the all-in cost of retail brokered deposits (including
commission of roughly 60 basis points per year, or 6/10ths of one percent) is not only
a fully quantifiable cost (compared to the less easily determined, all-in cost of branch
system generation) but often a much lower cost as well. To illustrate, under Federal
and state laws, credit card banks are permitted only one branch (in Jjurisdictions such
as Delaware and South Dakota). This effectively precludes consumer funding of credit

card receivables originated nationally, even after aggressive securitization of those

! The SIA study included all thrifts, both "open" institutions and those in
conservatorship.
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receivables. These banks understandably turn to the brokered market for a large
fraction of their funding needs. Assuming (a) that the issuer is creditworthy, (b) that
small investors have a continuing appetite for safe, moderate-yield bank deposits, and
(c) that the total market for retail brokered deposits has become established, deep and
reliable, it is hard to question the propriety and prudence of such a financing vehicle.
C. Bank Funding Alternatives

If banks were to lose access to brokerage firm clients as a class of depositors,
what financing alternatives are available to substitute for this loss? Among those
mentioned by the Treasury in its 1991 study are (a) Federal funds, (b) Federal
Reserve borrowings, and (c) Federal Home Loan Bank borrowings.

The problem with Fed funds (an overnight, interbank market) is that it is rate-
volatile, very short-term, and often interrupted by the traditional concern on the part
of larger lenders that this source should not be viewed aé long-term. True, small
banks are often content to lend and re-lend indefinitely to their upstream
correspondents, but most banks lack the correspondent network that makes such
semi-permanent funding a reliable source.

Borrowing from the Federal Reserve is even more problematical. The Fed has
never viewed its lending to be long—ter'm and criticizes banks that rely on it for term
financing. In addition, large and steady borrowing from the Fed is universally seen
by the credit markets as a sign of weakness. Finally, the Fed’s loans to banks are
collateralized by high-grade assets. (See discussion below).

The Federal Home Loan Banks, it is true, are becoming willing sources of
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relatively long-term advances to banks, in addition to what’s left of their thrift
clientele, but banks have been slow to sign up as members of the FHLB system. The
real drawback of this avenue, however, from a deposit insurance policy staﬁdpoint, is
that all FHLB borrowings (like Fed borrowings) must be collateralized (in fact, over-
collateralized) by a bank’s best assets. This means that in the event of FDIC seizure
or assistance, wherein the FDIC seeks to reduce its "resolution cost" through asset
recovery, these borrowings are at least as costly to the insurance fund as are insured
deposits. Either the FDIC pays off the borrowings to gain control of the collateralized
assets, or it sacrifices the assets and has that much less in value to recover. On top
of that, the secured lender pays no premium to the FDIC. Collateralized funding,
then, whether from market or government sources, has a slightly more adverse effect
on the cost of failure than do insured deposits. Because they are collateralized,
moreover, many secured lenders are as credit-insensitive as money brokers.
D. The Retail Customer.
In concluding this summary of the retail (insured) deposit brokerage business,

it will be helpful to examine more closely the interface between investor and broker.

Who are the investors?

What investment needs does this instrument satisfy?

How are investment decisions made?

What is the role of the brokered deposit in investment programs?

What are the investment alternatives for achieving the same objectives?
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1. The Investors

In our research, we have conducted face-to-face and telephone interviews with
deposit brokerage managers at Merrill Lynch, Dean Witter, Shearson, Alliance,
Oppenheimer, and Edward D. Jones. Without exception, these firms report that their
clientele for the deposits they broker are investors of moderate means, typically (but
not exclusively) of retirement age.

This is documented by the average size of client investment in any one CD
offering, as well as by the average client position in all CDs held in the investment
account. True, a very wealthy investor may have several investment accounts at
different firms, plus personal (non-brokered) CD holdings at a variety of banks. If the
clients were wealthy, however, one would expect the average size of the individual CD
purchas.e to be closer to $100,000. As it is, the average customer purchase reported
by the Securities Industry Association (in a 1991 survey)b on behalf of eight large
brokers is $19,700 per investment, with 81% under $50,000.

Edward D. Jones & Company, which places $3.6 billion of insured deposits, has
provided us with the following analysis of its client base of 550,000 active accounts.
The average net worth (including residence) averages under $400,000, annual income
averages under $40,000, and average investment account size is $42,000.

The current distribution of client holdings by size of CD is shown below:
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Number of

] Accounts % of
Size of All Portfolio CDs Holding CDs Accounts
Less than §$ 15,000 140,000 45%
$ 15,000 - $§ 35,000 94,000 30
$ 35,000 - § 50,000 25,000 8
$ 50,000 - $100,000 38,000 12
$100,000 - $300,000 15,000 5
Over $300,000 1,000 0
313,000 " 100%

Where clients hold over $100,000 of deposits per account, these are divided
among at least two banks.

2. Investor Needs

Our interviews have shown a consistent pattern of response. The investor
overwhelm_ingly wants safety, assurance of income, moderate yield (see below), in
many cases frequent income (monthly or quarterly), small size increments (e.g.,
multiples of $1,000), no commissions, no paperwork, the likely prospect of re-selling
the CD prior to term without substantial interest penalty, and the inclusion of the
asset in an investment account with periodic summaries of transactions, income and
principal.

Many of these goals are self-evident, but some deserve further discussion.

. Safety: Part of the perceived value of the brokerage relationship is the firm’s
credit opinion of the deposit issuer, whether or not supplemented by a third-party
credit rating. The investor does not understand how to determine the strength or
weakness of banks and (since early 1990) is increasingly suspicious of banks in general.
Therefore, the firms’ professional credit analysis lies behind their product offering and

helps to maintain uninterrupted income. All retail brokers we interviewed perform
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this analysis. From an investor standpoint, income repudiation (followed by
involuntary re-investment in the current market) is like mortgage prepayment or
bond call risk except less predictable.

. Yield: There seems to be a misunderstanding of brokered deposit yields by
those not in the business. There are three main yield benchmarks that govern the
post-FIRREA brokered deposit. First, the yield to investors is very close to Treasury
securities, for corresponding maturities. Most deposits are priced to yield five to ten
basis points over comparable Treasuries, with premiums rarely exceeding 25 basis
points. Though fully comparable yields (adjusted to include factors such as
commissions payable on broker-purchased Treasuries, differences in interest
computation, frequency of interest payment, and partial Treasury tax exemption) are
hard to quantify, the point is simple: the brokered CD, priced as it is close to
Treasuries, is not marketed or purchased as a high-yield investment instrument.

The second benchmark is national average deposit rates, per maturity range.
Just as brokered deposits yield close to Treasuries, they also yield close to national
average deposit rates offered directly by banks to their depositors.

The third pricing benchmark, this one of greater interest to issuers, is the cost
of alternative financing. For thrifts (and increasingly for banks) the cost of FHLB
advances is a key benchmark. (See Chapter V.)

Perhaps the misunderstanding by political observers occurs because most banks
in smaller communities (and some banks in larger ones) pay rates distinctly below the

national norm. Most investors know the difference, and favor the higher yields
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available through brokers. An analogy is retail gasoline prices. A monopoly station

in a remote locale will charge $1.35-§1.45 a gallon for regular, against a highly
| competitive metropolitan locale charging $1.00-$1.10, and a national average of
perhaps $1.15-$1.20. Deposit pricing follows a similar patte’rn, in reverse: small banks
in remote communities offer less on CDs than metropolitan banks, and these rates are
less than those of highly competitive banks in "anxious" communities (e.g., New
England).

Gasoline, of course, is a bulk product, whereas money has become an electronic
product. As a result, small-community investors are able to seek and find somewhat
higher yields through brokers, without sacrifice of safety.

Data from Edward D. Jones support this analysis. The following tabulation is
based dn commercial bank CD rates in the communities served by Jones, as of

February 14,1991:

One Three Five

Year Year Year
Mean 6.74% 7.04% 7.18
Median 6.75 7.00 7.20
Highest 8.08 7.75 8.25
Lowest 5.90 6.03 6.13
EDJ 6.75% 7.30% 7.75%

The EDJ rate is the average rate received by investors on deposits purchased
through that firm.

. Size Increments. The moderate-means investor is likely, at the time of CD

investment, to have available cash of, say, $14,000, or $21,000 or $68,000. The
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brokered CD, unlike Treasuries or high-grade éorporates, makes possible the efficient
tailoring of investment size, in $1,000 increments. Recall also that there is no
commission, a valuable feature when the investment product is small-dollar and odd-
size.

- Re-sale to Broker. The bulk of brokered deposits have maturities extending

out three-to-five years (the SIA Survey reports an average‘ maturity of 31 months on
outstanding CDs). Thus the investor needs to know that these can be re-marketed
without a substantial interest-rate penalty. All retail brokers offer this facility, but
none guarantee it. Some (but not all) also commit to thie.‘ir issuers not to put the
deposits back prior to maturity. We are told this rarely happens in any case, because
the secondary market is usually effective, with no early withdrawl penalty.

. Electronic Portfolio Reporting. It should be emphasized how important to

clients is the periodic portfolio analysis which brokers regularly prepare, showing a
transactions journal, income and principal summaries, yields, diversification,
unrealized appreciation/depreciation, etc. - Compared to investor assembly of
equivalent data, these reporting formats are easy to generate, frequent, informative,
and an authoritative basis for tax preparation and audits.

Several brokers have told us that the convenience of this reporting (which is
usually available only on investments purchased through the broker) often leads
investors to buy CDs through the broker even when local banks offer an equal or

higher rate.
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3. The Decision Process

We are told repeatedly by the brokers we interviewed that clients are always
offered a choice of CD investment alternatives together with decision-support
information that goes far beyond what the investor can readily discover from local
banks. The brokerage account executive displays in person (or summarizes by phone)
a computer-generated "menu" which lists five-to-fifteen issuer names, four-to-six
maturity options, rates for each, and} financial information about the issuer. We are
also told repeatedly that the customer is asked to make the choice, based on personal
preference for bank name, credit quality, maturity and rate. It is clear to us that this
information service tells the client rather a lot more about the deposit market than
is available from a visit to any one (or two or three) local banks.

Some critics of insured deposit brokerage have contended that the investor is
too passive in the decision process. Where the broker makes the decision (perhaps
for the sake of a higher commission) and promotes it to the investor, these critics say
that such a passive role on the part of the investor should deprive him/her of
insurance coverage. In other words, $40,000 invested directly in a local bank should
be insurable; the same dollar amount invested in a different bank through a broker
should not be.

It is hard to understand this essentially moralistic position in light of the real-
world decision process, menu-driven as it is and enriched by a supplement of
comparative information. It is even harder to understand from the account executive

standpoint. For one thing, account executive commission rates are extremely close
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on all CDs per maturity bracket, meaning that they are not paid to push high-rate
paper. Second, decision participation by the investor is good protection against client
wrath in the rare event of interest rate default.

4. Investment Role of Brokered CDs

The characteristic function of CDs within the investment strategy of brokerage
firm clients is to serve either as a cash reserve awaiting, say, stock investment or
rising interest rates, or as an intermediate-term, high-grade bond equivalent with
assured income. In our interviews, the notion that bank CDs serve a high-yield,
income-risky role is completely alien to the investment objéctives of clients, the sales
style of account executives, and the policy recommendations of the firms.

It is safe to assert, in fact, that in the relatively short life--since 1981--of the
insured brokered deposit as a retail financial instrument, the habits and expectations
of broker and client alike have coalesced around a "core concept” that includes safety,
moderate yield, sustainable income and intermediate-term maturities, together with
the other features of this product already enumerated.

5. Alternatives to Achieve Same Obijective

Within the context of a brokerage account for moderate-means investors, there
are, of course, lower-yielding alternatives to the insured brokered CD. Treasury notes
and high-grade corporate bonds are available in any amount and maturity in the
secondary market, with the difficulty that the commission rate needed to buy small

volumes in odd sizes is high enough to create a net yield disadvantage relative to bank

CDs.
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True, the investor can directly purchase bank CDs by tracking issuers,
maturities and rates from publications, but there are two reasons to suspect that this
will not be a common occurance if deposit insurance on brokered CDs is revoked.
First, the typical investor’s direct access to professional credit analysis for his/her
projection of income stability is limited and even costly (per dollar of income). As for
evaluating bank creditworthiness directly, investors lack the many documents, skills,
confidence and even the time to do so properly. Second, perhaps more important, the
brokerage relationship has many valuable features, inclﬁding the convenience of
electronic record-keeping and personal access to other inf(;rmation and advice. Add
to this the desire of brokers not to lose account assets, and it becomes easy to predict
that this clientele will tend not to buy many bank CDs outside the orbit of their
brokerage account.

In the following chapter, many of the topics addressed here are examined from

the standpoint of regulatory and public policy.
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Chapter III

FIRREA AND THE TREASURY PROPOSAL

Bank and thrift supervisors have long had the authority to prevent or minimize
abuses associated with unsafe use of insured brokered deposits. Where problems have
arisen in connection with the unsafe use of brokered deposits, they can generally be
explained by inadequate regulatory standards and lax enforcement. For example, the
Federal Home Loan Bank Board in 1984 adopted a rule limiting the use of brokered
deposits in undercapitalized savings and loans. 'Even before this, the Board had the
capacity to restrict growth, for undercapitalized or otherwise troubled savings and
loans, however that growth was financed. Unfortunately, appropriate capital
standards were not in place, nor were restrictions on rapid growth appropriately
enforced.

The FDIC, despite some effort by Chairman Isaac in 1983-84 to restrict the use
of brokered deposits, later found that, by monitoring the use of brokered deposits and
maldhg use of available supervisory tools, brokered deposits posed no special
supervisory problems. In its 1988 study of deposit insurance (Deposit Insurance for
the Nineties, pp. 95-98), the FDIC directly addressed the imposition of limits on
brokered deposits: "These proposals [to limit insurance coverage on brokered
deposits] ignore FDIC examination experience, which suggests that supervision can,
in general, effectively discriminate between sound and unsound uses of brokered
deposits....Brokerage of funds is not a special problem..." (pp. 95-96). The FDIC study

concluded that "there is little to suggest that brokered funding activity warrants
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placing depositors at greater risk” (p. 98).

In his testimony on brokered deposits before the House Banking Committee’s
Subcommittee on General Oversight and Investigations in May 1989 (three months
before the enactment of FIRREA), Chairman Seidman expressed very similar views
on brokered deposits: "In general, we do not find the use of brokered deposits to be

a major problem in the banking industry at this time" (p. 3). He affirmed our own

views when he further stated: "losses in banks do not occur, generally speaking, by
virtue of the source of their deposit liabilities. Instead, the losses arise from the

quality of and return on loans and investments made with those funds. Consequently,

the focus of attention should be on the employment of brokered deposits rather than

their source" (p.3, emphasis ours), and later in his testimony, "it is the integrity and
competence of bank management, the bank’s own capital and, most importantly,
timely and effective supervision by the regulatory authorities that protect the deposit
insurance fund."

One concern expressed by Seidman in his testimony was that the presence of
long-term, high-cost brokered deposits in a failed bank could increase the cost of, and
diminish the feasibility of effecting purchase and assumption transactions (P&As).
Until FIRREA, to illustrate, it was the FDIC’s practice to force acquirors to satisfy
existing (contracts) rates and maturities on all assumed liabilities in assisted
transactions. FIRREA, of course, clarified for the FDIC that it now had the authority
to depart from this practice. It has subsequently done so in most P&As since FIRREA.

This important change not only reduces the cost of failed bank transactions, but it
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increases the discipline imposed upon owners of brokered deposits and the brokers
themselves, since interruption of expected income is not investor-acceptable. (See
Chapter I for discussion of investor/broker behavior and Chapter IV for posf-FIRREA
issuer behavior.)

In the same House Committee hearings the Comptroller of the Currency, Robert
Clarke, expressed views similar to those of the FDIC with respect to problems posed
by brokered deposits: "The best safeguards against the imprudent use of brokered
deposits by federally insured depository institutions are s,i‘:trong capital standards, a
policy of closing banks when the economic value of their caiﬁital is depleted, a solvent

deposit insurance fund, and vigorous supervision....The Congress_has given bank

regulators an adequate arsenal of supervisory and enforcement tools to deal with

abuses of brokered deposits, and the OCC has not hesitated to use those tools" (p. 4,

emphasis ours).

A. Impact of FIRREA

In this discussion of the "Spirit of FIRREA" upon the issuance of brokered
deposits, we will single out the three most important elementsf restrictions on
issuance due to undercapitalization, restrictions due to growth, and the power granted
to acquirors to repudiate deposit contracts.

1. Restrictions Due to Capital

Section 29 of FIRREA (the statute was signed into law in August 1989) states
that a troubled depository institution may not accept, roll over or renew brokered

deposits unless it applies for and receives a waiver from the FDIC. For purposés of
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the law, "brokered deposits" were rather broadly defined to include all direct or
indirect solicitations of deposits at interest rates that are significantly higher than
prevailing rates in the institution’s normal market area. A "troubled institution" is
defined as one that does not meef the minimum capital requirements applicable to
it. The statute exempts institutions in conservatorship where the use of brokered
deposits is necessary to meet liquidity needs or is consistent with minimizing
insurance losses.

The FDIC subsequently developed regulations to define such things as (a) the
circumstances when a waiver would be appropriate, (b) which "money desk" activities
of a bank would fall under the brokered deposit definition and (¢) how minimum
capital requirements would be defined. Because the FDIC has defined capital
requirements to take account of the condition and asset quality of the depository
institution, virtually all institutions under enforcement orders are, in effect, covered.
While the FDIC apparently has given waivers to some undercapitalized institutions
in order to manage liquidity (replace maturing brokered deposits or expand such
deposits to replace the loss of other funds), the FDIC regulation is explicit in
forbidding undercapitalized institutions to use brokered deposits to expand assets.
Thus waivers are not granted for growth purposes.

We have already pointed out that the regulatory agencies had the power before
FIRREA to restrict the unsafe use of brokered deposits. What FIRREA accomplished
was to turn the process around: instead of requiring enforcement action to restrict

the use of brokered deposits for undercapitalized institutions, the restriction became
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automatic, requiring a waiver application and FDIC approval of that application to
modify the restrictidn. As a result, troubled depository institutions no longer have
access to brokered deposits without an explicit decision by the supervisors that
acceptance of brokered deposits "does not constitute an unsafe or unsound practice --."
FDIC approval, moreover, is required whether an institution is regulated by the OCC,
Federal Reserve or by OTS.

2. Restrictions Due to Growth

In April 1989, the FDIC proposed rules requiring banks to provide advance
notice of their intention to grow rapidly over the succeediﬁg quarter, and the FDIC
put in place a notice requirement, pending adoption of final rules. In June 1990 the
FDIC adopted a regulation requiring insured banks to provide 30-day advance notice
of their intention to increase their assets by 7.5% per cent or more in a succeeding
three month period through certain types of financing. These are defined to be "fully
insured brokered deposits, fully insured out-of-territory deposits, or secured
borrowings, including repurchase agreements," and any combination of these. This
regulation replaced a prior FDIC regulation requiring banks to report the issuance of
significant amounts of brokered deposits. (Banks st111 report the amount of
outstanding brokered deposits -- insurgd and uninsured -- in their Call Reports.)

The FDIC had been concerned that substantial growth was frequently
associated with excessive risk taking. The flagging of high-growth banks alerts
supervisors to potential abuses on the asset side of the balance sheet. The shift in

reporting requirements -- to high growth as opposed to high brokered deposit usage -
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- illustrates the FDIC’s understanding that it is the use of funding, as opposed to the

specific funding source, that is most important in limiting excessive risk in banks.

The Federal Home Loan Bank Board already had growth restriction.s in place,
particularly for undercapitalized S&Ls. However, FIRREA substantially increased
capital requirements for S&Ls and this served to subject more troubled S&Ls to
severe growth restrictions.

3. Acquiror Right to Cancel Brokered Deposit Contracts

FIRREA clarified that acquiring institutions in P&Azs need not continue to pay
contract rates on assumed deposits.. As a matter of practice, the FDIC and the RTC
have given that flexibility to acquirors of both failed banks and thrifts. To execute
this option, depositors must be notified within 14 days that their deposit rates will be
changed. If the acquiror elects to reduce interest rates, depositors then have the
option of withdrawing their deposits or shifting them to a different account in the
same institution without being subject to any early withdrawal penalty. This power
has served to make some acquisitions more attractive to acqﬁirors, thereby increasing
premiums paid to the FDIC or RTC and reducing the transaction cost.

From an investor standpoint, this change in practice can significantly reduce the
investment attractiveness of long—ter_rn certificates of deposits in risky institutions.
To illustrate, depositors may have contracted to receive a relatively high interest rate
for several years because (1) the depository institution was paying above market, (2)
prevailing interest rates were higher when the certificate was acquired, or (3)

prevailing practice had been to pay higher rates on longer-term certificates.
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Alternatively, if the rate at issuance was low, falling interest rates may have made the
original yield more attractive. =~ Whatever the cause of the high rate at time of
acquisition, such rates are now cancelable in an assisted transaction, causing investors
and their brokers to avoid high-risk deposit issuers.

4. Impact on Investor/Broker

To appreciate the thrust of this concern, consider that most insured CDs
brokered by full-service brokers are relatively long term. To illustrate, the Securities
Industry Association (SIA) recently surveyed eight brokerage firms (whose customers
held approximately two-thirds of all fully-insured brokered deposits) in order to
determine information on size of deposits, their maturity and other information.
According to this 1990 survey, the weighted average maturity of outstanding brokered
CDs helld by customers of these firms in June 1990 was 31 months, suggesting that
average original maturities were probably in the four-yee;.r range. Under current
practice, if a long-term CD is placed in a depository institution that fails, there is no
assurance that the depositor will be able to receive the contract rate to term. If, for
example, interest rates paid on deposits have declined (as they have done recently),
it is almost a certainty that an acquiring institution will cancel the old rate and pay
a lower rate on the remaining maturity of the deposit. On the other hand, if ratés
increase, and the long-term commitment of funds turns out to have been an unwise
financial decision by the depositor, an acquiring bank might continue to pay the
contract rate on the remaining term of deposits. Thus, the long-term depositor now

faces an increased risk, analogous to prepayment risk on mortgages, even when the
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deposit is fully insured as to principal balance.

Even before FIRREA, full-service brokers have tried to avoid putting customer
funds into institutions that fail. There is embarrassment (reputational risk)
associated with such an event, the need to explain "why" to irate customers, a "bad
press” fallout associated with being involved in a failed depository institution, a client
notification nightmare, and the possibility of some financial exposure. The latter
occurs because full-service brokers provide (but do not guarantee) a secondary market
for CDs they broker (an essential aspect of marketing tefrh deposits). This means
that they sometimes hold trading inventory in excess of tfle deposit insurance limit.
As aresult of all these factors, broker concern about the failure of an issuing bank has
been materially increased by the power of acquirors to cancel rate contracts on
assumed deposits.

B. Deposit Insurance Issues

In its recently completed report (Modernizing The Financial System:

Reccommendations for Safer, more Competitive Banks), the Treasury Department has

recommended that insured deposit brokerage be eliminated over a two-year period (on
new issuances) with protection of all outstanding CDs. Brokered deposits previously
sold would retain their insurance coverage to maturity, and the RTC would be
permitted to use brokered deposits to support the liquidity of institutions in
conservatorship.

The Treasury does not base its recommendation on specific supervisory

problems. Its analysis even suggests that pre-FIRREA studies do not show a
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significant statistical relationship between the use of brokered deposits and failure
(Chapter IV; p. 4), and it concedes that "FIRREA corrected the worst abuses of
brokered deposits by curtailing their usé by weak banks and thrifts." (Conclusions and
Recommendations, p. 24). The principal basis for the Treasury recommendation
appears to be as follows: "The brokerage of insured deposits has expanded the scope
of deposit insurance coverage for wealthier depositors" (Conclusions and
Recommendations, p. 24) and has given depository institutions access to a greater
quantity of insured deposits (IV-5), thus adding to the gov}‘,érnment’s gross liability.
It is important to appreciate that depositors on th}eir own can and do place
deposits in more than one depository institution in order to benefit from insurance
coverage. Deposit brokers simply make that task easier by providing customers with
more options as to rate, maturity, and quality than the customer is apt to have in his
local market. (See also Chapter II.) The full-service bréker also provides useful
record-keeping and custodial services, and also access ‘to a secondary market.
Depositors merely looking for high rates in out-of-area banks and thrifts do not need
brokers. They can readily access information services that tell them what institutions
currently pay the highest rates on short and long matﬁrities. Shorter lists are
available in newspapers and on television.
In its discussion of brokered deposits, the Treasury seems to assume that insured
brokered deposits are used primarily by "wealthy" individuals to divide deposit
balances among multiple institutions in order to expand insurance coverage. Though

this type of ownership was a form of pre-FIRREA deposit brokerage (see Chapter II),
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data on the current usage of brokered deposits do not support this position. The SIA
Survey of 1990 indicates that the average CD purchased through full-service
brokerage firms was less than $20,000. The average brokered CD holdings of
customers (including those holding multiple CDs) was less than $22,000. Merrill
Lynch, the largest CD broker, has indicated that 94% of its customers holding
brokered CDs had total brokered CD holdings of less than $100,000. Edward D.
Jones & Company (see Chapter II) reports a similar usage pattern. The holders,
moreover, tend to be older individuals, and the accounts in which the CDs are held
tend to be retirement accounts.

Since the Treasury supports; insurance up to $100,000 per person for
bank/thrift deposits held in retirement accounts, the proposal to withdraw insurance
protection from brokered deposits held in the same type of account seems
inconsistent. This is not a trivial point, since brokers tell us that about 40% of
brokered CDs wind up in IRA, Keogh and other small retirement accounts.

To defend its argument that wealthy individuals own insured brokered deposits,
the Treasury cites preliminary 1989 Survey of Consumer Finance data indicating that
households with more than $100,000 in deposits hold almost 75% of the insured ‘
brokered deposits held by households. Yet households usually include more than one
person. Suppose a household of two people. The maximum insurable amount undér
the Treasury’s most restrictive version of deposit insurance coverage is $400,000: two
personal accounts (one for each) insured up to $100,000 each, and two retirement

accounts insured up to the same amount. If this is wealth (and the argument could
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be made that this is merely a comfortable retirement nest-egg for moderate-income
individuals), the Treasury has already proposed to insure it in full. By contrast, all
the evidence from retail brokerage firms (see Chapter II) points to far lower holdings
per typical client, yet the Treasury proposes to de-insure these amounts.

The Treasury concedes that a positive role is currently played by brokered
deposits in moving funds efficiently within the system, but states | that other
mechanisms exist within the system to facilitate credit flows. It cites correspondent
banking, the federal funds market, Federal Reserve borrowing, and the Federal Home
Loan Bank System (pp. 24-25; IV-6-7; 10). With the excepﬁon of the latter, these
mechanisms don’t really provide workable substitutes for the brokered deposit.
Federal funds are not a reliable source of long-term funding, particularly in volatile
markets where sources can dry up quickly. As for the Fed, it has never considered
itself a source for longer-term funding and, like FHLB advances, Fed advances are
- secured.

It is true that FHLB advances do provide a longer-term source of funding for
members. However, the question must be raised whether such advances are

preferable to insured brokered deposits from the standpoint of the deposit insurance

system. When an institution fails, the collateral used to secure FHLB advances is
available to repay these loans. Since the loans are usually over-collateralized with
better quality assets, the insurer generally repays the advances in order to take
possession of the collateral. (Note that the quality of the collateral has no relevance

to the quality of assets acquired with the proceeds of advances: good assets are
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regularly pledged to buy less good, sometimes by a wide margin.) Because the FHLBs
(and private lenders providing secured funding) can rely on recovery from collateral,
there is less need to exercise market discipline measured by the economic penalty to
the funds-provider in the event of failure.

When secured advances -- whether from public or private sources -- substitute for
insured deposits, it is true that the liability of the insurer is reduced but so is its
recovery on failed bank assets. In a situation, to illustrate, where a failing institution
is funded solely by secured borrowings and insured deposits, the ultimate loss to the
insurer is unaffected if funding switches between these two sources. Where some
uninsured, unsecured liabilities are present, the presence of secured advances also
reduces recoveries for these creditors. Thus there can be a reduction in the overall
cost to the deposit insurer depending on the precise structure of the failed bank
transaction. However, against this possible modest savings to the deposit insurer, we
must also weigh the fact that secured advances do not pay deposit insurance
premiums. Over time, this can represent significant foregone income for the deposit
insurer.

On this point, the Treasury does examine the idea of imposing insurance
assessments on secured borrowings, and rejects the idea (XIV, 6-8). Yet our
discussions with issuers of brokered deposits suggested that, if insured brokered
deposits were no longer available, they would substitute other sources of longer term
financing, particularly secured borrowings. These would include secured advances

from the private sector. In our opinion, this substitution would neither increase the
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market discipline sought by the Treasury, nor would it improve the financial strength
of the deposit insurer, when we factor in the loss of assessment income to the insurer.

Let us consider the question, "How would bank and thrift funding be affected
by eliminating insured brokered deposits?" Many (perhaps most) of those who would
have otherwise invested in brokered deposits might now choose othef investment
alternatives such as mutual funds and government securities. N evertheless, (1) some
owners of brokered deposits would continue to invest directly in insured CDs. In
addition, (2) banks and thrifts would try to make up mvl(}st or all of the shortfall
through aggressive solicitations of insured CDs; (3) incréasing secured borrowings
from the FHLBs and the private sector; and (4) increasing their large-dollar
(uninsured) funding. Of these four possibilities, only the uninsured portion of the last-
named would reduce the exposure of the deposit insurer in the event of failure, and
that would depend on the timing and handling of the failure.

We do not know, of course, exactly what would happen if insured brokered
deposits were eliminated. We believe that the most reasonable assumption is that the
“replacement distribution" would follow the order listed above and that the majority
of funds would remain in insured deposits (cases 1 and 2), followed by increases in
secured funding. There would be only a modest increase in uninsured and unsecured
liabilities of banks and thrifts. Currently, insured brokered deposits issued by banks
and thrifts, exclusive of those in conservatorship, are about $65 billion. In our
opinion, the elimination of coverage on insured brokered deposits would decrease

insured deposits in banks and thrifts by less than $10 billion.
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Chapter IV

INSURED BROKERED DEPOSIT AND
BANK/THRIFT FAILURES

In the following analysis we review the historical relationship between
bank/thrift failures and the use of insured brokered deposits. The objective is to
explore whether insured brokered deposits were a significant cause of bank and thrift
failures during the 1987-90 period. This part of the study bl‘uilds upon an earlier 1985
Cates study which examined the same question for the years 1982-85. (We exclude
1986 from the present study, because the patterns do not differ, and there were
relatively few actual failures.) The chapter concludes with comments on the
relationship among brokered deposits, failure and the deposit insurance funds.

The results of the earlier study, based upon our finding that brokered deposits
were a small fraction of other diséretionary funding sources, clearly demonstrated that
the rel;ationship between failure and brokered deposits was quite weak. For example,
only a minority of institutions that failed issued brokered deposits. Failures that did

involve brokered deposits made more extensive use of other discretionary funding,

including uninsured (“jumbo”) deposits and secured borrowings. The "driver" of

failure, we found, was reckless asset strategy, able to harness many kinds of available

funding, of which brokered deposits were a small fraction. To say that brokered

VI

deposits caused these failures is like arguing that roosters cause the sunrise. =

The present analysis, summarized in Tables 2-4 in the Appendix, builds upon
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the approach used in the earlier study but uses a more comprehensive methodology.
In Table 1 we present selected, aggregate industry trends, in order to place the failure
data in context. All the tables are based on regulatory data from thrift and bank call
reports through September 30, 1990, the most recent available data.

It is important to differentiate between the different classes of brokered
deposits as defined in call reports. The term "brokered deposits” encompasses any
certificate of deposit placed through a third party intermediary. "Insured brokered
deposits" are those with balances of $100,000 or less per depositor. Insured brokered
deposits, however, are issued through full-service securities firms and so-called "money
brokers”. Only those deposits issued though full-service securities firms are
considered retail (insured) brokered deposits (see Chapter II for fuller discussion of
this business). Though our study concentrates on retail brokered deposits, regulatory
data only distinguish between insured and uninsured brokered deposits, making no
distinction between retail deposit brokerage and deposits issued through money
brokers. This data limitation forces us to rely upon "total insured brokered" for the
analysis in this chapter. Thus, the data may overstate retail brokered deposit activity
at failed institutions.! In the next chapter we are able to use certain proprietary data
to examine retail brokered deposit usage by three high profile thrift failures: Lincoln,

CenTrust and Franklin.

'  For 1986-87 thrift data (used to analyze 1987 and 1988
failures) total brokered deposits were used as a proxy for insured
brokered because, after careful review of OTS computer tapes
provided us, we found insured brokered deposit data for those years
to be unreliable.
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Tables 2-4 concentrate on data of failed institutions and examine insured
brokered deposit usage by asset size. Table 2 reports and analyzes the number of
bank and thrift failures with insured brokered deposits at the time of closing. Table
3 shows insured brokered deposits as a percentage of total deposits for those failed
institutions with insured brokered deposits. Table 4 presents selected ratios of failed
institutions with insured brokered deposits, in order to compare the relative
importance of insured brokered deposits to other discretionary funding source. The
ratios in Table 4 are calculated as medians to avoid the problem of a few large
institutions skewing the results.

We also perform the same analysis on "open" (not failed) high risk institutions,
in order to broaden our view of brokered deposits to include not just failures but all
high-risk institutions. "Highest risk" is defined in this study as institutions with a
Cates rating of "5" (or "highest risk"). The Cates Bank Rating Service was used
because it is a quantified evaluation of asset quality, capital, earnings, liquidity and
holding company financial risk. These ratings were done before this study was
commissioned.’

The aggregate trends of insured brokered deposit usage by all banks and thrifts
from 1987 through last September are reviewed in Table 1. In this table we also
separate thrifts and banks by capital levels. Thrifts are divided into three groups: less

than 1.5% tangible capital ratio to assets, 1.5-3% tangible capital, and above 3%

2 The analysis is based on Cates ratings as of 6/30/90, when

70% of banking industry and 50% of thrift industry assets were
rated, including every publicly held financial institution.
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tangible capital. Banks are broken into two groups: above and below 5.5% equity

capital to assets.

A. Bank/Thrift Failure Trend Analysis: 1987-90

The findings of this chapter are consistent with the conclusions of the earlier
study. We conclude that there is no more causai linkage between insured brokered
deposits and bank/thrift failures than exists with any other type of funding. We will
first present the record of commercial banks, and then of thrifts. |

1. Bank Failures and Brokered Deposits

Of the 741 bank failures between 1987 and 1990, only 15% had insured
brokered deposits at time of failure. From a low base level, the percentage has risen
slightly in recent years, reflecting a general increase in banking industry use of

brokered deposits.

1987 1988 1989 1990 Total

Bank Failures 176 203 195 167 741

With Insured Brokered
Deposits 25 19 32 34 110

With Insured Deposits Less
Than 5% of Total Deposits 12 9 19 16 56

Of the 110 failures with insured brokered deposits, roughly half (56, or 51%) showed
low usage of brokered deposits. We define "low usage" as less than 5% of total
deposits. Thus in 92% of bank failures, there was little or no usage of insured

brokered deposits.

40



The table below, which presents ratio medians for those 1987-90 bank failures
that did have insured brokered deposits at closing, makes two important points.
First, insured brokered deposits funded a small portion of earning assets. Second,

insured brokered deposits were a small fraction of other discretionary funding.

1987 1988 1989 1990
Insured Brokered Deposits/
Earning Assets 5.20% 7.12% 3.22% 5.99%
Insured Brokered Deposits/ (
Purchased Funds 21.41 24.42 9.97 38.26

Because of the extensive use of many sources of discretionary funding, common sense
suggests that bank asset strategies, rather than any one type of discretionary funding,
were the principal cause of failure. Even in cases where brokered deposits were a
substantial source of funding (in sixteen, or 2%, of the bank failures), purchased funds
were also quite significant. We conclude that there is no evidence of a direct causal
linkage between insured brokered deposits and bank failure.

2. Thrift Failures and Brokered Deposits

There were 777 thrift failures during the 1987-90 period. At the time of failure,
insured brokered deposits were present at slightly more than half (405 or 52%) of the
failures, a somewhat higher proportion than found in the 1985 study. However, the
proportion of failures with insured brokered deposits decreased every year from 1987
through 1990. In 1987, to illustrate, insured brokered deposits were present at 60%

of the failures. By 1990, they were present at only 44% of the failures. The reduction
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undoubtedly reflects the regulatory impact of FIRREA, the decline in the activity of
money brokers (Chai)ter IT) and the generally more restrictive credit policy at retail
brokerage firms. Of the 405 failures with insured brokered deposits, low-usage thrifts
were roughly half (189 or 48%). To put it another way, three-quarters (74%) of all

failed thrifts had little or no insured brokered deposits.

1987 1988 1989 1990

Number of Thrift Failures 48 205 325 199
With Insured Brokered

Deposits ‘ 31 119 168 87

With Insured Brokered Deposits
Less Than 5% of
Total Deposits 21 53 64 51

Insured brokered deposits equal to more than 25% of deposits were present at
less than 10% of the failed thrifts. Most of this high usage was at institutions with
less than $500 million in assets. In most of those situations, moreover, purchased
money was also a significant source of funding, in most cases surpassing brokered
deposits. As with the banks, uninsured funding (purchased funding) exceeded insured
brokered deposits for the median thrift failure (i.e., those with insured brokered
deposits at closing), as the table below illustrates. This is also true for every asset
size group (see Table 4). Further, in each of the years 1987 through 1990, insured
brokered deposits funded a low fraction of earning assets, as shown in the table below

(and in Table 4).

42



Insured Brokered/
Earning Assets 0.99% 6.02% 9.01% 4.07%

Insured Brokered/
Purchased Funds 9.56 38.17 43.59 26.36

Insured Brokered/
FHLB Advances 26.90 61.86 80.59 33.41

At the typical failure where insured brokered deposits were present, FHLB
advances were a more sighiﬁcant funding source than brokered deposits. As
previously noted, these advances are collateralized by thé "best assets, a process that
deprives the insurance fund of potential recoveries. Moreover, failed issuers of
insured brokered deposits made greater use of FHLB advances than those failed
thrifts that did not issue insured brokered deposits.

3. "Most Risky" Banks/Thrifts

The trends among the most risky Cates-rated (but still operating) institutions
presented in Table 2 are similar to those .of the failures: 82% of the "5"-rated banks
and 85% of "5"-rated thrifts had less than 5% of their deposits in the form of insured
brokered depbsits as of September 30,1990. Half of the highest-risk thrifts and 66%
of the highest risk banks had no brokered deposits.

4. Summary

The evidence indicates that in the overwhelming number of cases, insured
brokered deposits were either not present or present in insignificant amounts.
Between 1987 and 1990, of the 1,518 combined bank and thrift failures, only a third

(515, or 34%) had insured brokered deposits. If we exclude "low usage" institutions
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(insured brokered less than 5% of total deposits), only 270 (or 18% of the total
failures) had brokered deposits outstanding in excess of the "low usage" threshold.
Some bank /thrift failures, it is true, made material use of insured brokered deposits.
At 76 failed institutions, insured brokered deposits exceeded 25% of total deposits.
This represents 5.1% of total failures (of which most were thrifts).

Even when insured brokered deposits were present, other forms of
discretionary funding, especially FHLB advances, were a more significant source of
financing. This finding is well documented .in Table 4 in the Appendix. Using median
ratios of failed banks/thrifts 1987-90, insured brokered deposits at failed banks
averaged 30% of other discretionary funding across the period. The corresponding
percentage at failed thrifts was 23%. To put it anofher way, other discretionary
funding' was 3.8 times the average of insured brokered deposits.

B. Thrift Industry Trends: 1988-90°

The dramatic decline in brokered deposit usage by thrifts (see Appendix Table
1) results from FIRREA restrictions, industry consolidation and the generally
weakened condition of the industry. The total number of thrift issuers,* for example,
fell substantially. For thrifts in the aggregate, the number of issuers fell almost 40%
from 609 at end-1988 (the year before the enactment of FIRREA) to 379 at September

30, 1990. Furthermore, this trend is most pronounced among the more thinly

3 Thrifts 1in conservatorship are excluded from this
discussion.

“ We define "issuer" as any institution with insured brokered

deposits outstanding, whether or not issuance is continuing
currently.
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capitalized group, those who fall below the fully phkased-in core capital requirement
of 3% tangible capitél to tangible assets. Their decline was 60%, from 239 to 104. As
for the weakest group of issuers, those with tangible capital ratios of less than 1.5%,
the decline in issuers was much sharper, from 170 to 47. The better capitalized
thrifts issuers also declined, from 370 to 270.

Most brokered deposit issuers are stronger institutions in compliance with all
capital requirements (see Table 1). Nearly three times as many thrift issuers, in fact,
exceed the fully phased-in core capital requirement as fa.ll";ybelow it as of September
30, 1990. This dispels the notion that only the weakest thrifts use insured brokered
deposits.

Brokered deposits have never been a major source of funding for the thrift
industry. This is especially true for thinly capitalized thrifts. Among these issuers,
brokered deposits funded less fhan 5% of average earning assets as of September 30,
1990, and were 6.6% of total deposits. For the industry as a whole, brokered deposits
declined from $54 billion to $22 billion (a 60% decline), end-1988 through September
30, 1990, when insured brokered deposits stood at 2.7% of total thrift deposits.

Compared to other funding sources, insured brokered deposits were 13% of
6ther discretionary funding in 1990, down sharply from almost 18% at end-1988. To
take the largest single source -- FHLB advances -- these were 2.5 times outstanding
insured brokered deposits at September 30, 1990. In addition, "jumbo" (large-dollar)
CDs, which we consider a proxy for "money desk" funding operations, are also much

more significant than insured brokered deposits. It should also be noted that issuers
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of brokered deposits are more likely to rely on other purchased funding than are non-

issuers.

C. Bank Industry Trends: 1988-90

As with the thrift industry, we divide banks into capital groups: those above and
below 5.5% equity capital as a ratio to assets. The aggregate trends are the reverse
of the thrift industry, reflecting increased acceptance by banks of insured brokered
deposits as a funding source. The number of issuers rose from 658 to 700. The
number of issuers with more than 5.5% capital rose by 30 from 526 to 556, from 1988
to September 30, 1990.° The number of issuers with less than 5.5% capital also rose
by 12 from 132 to 144. (See Appendix Table 1.)

Insured brokered deposits comprised an increasing share of total deposits (5.8%
at September 30, 1990). The better capitalized bank issuers fund a higher (5.5%)
percentage of earnings assets with brokered deposits than do the less-capitalized

banks (2.3%). These percentages, moreover, are low compared to other discretionary

5. Banks are currently subject to risk based capital
requirements and an additional tangible equity requirement which
varies according to the overall condition of the individual bank.
The latter requirements became effective in late 1990 for Federal
Reserve member banks and in 1991 for insured nonmember banks.
During the period for which bank data are presented in this report,
banks were subject to a primary capital requirement of 5.5%.
Primary capital essentially consists of tangible net worth plus
loan loss reserves.

If we use a 5.5% primary capital ratio (instead of an equity
capital ratio 5.5%) as the basis for determining which banks are
well-capitalized, then an even greater fraction of banks fall into
the well-capitalized group.

On September 30, 1990, there were only 53 issuer banks that
had a primary capital ratio of less than 5.5%. Those 53 banks had
insured brokered deposits of under $3 billion, less than 8% of
insured brokered deposits held by all banks on that date.
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funding sources. To illustrate, note that the mean insured retail brokered deposit was
7% of total purchased funds at September 30, 1990, indicating that other discretionary
funding is overwhelmingly more important than brokered deposits as a source of bank
asset financing. Finally, note that insured brokered deposits in banks were 1.5% of
total bank deposits at September 30, 1990.

D. The Shift to Stronger Issuers

The aggregate data for banks and thrifts point to a trend toward stronger
issuers. Both the number of issuers and the extent of their usage indicate a two-
dimensional shift: (a) from thrifts to banks and (b) from fhe more thinly capitalized
institutions to the better capitalized.

1. Three Reasons

We‘ offer three explanations, based partly on data analysis, and partly on
interviews we conducted with retail deposit brokers and with issuers. For one thing,
regulation changed the environment. To illustrate, FIRREA prohibited issuance of
brokered deposits by undercapitalized thrifts without a regulatory waiver; in addition,
the FDIC imposed certain asset growth restrictions on banks relying on brokered
deposits (and certain other types of funding); and the flexibility given acquiring
institutions effectively to repudiate rates paid on deposit contracts assumed in failures
has sharply diminished the investor-attractiveness of brokered deposits in weak

institutions.® These several events have dramatically coalesced to force out high risk

¢ our review of failure data confirm that the post-FIRREA

restrictions removed whatever abuses may have been present during
the mid-1980s. Since 1986, most of the 1987-90 failures exceeded
the FDIC/OTS growth limits. Had the FIRREA prohibition on brokered
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and weak institutions.

Second, even before the 1989 restrictions, the retail deposit brokerage firms had
begun to tighten their own credit reviews of issuers.

Finally, we believe that the growing acceptance and moderate use of retail
brokered deposits is an example of the benefits which capital market efficiencies bring
to banks, in this case the power of brokerage distribution systems to assemble
"tailored maturity" deposits more quickly than most banks can through their more
limited distribution systems, and at a cost no higher than the banks pay for
alternative financing.

2. Why Banks Issue

In our interviewing, we talked with a geographically dispersed cross-section of
issuers -- thrifts, retail-oriented commercial banks and wholesale-funded commercial
banks -- whose financial condition ranged from strong to relatively weak (names
withheld because of the confidential nature of these interviews). Interviewees
included two west coast thrifts, a midwestern thrift, two midwestern banks, two large
New York banks, and two banks in the mid-Atlantic region. The healthier
institutioné, in particular, told us that they entered the market only after weaker

thrift institutions were no longer able to issue. The withdrawal of the higher-rate

deposit issuance by undercapitalized institutions been in effect
since 1987, 94% of the failed issuers of brokered deposits could
not have issued brokered deposits without an FDIC waiver. The
restriction on issuance where rapid asset growth was occurring
would have halted 70% of issuers. The two restrictions acting
together would have restricted or halted issuance by virtually

every failure during the 1987-90 period.

48



weaker institutions reduced the cost of brokered CDs. These issuers told us they turn
to the brokered deposit market only when these deposits are a lower priced
alternative, and they retreat when retail brokered deposit funding costs are higher
than other sources. Typically, the motive behind issuance is to lengthen the repricing
cycle of liabilities in order better to manage interest rate risk. Banks also use
brokered deposits of given maturities in order to match-fund specific asset programs.

A weaker regional bank told us that its aggressive use of brokered deposits in
1990 (while assets were flat to down) was for the purpose of paying off higher-cost
local funding and building cash liquidity with 2-to-5 year Cbs. This program was fully
completed during 1990, and no regulatory waivers were required. Without it, liquidity
might have been impaired, leaving a thinner margin of safety for crisis management
steps.

Data as well as interviews show us that brokered deposits are but one funding
alternative and, with few exceptions, represent a small percentage of total funding.
Issuers typically view retail brokered deposits as a reliable source of intermediate-
term funding and a somewhat lower cost alternative to local insured deposits.

The geographic distribution of issuers shown in Table 5, furthermore, lends
credence to issuer comments that cost considerations govern brokered deposit
issuance. The issuers are concentrated in relatively high-cost funding markets, such
as the Northeast and California.

E. Failure Data and Implications for the Insurance Fund

Regulators and private-sector analysts almost universally agree that high risk
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asset strategies are the principal reason for failure. This issue will be further
explored in our discussion of three high profile thrift failures (see Chapter V). Given
the rather free availability of purchased funds, and the subordinate role played by
insured brokered deposits, it is difficult to make the case for a causal link between
brokered deposbits and failure.

While insured brokered deposits certainly were present and did fund growth at
somre of the failures, they generally were not the major source of discretionary
funding. Among insured brokered deposit issuers that failed during the 1987-90
period, purchased money (secured borrowings and uninsured deposits) funded a much
larger portion of assets than did brokered deposits.

It is true that, from a narrow view of insurance fund liability, the uninsured
deposit (account balances over $100,000) is not protected by deposit insurance and is
therefore not a threat to a public poligy. Our data, however, show that even among
institutions with insured brokered deposits, uninsured deposits typically funded more
of the asset base than did brokered deposits. They were therefore materially
instrumental in financing the reckless asset strategies which ultimately created
deposit insurance losses. These funds, moreover, generally had short maturities,
enabling depositors to flee before institutions failed. We argue, therefore, that the
imprudent use of uninsured funding abets the destruction of values lying behind
insured deposits, and thus contributes materially to insurance fund losses.

Secured borrowings, as we have already commented (see Chapter III), expose

the deposit insurer to loss that is comparable to that of insured deposits. In sum, our
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conclusion is that insured brokered deposits funded a small percentage of assets of
failed banks and thrifts and only rarely could be said to have increased deposit

insurance costs. Since FIRREA, of course, such abuses are no longer possible.
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Chapter V

LINCOLN, CENTRUST, FRANKLIN: THREE FLAMEOUTS

Critics of brokered deposits have held that this was an easily accessible and
high-cost source of funds. As such, it was an important determinant of the largest and
most expensive thrift failures of the 1980s. To put it another way, the availability of
expensive "hot money" made possible the speculative momentum of high-flying thrifts,
leading to their demise at great expense to faxpayers.l The high cost of brokered
deposits, it is argued, forced thrifts to invest in high-yield, high-risk assets, thereby
encouraging unsafe and unsound practice.

In this section of the study, we examine that thesis in some detail by
considering the failures of three notorious thrifts that made extensive use of brokered
deposits: Lincoln Savings (Los Angeles, California), Ceanust Bank (Miami, Florida),
and Franklin Savings (Ottawa, Kansas). All of these were placed in conservatorship
in 1989 or 1990. We selected these for special study because they are among the
largest and most costly failed issuers of brokered deposits.

Our analysis is based on several sources: regulatory thrift financial reports,
SEC filings and retail brokered deposit trading data (issue date, coupon rate and
maturity) supplied to us by leading securities firms. These data are summarized in

Tables V-A and V-B and in the Cates Thriftcompare reports to be found at the end

!. See, for example, Martin Mayer, The Greatest Bank Robbery Ever, Simon &
Schuster, 1990.
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of this chapter.

We conclude that, although total brokered deposits were a major funding source
at all three thrifts, there is not a compelling linkage between retail brokered deposits
and the deterioration, decline and ultimate failure of the institutions. Further, retail
brokered deposits at these thrifts were not especially high-priced: they were in fact
briced competitively with FHLB advances per equivalent maturity. Finally, we
conclude that the full-service securities firms acted prudently as soon as signs of likely
failure became evident. Under FIRREA rules, of course, Lincoln and CenTrust would
have been unable to issue brokered deposits for several years before their failure.
This is because FIRREA-mandated restrictions on insured brokered deposit issuance
by undercapitalized thrifts would most certainly have forestalled such deposits. In all
three cases, the regulators had the authority to restrict growth, even before FIRREA.

A. Strategy and Events Leading to Failure

The three thrifts followed diverse strategies with one factor in common: very

rapid growth. This can be seen in the Cates Thriftcompare reports to be found at

Chapter-end. Lincoln and CenTrust are prototypical examples of thrift industry
excess which did so much to create the restrictions in FIRREA. The Franklin strategy
was distinct from the first two, but, as noted, its growth also could have been
restricted by the regulators, as would its power to issue insured brokered deposits.
Leaving aside legal and ethical improprieties, the Lincoln strategy was
inherently risky for uninsured creditors and the insurance system. From the time of

its acquisition by American Continental in 1984, Lincoln’s assets grew at an incredible
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rate, over 45% annually through 1986. Lincoln concentrated its operations in
construction lending and direct real estate investment. This combination of very rapid
growth and investment in highly risky and speculative activities was a presm;iption for
trouble.

Operating in a manner similar to a real estate investment company, Lincoln did
not have a core thrift business. By 1986, aided by permissive California law, over 20%
- of its assets were invested in real estate properties and in‘ service corporations that,
in turn, primarily invested in real estate. Because of highly suspect non-cash profits
generated from real estate sales, Lincoln was able to report positive net income.
However, excluding real estate sales, Lincoln consistently ran deficits on an operating
basis, and, in fact, its net interest income was negative. The high-risk balance sheet
made its rather thin tangible capital base quite perilous. It would appear that the
regulators could have closed Lincoln long before 1989, the year the thrift was placed
in conservatorship. All the above observations are easily replicable by even a cursory
study of Lincoln’s regulatory financial filings throughout 1984-89 (see Cates

Thriftcompare at the end of this chapter).

CenTrust was a slightly milder variation on the same theme. Beginning in the
mid-1980s through 1988, CenTrust’s assets grew by more than 20% each year,
invested partly in high-risk real estate loans and properties owned directly through
service corporations, and partly in high-yield (primarily unrated) corporate bonds.
Similar to Lincoln, asset sales generated apparently strong (but non-cash) earnings,

while recurring profitability remained very weak, and frequently in deficit. Razor-thin
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net interest margins (negative in 1985-86) reflected the lack of a core thrift franchise.
Negative tangible capital meant that CenTrust had no cushion against future losses
and was basically insolvent. In both Lincoln and CenTrust, lax regulatory aécounting
treatment, liberal capital rules, and generous investment powers as state-chartered
thriffs permitted them to pursue their respective strategies with impunity.

Franklin’s assets grew nearly three-fold from 1986-89, primarily through
purchase of investment-grade mortgage-backed securities (MBS), with the intention
of earning a small but stable spread. Interest rate risk é_was controlled through a
variety of uniquely sophisticated hedging and funding strategies. Then an adverse
MBS market in the late 1980s shrunk its net interest margin. On top of this, its thin
capital, coupled with an OTS ruling which disallowed the bank’s accounting treatment
of hedging and forced the recognition of losses in new lines of business (e.g.
insurance), led to an insolvency finding by OTS in 1990. |

B. Funding Patterns

It is quite clear that in all three institutions, asset strategies, not funding
strategies, were the predominant cause of failure. To understand the specific role
piayed by retail brokered deposits, however, distinction must be made between the
two types of strategy at the thrifts.

Brokered deposit issuance in the mid-1980s is best viewed in an historical
context. Thrift failures in the early 1980s were caused by the long-hidden risk
inherent in the prevailing strategy: simultaneously attract short-term deposits and

long-term mortgages. When interest rates began to surge in 1979, thrifts were
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trapped by their decades-long practice. One thing they needed was longer-term, fixed-
rate deposits. Becaﬁse securities firms have broad distribution among investors, the
retail CD, issued at much longer maturities than is (‘and was) available from
depositors in local markets, was a partial answer to the challenge of interest-rate risk
management, along with FHLB advances and other instruments. Even in the three
thrifts under discussion, this funding flexibility was a constructive tool in
asset/liability management. At bottom, it was their long maturity that made
brokered deposits popular as a funding source. And given the interest-rate risk profile
of thrifts, such a funding strategy was reasonable, as’ long as the costs were
competitive with FHLB advances.

As Table V-A illustrates it is important to recognize that the three thrifts did
not depend solely on retail brokered deposits. Each had available several other large-
scale funding alternatives, including non-retail brokered deposits, internal money desk
operations to raise money nationwide, FHLB advances, and other secured borrowings
such as collateralized mortgage obligations (CMOs). Each institution used a
combination of funding sources selected on the basis of relative price, maturity and

availability. Table V-A and V-B and the Cates Thriftcompare reports summarize the

funding strategies.

Even among these three high-profile failures, it is wrong to generalize about
brokered deposit usage. Lincoln grew aggressively through longer-term brokered
deposits, made more attractive to investors by the presence of a secondary CD market

maintained (but not guaranteed) by the brokers.
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CenTrust also used diverse sources to fund its growth. Again, brokered
certificates of deposit helped to extend liability maturities. In 1989, about 70% of its
brokered CDs exceeded one year in maturity and almost one-third were loﬁger than
three years. By contrast, over half of the internally generated CDs had maturities
less than one year. Brokered deposits, however, were by no means the predominant
source of CenTrust funding. The bank made greater use of other discretionary funding
such as FHLB advances, mortgage-backed debt, and jumbo certificates of deposit,
which together exceeded brokered deposits throughout the five years prior to failure.
In 1989, the year before CenTrust was closed, these other funding sources were
almost double the outstanding brokered deposits. And jumbo CDs, generated to a
large extent through an internal money desk, exceeded brokered deposits in four of
the five years prior to failure.

At Franklin, retail brokered deposits and collateralized borrowing comprised the
main elements of its funding mix. Brokered deposits were used to manage shifts in
MBS prepayment behavior. Franklin management also considered brokered deposits
to be an attractive funding source because the cost components, including deposit
premium, coupon and brokerage commission, were so readily and reliably quantified.
This, of course, was crucial to a narrow-margin, totally modelled operation. In
rendering his decision on the Franklin suit against OTS, (Franklin Savings Association

vs._Director of the Office of Thrift Supervision) Judge Saffels wrote that "to fairly

compare the cost of funds between institutions, all costs must be considered.

Franklin’s brokered deposits are shown to not constitute a high cost of funds" (p. 71).
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C. Retail Broker Deposit Data Analysis

Several brokerage firms provided the authors with confidential data on dates
of issuance, maturity and coupon rates of retail brokered CDs issued by the three
thrifts.? The findings of this section are based on that data, which are summarized
in Table V-B. Relative yields, méturities and number of issues were analyzed from
the time that this group of retail brokerage began issuing for the institutions until
they went into conservatorship.

1. Credit Analysis

There is strong evidence that the retail brokers performed objective credit
analysis on the three institutions in order to reduce their exposure (and those of their
clients) even before the enactment of FIRREA. None of the three were funded by all
of the sécurities firms surveyed. That is, at least one firm declined to issue for each
of the three thrifts. Second, in the more flagrant cases of CenTrust and Lincoln, none
of the firms funded the institutions the year they failed. As further evidence of
increasing concern about the quality of the high risk institutions, the average
maturity and the number of new issues declined during the period just prior to failure
at CenTrust and Lincoln (see Table V-B and Graphs V-A ahd V-B).

These observations point to differences between retail brokers and money

brokers. The former, because of their concern about firm reputation and the

?. Provided under confidentiality agreements. Under terms of the confidentiality
agreement, the statements and conclusions are required to be general so that the
source of the information, i.e. the individual firm, would not be identified. Six firms
in total contributed data, four of the largest firms and two somewhat smaller in terms
of their role in issuance.
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continuity of their relationship with largely unsophisticated clients, wish to avoid
brokering deposits for failing institutions.

2. Comparison of Rates: Retail Brokered Deposits and FHLB Advances

We were able to compare a modified all-in cost of retail brokered deposits
against comparable maturity Federal Home Loan Bank advances (an available funding
alternative). In order to arrive at the modified all-in cost, we added a commission of
sixty basis points per year to the stated coupon rate on brokered deposits. The rate
on advances (which pay interest monthly) was adjusted to be comparable to the
brokered CD which generally pays semi-annually. Our analysis did not cover the zero-
coupon deposits, nor did we adjust the deposit cost to include deposit insurance
premium. -

We compared each institution’s deposit cost rate to its respective FHLB advance
rate, i.e. Lincoln to San Francisco FHLB, CenTrust to Atlanta FHLB and Franklin to
the Topeka FHLB. Our findings are summarized in Table V-B and Graph V-C. In
general, we found that the spread narrowed from the mid-1980s to the late 1980s, and
in some cases, the relatively falling cost of retail brokered deposits was actually less
than rates on advances.’ At no time were the spreads more than 50 basis points over
FHLB rates. The fairly narrow spread between FHLB rates and Franklin’s brokered

deposits, in fact, lends support to Judge Saffels’ opinion cited earlier.

’. The decline in spread also reflects a general rise in FHLB advance rates during
the late 1980s.
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D. Conclusion

In this chapter we have analyzed the role of retail brokered deposits in three

well publicized thrift flameouts. Our conclusions are as follows:

1. In helping to achieve rational funding objectives, retail

- brokered deposits were not a high cost funding source but
priced competitively.

2. While rapid growth was funded by retail brokered deposits,
it was also funded by other discretionary so;urces, which
would have served the same purpose had brokéred deposits
not been available.

3. The retail brokerage firms sought to act to reduce their
clients’ exposure to high risk institutions.

4. The narrowing of the spread between brokered deposits
and FHLB advances and the tightening of credit standards
later in the decade are indications of the increasing
maturity and acceptance- of the retail brokered deposit as

an investment instrument.

We are not saying that thrift-issued retail brokered deposits did not contribute
to the losses sustained by the insurance fund and the taxpayer. Using the principle
of "comparative negligence" (applied in personal injury lawsuits) as an analogy, we do
argue for a rather low share of the blame. If the intoxicated driver of the speeding

car is to get 60% of the blame for the accident, the rainy weather (financial
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environment) is responsible for 10%, the powerful car (all discretionary funding
sources) 10%, the high-test gasoline (insured brokered deposits) 5%, and lax traffic
control (the FHLB) 15%. Actually, the passage of FIRREA makes such blame-casting
about as relevant to the current environment for brokered deposits as a debate on the

1588 failure of the Spanish Armada.
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Centrust, Lincoln aad Franklin

Year Brokered Deposits/ Purchased Funds/ FHLB Advances/ Jumbo CDs/
Eaming Assets Earning Assets Earning Assets Earning Assets
CENTRUST BANK, A STATE SAVINGS BANK MIAMI, FL
1989 36.57% 71.42% 7.66% 40.42%
1988 31.77% 65.69% 7.16% 38.67%
1987 21.54% 33.38% 6.74% 14.67%
1986 8.89% 32.58% 7.47% 13.39%
LINCOLN SAVINGS AND LOAN LOS ANGELES, CA
1988 48.41% 27.89% 0.72% 7.39%
1987 54.56% 31.14% 1.81% 742%
1986 56.87% 25.51% 2.35% 741%
1985 44.49% 26.96% 3.36% 13.07%
FRANKLIN SAVINGS ASSOCIATION OTTAWA, KS
1989 31.12% 37.35% 27.20% 451%
1988 25.84% 39.23% 20.87% 6.03%
1987 20.37% 62.47% 11.85% 24.04%
1986 13.57% 42.52% 1.08% 3.32%

SOURCE: CATES THRIFTCOMPARE ANNUAL DATA/RATIO REPORT

NOTES:
1. The data are based on thrift financial reports filed with the Federal Home Loan Bank Board.

2. Brokered Deposits are defined as Total Brokered Deposits, both insured and uninsured. The narrower
insured brokered deposit definition is not uscd in the table because the data prior to 1988
was determined to be unreliable.

The 1988-89 Ratios of insured to total brokered deposits are presented below:

1988 1989
CENTRUST 98.62% 92.80%
LINCOLN 88.67% 98.33%
FRANKLIN N/A 100.00%

3. The data are presented for the four years prior to failure.



‘Tabel V-B: Summary of New Retail Brokered Depost Issuc Data
for Centrust, Lincoln Savings and Franklin Sayings

Year  Number of Average Retail Brokered
New Issues Maturity Deposit to
(In Years)  FHLB Advances -
Cost Spread

CENTRUST BANK, A STATE SAVINGS BANK MIAMI, FL
1989 138 22 -0.03%
1988 292 2.5 0.01%
1987 383 33 0.24%
1986 407 4.3 0.45%
1985 28 4.5 0.50%
1984 12 4.2 0.40%

LINCOLN SAVINGS AND LOAN LOS ANGELES, CA
1988 30 08 0.03%
1987 22 0.8 0.12%
1986 201 57 0.35%
1985 351 6.7 0.12%
1984 64 8.2 0.09%

FRANKLIN SAVINGS ASSOCIATION OTTAWA, KS

. 1990 18 1.5 0.01%

1989 43 1.5 0.01%
1988 57 2.1 0.07%
1987 101 0.6 £0.05%
1986 40 _ 08 0.05%

SOURCE: PROPRIETARY TRADING DATA FROM SIX SECURITIES FIRMS

NOTES:

1. Zero Coupon Deposits were excluded because their cash flow characteristics
are different from the FHLB advances and therefore an accurate cost
comparison cannot be made.

2. To calculate the Spread:

a. An assumed 60 basis point commission was added to the retail brokered deposit coupon.
b. Interest is paid on Federal Home Loan Bank advances monthly. The interest Rate
was adjusted so that the yield is on an equivalent basis to the retail brokered

deposit that pays interest semiannually.



CATES THRIFTCOMPARE® ANNUAL DATA/RATIO REPORT

NATIONAL PEER GROUP : $1 BIL AND OVER ( 235)
té%’cghggf%“ CA 03805 REGIONAL PEER GROUP : Far West ( 55)
ASSOCIATION TYPE : ST STOCK DATE OF INSURANCE : (3/00/36

1.01 Relurn on Assels 0.25% 0.71 1.92%4 3.18 0.76%
1.02 Return on Assets (Oper) 0.65 2.20 | -23.31 -0.01 0.27
1.03 ReturnonNetWorth 4.911.12,24 1 27.191 73.12 | 20.51
1.04" NetIncome % Change 5.9717-43.77 1-37.321510.80 [93.44
1105 Net Operating Income % Change 3.90 17.35 [-422.40 23.35 |- 40
1.06 Net interest income % Change .4.00 ] 21.00 /-150.00 [-619.00 -186.00"
1.07 " Earning Asset Yield 9.58 9.80 9.81 12.67 3.17
1.08 :Loan Yield g.98 10.83 11.06 13.01 2.33
1.09 Break Even Yield 11.63 12.63 14. 31 14.90 3.65
1.10 Average Cost of Funds 8.86 9.05% 9.92 10.84 9.87
1.11  Net Interest Margin (Excl Fees) oz2.05 ) -2.83 . -4.51 -2.24 | -0,47.
1.12" Overhead to Oper inc 374.58 | 191.56 | 350.90 | 100.21 | 138.22
1.13  Non-Int Inc (Oper) to Oper Inc} P21y 525.83 | 286.97 | 627.97 | 177.50 | 130.15
1.14 :Mortgage Fees to Oper Inc | : 52.68 28.38 29.63 15.71 21.16
1.15 :Loan Serv Fees to Oper Inc | 0.27 0.85 8.62 2.28 3.23
1.16 :Serv Corp Income to Oper inc |; 454 .86 | 251.48 | 567.68 | 133.33 | 86.88
1.17 :Real Estate Income to Oper Inc | 0.00 0.00 0.88 8.09 0.56
1.18 Etfective Tax Rate 64,00 | 213,73 wa*xxxxx -£8 72 28.87
2.01 Nel Non-Oper inc to Pix NI 52.94% 5.78 7.97% 97.08%
2.02 Net Non-Oper Inc to Oper Inc 61.13 -3.61 4.74 | 102.24
2.03 :Net Gain on RE to Oper Inc 25.17 5.53 .85 3.64
2.04 :Net Gain on Loans to Oper Inc | 11 .58 ! 79.96
As % of Assets
3.01  Earning Assels 1.35% 65.534 63.86% 67.282' 64.13%
'3.02  Service Corp Equity 5.58 17.85 1 22.53 19.10 11.29
3.03 _RealEstate investments 1.57.4.....3.37 3.95)....2.40.]..-0.03.
As % of Earning Assets
3.04  Investments 34.83% 35.44% 45.92% 28.63% 4.48%
3.05 Liguid Securities 5.54 3.67 5.24 8.62 6.53
3.06 . Total Loans e .65.17.1..64.56.(..54.08 | _71. 37.]..95.52 .
3.077 " Large Uiabiiities 27.89 31.14 25.51 26.96 61.60
3.08 :FHLB Advances 0.72 1.81 2.35 3.36 7.79
3.09  :Jumbo CDs 7.89 7.42 7.41 13.07 38.31
3.10  :Borrowings 2 20.41 24.17 18.10 13.89 23.29
3.11  (Brokered Deposits) Q.18 0 .48.41 . 54.56 | 56.87 1 .44.49 | 24.78.
312" CoreDeposits T T §.85 2 103.39 | 108.28 | 118.74 | 110.59 76.73
3.13  :Fixed Rale Deposils 319 8. 15.61 9.17 8.37 9,97 11.47
314 : Money Mkt Deposit Accts. S 7 0.85% 1.74 3.24 3. 868 ' £ .84
4.01 Investments 2-0.B7H ©10.73% 30.57% -3.34% 98.68% 876.017 :250. 487
4.02 Tota! Loans "10.38 |, 17.34° 34.08 49, 50% -6.12 14.01 {:22.87
4.03 1-4 Family Mortgages =7 8.891722.271 125.03 -6.88 1 -43.53 | -15.75 i::14.72
404 Other Mortgage Loans - 3.711. 5.80.] 27.02 22 .67 I 24.36 59.75 |..83.45
4.05 Consumer Loans e gL 87 +0.24 4.611-10.22 12.80 69.71 i 19.23_;
4.06 Commercial Loans 0020000004 04,22 1.444.47 | d 0.00 i G
4.07 ' Large Liabilities 214,99 ’g ég ."18'93 Sggg 5;3% -295.}3 : g gg
4.08 Jumbo CDs 8.37 |-=15.05: 0.15 25. -29. -47. -0.54 .
409 Core Deposi's 5331 437851 58'ga ! 72757 ! 337031 ' 119762 ! gm’8q
Comm + Pret tquiy o Asseis : - 4,344 - 4.51% 4.52% 5.43% 6.03% 5.19% 3.27%
5.02 Net Worth 1o Assets e 4.81 L. 5011 4.57 5.50 6.11 5.31 3.42
5.03 NetWworth % Change 8- AT 18,68 9.75% 24.94 68.51 71.35 [ 743.64
5.04 Asset % Change ©8.311714.539 23.85 20.21 30.53 45.44 : '30.01
5.05 Capual Formation Rate o A.784...5.01.. 5.01 ). 12.71 33.46.| ..87.18 [..37.09.
5.06 Aopraised Cap to Net Worth T0.00 0.37 1.12 1.26 1.43 2.23 4.57
5.07 Net Worth Certs to Net Worth “0.00 0.00 0.00 0.00 0.00 0.00 0.00
5.08 intangible Assets tc Net Werin 21.19 23 . 38 38 ) 88 48 ] 88 48 . 88 7(6). 88 : 148 . 83
5.09 Deferred LossestoNetwortn { (.00 . . . . . .
510 Oua! Subord Deb! 1c NW g 00 0 41! 0 00 0_00 0 00 000 £_00
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CATES THRIFTCOMPARE® ANNUAL DATA/RATIO REPORT

FRANKLIN SA
OTTAWA, KS

ASSOCIATION TYPE :

ST STOCK

05149

NATIONAL PEER GROUP :
REGIONAL PEER GROUP :
DATE OF INSURANCE

$1 BIL AND OVER ( 205)
Midwest ( 52)

12/00/47
1986
S

8
0.7 ”

1.01  Relurn on Assels -0 .31% 34 1. GOT 35 1. b3’
1.02 Return on Assets (Oper) -0.16 0.16 1.17 3.57 0.88
1.03 _Return on RAP Capital L _6_-_,60___ 1 3 9_30_. S. 09 50.9.53 4 . 43
1,047 Netincome % Change 8.4571-36.67-25.0871253.92 0.93
1.05 Net Operating Income % Chang 8.55 | -84.29 5.34 | 657.13 2.94
1.06 Net Interest Income % Change -66.61 | -30.34 | 114.28 | 41.66 | 14.75.
107 "Earning Assel Yieid 10.06 9.%57 0.05 10.46 1.47
1.08 :Loan Yield 9.63 9.57 9.81 10.71 1.47
1.09 Average Cost of Funds 12.04 11.39 9.34 10.96 1.52
1.10  Net interes! Margin (Excl Fees) i 02291 0.96 [ 1.931..1.39.1. 1.73
1.11 Overhead 10 Operinc 107.38 71.2 1.97 11.00 33.84
1.12 Non-Int Inc (Oper) to Oper In 71.81 28.3 0.71 77.79 21.00
1.13 :Ne! Mtg Banking to Oper Inc 0. 00

1.14 :Loan Serv Fees to Oper Inc 15.01 0.1 .00 0.00 0.02
1.15 :Serv Corp Income to Oper Inc -2.93 7.3 20 4.05 -0.32
1.16 :Real Estate income to Oper Inc 0.17 -0.4 .34 0.26 0.01
1.17 Eftective Tax Rate 43 i 9 34.96
2.0 NON-OPERATING INCOME - R TEEET = iy B R
2.01 Net Non-Oper Inc to Pix NI 2. .

2.02 Net Non-Oper inc to Oper Inc -13.20

2.03 :NetGain on RE 10 Oper inc 0.23

2.04 :Net Gain on Loans to Oper Inc 36.86 D L

As % of Assets ] !
3.01  Earning Assets 93.04% .10% 93.62 95.33% 93.69%
3.02  Sservice Corp Equity 3.06 2.86 2.87 1.63 .0.70
3.03  Real Estate Investments 0.001 0,00 0..00 0.00.1 ..0.00
As % of Earning Assets

3.04¢  (Unpledged Eligibles) 4 3.41 .

3.05 Investments 53.41 48.49 28.35 10.68 2.80
3.06  Liquid Securities 2.37 4.35 2.82 2.71 2.50
3.07 _ Total Loans 46.59.1..51.51.(..71.651 89.32 | 97.20.
'3.08" Large Liabilities 37.35 39.23 62.47 42.52 42 .27
3.08 :FHLB Advances 27.76 20.87 11.85 1.08 0.86
3.10 :Jumbo CDs 4.51 6.03| 24.04 3.32 3.92
3.11  :Borrowings 32.84 30.18 42.83 39.21 7.94
3.12  (Brokered Deposits) -31.121..25.84{.20.37.] 13.57.|._.8.60
3137 Core Deposits T 43.88 36.35 24.40 40.24 .17
314  :Fixed Rate Deposits 0.93 0.67 1.01 1.18 .26
315  :Money Mkt Deposit Accts 4 .91 7.34 R.5 R.93 96
4.01 Investments . . . 139.22% 310.11% 5702_26- .80
4.02 Total Loans g 2.52: .5 0.55 23.95 61.28 83
4.03 1-4 Family Mortgages S 2.93 .7 7.45 8.81 72.39 -10°
4.04 Other Mortgage Loans 7 0.31° .6 12.92 14.93 | -24.32 .27
4.05 Consumer Loans B Q.76 .2 -48.41 -9.60 10.67 01
4.06 Commercial Loans . s B -24.1.148.90.|..98.04 {.310.51. -B7.
407 "Large Liabilities 3. %- E .8 -g% ; (1); 126,28 Zg . 2481 .g’gl E
4.08 Jumbo CDs ,’ J33 .1 -57. b o o 3k 3 o . 248.89..
4.03 Core Deposits ) 1405 5 108 35 1 -6 9q 5:“_44 58_:
5.01 Mooified Equily to Assels 8. 88% ..-4 .-.53%‘ 4. .21 % 5.20% 5. 42% 7. 00% 3.057%
5.02 RAP Capital to Assels ""4_'2? 455 4.43 5.44 5.73 7.55 3.72.
5.03 Asset % Change 2.844 0.38:4 13.54 39.15| 57.32| 72.50 5.83:
5.04 Capital Formation Rate .87 4.931 -13.53 11.16 25.83 90.81 8.57
5.05_ Mig Servicing 10 Tang Capital _ .00 g-._--gg-fi I%gg

5.06 Tangible Cap to Tangible Asset 9 a1 3.8 .

5.07 lnlag\gible Assels to%AP Capita 3‘34-: =18.134 15.30 3.58 0.81 1.21 3.35
5.08 Deferred Losses to RAP Capital 0.001 0,00 0.70 0.92 1.39 .26 6.72
5.09 Def Capital to RAP Capital - 0.00!. 0.00: 3.69

5.10 Dividend Payout 0 40 0 009-121 32

fﬂ’ (c‘ .
THRIFTCOMPARE ~ Copyright 1990 by Ca‘es Cons.lting analys's, inc., 40 Broad Streer,

New York, N.Y. 10004 (212) 968-9200 FAX (212) 943-3383
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CATES THRIFTCOMPARE = ANNUAL DATA/RATIO REPORT

VIN NATIONAL PEER GROuP : $1 BIL AND OVER ( 205
ﬁﬂl&?US;’LBANK. A STATE sa (132745_ REGIONAL PEER GROUP : Southern ( 52) :
ASSOCIATION TYPE : ST STOCK DATE OF INSURANCE 07/00/34

| V688 |
1989 | 3988 | 7987 | 1986 { 4985
1.01  Relurn on Assels U ¢ I8 N ¢ 0.62% 0.16% 1.0B% 0.87% 1.07.
1.02 Return on Assets (Oper) -1.05 -0.09 0.49 0.41 -1.06
1.03 Return on RAP Capital N 1 3 ,__4 0 2 . 99 20_-, 14...4.-_.1.9 . 46 3 1_ . 41
1.04 'Netlncome % Change " 98.6371"-80.94 60.83 2.58 -129.04
1.05 Net Operating Income % Change| - 02.31 |-164.89 pxsssxsx 102.03 - 656.27
1.06 Nel Interest Income % Change |:i 5_1,_,._1,__7____‘ ...20.64 | 166.99 -188.07 | =1 2.80
.07 Earning Asset Yieid 10.21 9.64 9.797  9.25 12.715
1.08 :Loan Yield 10.01 9.57 9.91 10.58 11.94
1.09 Average Cost of Funds 9.45 8.79 9.70 11.45 11.79
.10 Netinterest Margin (Excl Fees) |- 1.69°1°°:1,70 ] 0.25 1 0.54 0.60 | -1.17.) -0.55
1117 Overhead to Operinc "~ 174.32717104.81 60.25| 80.401361.63
1.12  Non-int Inc (Oper) to Oper Inc 74. 31 62.99 77.80 | 144.92 | 201.33
1.13  :Net Mig Banking to Oper Inc 0.00
1.14 :Loan Serv Fees 1o Oper Inc 1.67 0.03 0.19 0.28 0.00
1.15 :Serv Corp Income to Oper Inc 46.54 55.66 4.18 | 121.48 | 136.75
1.16 : Real Estate Income 1o Oper Inc | 12.71 -0.67 ] -0.48 -0.66 -7.24
1.17 Effective Tax Rate .29 8.37 0,681 0.31] -0.52
2.01 Net Non-Oper Inc 1o Pix NI .28 0. 90.974 234. 147
2.02 Nel Non-Oper Inc to Oper Inc .65 4, 38.07 | 617.12
2.03 :NetGain on RE 1o Oper Inc : .31 2. -0.83 -0.99
2.04 :Ne! Gain or Loans to Oper Inc¢ 33 1 0 46 - 40.21
As % of Assets
3.01  Earning Assets 88.03% 84.64% 80.79%4 79.76% 73. 80%
3.02  Service Corp Equity 2.76 6.22 10.05 8.10 2.73
3.03__ Real Estate Investments 0.58.1..0.28.} 0,211 0.33) . 0,42
As % of Earning Assels 7.974 i
3.04  (unpledged Eligibles) 17.
3.05 Investments <88 30.93 30.23 32.48 | 40.77 48.19
3.06  Liquid Securities 4 6.34 5.01 7.26 9.55 19.52
3.07  TotalLoans » -59.07./.69.77..67.521_59.23 | 51.8%1.
3.08 " Large Liabilities .2 71.42 65.69 33.38| 32.58 42.28
3.08 :FHLB Advances .74 7.66 7.16 6.74 7.47 9.74
310  :Jumbo CDs .32 40.42 38.67 14.67 { 13.39 15.31
311 :Borrowings .04 30.64 29.02 20.41 19.09 26.78
3.12  (Brokered Deposits) .92 36.57.1..31.71.1..21.54 8.89.]... 1,41,
3337 Core Deposits” T .6 3g . 32 3; . gg 61. ?(3) 52 . gg Bg . g;
3.14  :Fixed Rate Deposits 134 . . . . .
3.15  :Money Mki Deposit Acets 32 318 LQEL 1 g‘g
4.01 Invesiments 43%..-8.61 0.40 4.21% 15.64%" .42%
4.02 TotalLoans . 032.-5:-.".'25'-6.8;% 6.79 49,11 56.24 } .30
4.03 1-4 Family Morigages .48 1 -.4.37] 38.40 12.33 | 121.83 -39
4.04 Other Mo-tgage Loans L0277 0 1.0670 -12.29 30.04 | 83.87 .75
4.05 Consume: Loans .36 14.46] 19.31 73.86 93.13 .25
4.05 Commercial L pans 21D 3,185 .135.60 . ..=21.20.]1.452. 18 -85
407 Large Liabihhes : 55 ‘ 6. 58 : 17 : 29 gg R gé 13 . gg ) gg
4.08 Jumbo CDs i -2 3,111 12.76 . . L
4.09 Core Deposits gg 1501 --1 80 37 121 21 79 Q. 71
5.01 Mmooiiea Equily to Assels 48% : 3.78% 2.18% 5.03% 5.08 3.957
5.02 RAP Capital to zssexs ‘g']b 4.78 ; 3.08 5.03 5.08 3.95
5.03 Asset % Change B4} 3.89: 3.72 29.12 26.46 _1_;47.;
5.04 Cepital Formation Rate .B7 -0.531 -14.28 14.68 | 20.37 4.34"
S.05 _ Mig Servicing to Tang Capital | 0.00 . 5_;82_ 28 S
5.06 Tangple Cap to Tangible Assets| v . “L.
5.07 Intangible Assets lo%AP Capital ] .~ 1933 25.98 i 147.74 76.91 | 102.87 | 140.63 | 241.23
5.08 Deferred Losses to RAP Capital |- 3. 00 0.00 0.00 0.00 0.00] -0.02 -0.05
5.09 Det Cad:a! 10 RAP Capital .00 0.00 - 0.06
510 Divideno Payou! nn g 0on: -24 722
40 Brozd Siree:, New York, N.Y. 10004 (212) 968-9200 F2X (212) 943-3353

= = )
THRFTCOMPLRZ™  Copyrigh: C’IQEJ by Cates Cons_tn) &neyss. inc,
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Table 1 - Industry Aggregates

($ in Thousands)

(Ratios are weighted averages)

BANKS: *
All Issuers:

Number of Issucrs
% of Industry

Assets
Liabilities
Total Deposits
Ins Br Deposits

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Fods/Earn Asscts
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds

1987

537
3.82

706,601,189
670,922,991
406,392,578
14,629,876

231
49.81
50.20

3.60

4.63
12.64

4.60

Issucrs with Equity/Asscts < 5.5%:

Number of Issucrs
% of Industry

Assets
Total Deposits
Ins Br Deposits

Ins Br Dep/Earn Assets
Core Dep/Earn Asscts
Purch Fods/Eam Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Noan Ins Br Dep/Jumbos

Ins Br Dep/Purch Funds

135
0.96

531,862,754
509,503,706
285,503,625

6,987,358

147
46.90
LXR 74

245

3.4
12.713

2.74

1988

658
4.36

884,494,631
836,303,580
533,559,441

25,387,965

321
51.25
49.06

4.76

6.27
12.83

6.55

132
0.98

509,275,373
486,868,698
280,439,905

10,874,025

244
47.56
54.38

KR )

5.14
1547

445

1989

32
5.55

1,015,075,633
960,294,592
624,091,858
32,610,383

3.58
53.21
46.26

523

6.7
13.79

7.15

148
1.12

583,513,615
559,192,900
330,565,853

12,123,271

2.35
49.90
51.88

3.67

4.7
12.84

453

%

1990

700
5.4

1,209,674,739
1,142,864,527
729,415,476

42,286,404 -~

3.58
52.37
48.12

5.80

6.97
16.35

744

144
1.12

719,544,081
688,335,293
391,895,515

17,858,649

2.28
46
54.64
382
4.57
19.88
4.17

5



Table 1 - Industry Kepeais

(S in Thousands)
(Ratios are weighted averages)

1987 1988 1989 1990
Issuers with Equity/Assets > 5.5%:
Number of lssuers 402 526 584 557
% of Industry 2.86 3.89 443 4.32
Asscts 174.738.435 375,219,308 431,562,018 490,216,681
Liabilities 161,419,285 349,434,882 401,101,692 454,610,527
Total Deposits 120,888,953 253,119,536 293,526,005 338,225,961
Ins Br Deposits 7,642,518 14,513,940 20,487,112 24,428,648
Ins Br Dep/Earn Asscts 48 % 423 % 520 % 547
Core Dep/Earn Asscts 58.47 56.35 57.53 59.12
Purch Fads/Eamn Asscts 39.4 41.84 40.46 .64
Ins Br Dep/Total Dep 6.32 5.713 6.93 7.2
Ins Br Dep/Core Dep 8.21 7.50 9.04 9.25
Non Ins Br Dep/Jumbos 12.42 9.78 14.34 12.11

Ins Br Dep/Purch Funds 12.17 10.10 12.82 14.15



Table | - Industry Aggregates -
(8 in Thousands)
(Ratios arc weighted averages)

1987 1988 1989 1990

j’
THRIFTS: */

Note: RTC controlled thrifts have been excluded.

All Issuers:

Number of Issucrs 729 . 609 570 3
% of Industry 23.00 20.51 19.67 14.51
Assets 740,022,950 733,914,210 513,599,771 481,211,556
Liabilities _ ) 723,248,741 714,641,641 509,398,073 460,208,484
Total Deposits 515,112,030 481,954,381 355,012,019 332,572,723
Ins Br Deposits 56,046,335 54,145,620 15,621,906 21,845,387 -
Ins Br Dep/Earn Asscts 813 % 795 % 3% % 4.86
Core Dep/Earn Assets 61.83 58.08 63.54 62.84
Purch Fnds/Earn Asscts 41.69 4.7 41.56 37.41
Ins Br Dep/Total Dep 10.88 11.23 4.40 6.57
Ins Br Dep/Core Dep 13.24 13.69 5.18 1.74
Non Ins Br Dep/Jumbos NA 8.82 43.10 4.62
Ins Br Dep/Purch Funds 19.63 171.76 7.92 13.00
Ins Br Dep/FHLB 66.10 58.20 21.90 38.32

Issuers with Tangible Capital/Tangible Assets < 1.5%:

Number of Issuers 269 170 211 47
% of Industry 8.49 572 7.28 1.80
Assets 174,213,731 144,117,440 127,049,298 78,886,811
Liabilities 187,201,381 152,237,046 141,073,476 78,081,033
Total Deposits 131,548,410 95,182,647 94,000,609 43,682,620
Ins Br Deposits 13,136,204 13,522,941 5,646,964 5,281,335
Ins Br Dep/Earn Assets 820 % 10.16 % 489 % 7.46
Core Dep/Eamn Asscts 73.93 64.36 72.92 62.50
_ Purch Fods/Earn Asscts 41.05 43.17 46.85 46.11
Ins Br Dep/Total Dep 9.99 14.21 6.01 10.85
Ins Br Dep/Core Dep 11.09 15.79 6.70 11.93
Non Ins Br Dcp/Jumbos NA 14.53 63.13 0.76
Ins Br Dep/Purch Funds 19.98 21.09 10.43 16.17
67.35 68.85 28.61 40.66

" Ins Br Dep/FHLB



Table 1 - Industry Aggregaics
($ in Thousands)
(Ratios are weighted averages)

1987

Issuers with Tangible Capital/Tangible Assets 1.5-3%:

Number of Issucrs 70
% of Industry 221
Assets 73,166,519
Liabilities 71,291,730
Total Deposits 51,346,921
Ins Br Deposits 6,439,074
Ins Br Dep/Earn Assets 9.7 %
Core Dep/Earn Asscts s
Purch Fodo/Eam Assets 41.56
Ins Br Dep/Total Dep 12.54
Ins Br Dep/Core Dep 15.35
Non Ins Br Dep/Jumbos NA
Ins Br Dep/Purch Funds 2333
Ins Br Dep/FHLB 78.19

Issuers with Tangible Capital/Tangible Assets > 3%:

Number of Issuers ‘ 390
% of Industry 12.31
Asscts 492,642,700
Liabilities 464,755,630
Total Deposits 332,216,699
Ins Br Deposits 36,471,057
Ins Br Dep/Earn Asscts 796 %
Core Dep/Earn Asscts 5740
Purch Fodo/Earn Assets 4193
Ins Br Dep/Total Dep 10.98
Ins Br Dep/Core Dep 13.87
Non Ins Br Dep/Jumbos NA
Ins Br Dep/Purch Funds 18.98
Ins Br Dep/FHLB 63.93

Note: For the Thrift Industry in 1987, Total Brokered Deposits were used
as a proxy for lnsured Brokered Deposits as the Data provided on the 1987

call report tapes proved unreliable.

1988

LY
232

121,217,556
118,514,508
82,140,855
13,194,992

11.81
62.27
41.37
16.06
18.96

NA
28.54
80.12

3n
12.46

463,579,214
443,890,087
304,630,879

27,427,687

6.29
55.09
44.63

9.00
11.42
10.17
14.10
48.17

%

1989

54
1.86

77,991,572
76,182,392
55,235,933

1,403,393

1.96
62.80
41.27

2.54

3.11
75.74

4.74
12.02

. 308
10.52

308,558,901
292,142,205
205,775477

8,571,549

298
59.95
39.50

4.17

4.90
21.39

1.55
21.48

1990

57
2.18

152,525,309
145,877,084
103,540,297

4,732,480

3.36
61.21
39.87

4.57

5.49

4.22

8.43
23.74

275
10.53

249,731,731

236,186,264
180,299,285
11,830,682

4.98
63.91
33.36

6.56

7.80

5.47
14.94
49.14






“5" Rated Institutions as of 6/30/90:

Banks by Assct Size:

0-250 MM
250-500 MM
500-1 Billion
1-S$ Billion
> § Billion

Total

Thrifts by Assct Size:

0-250 MM
250-500 MM
500-~1 Billion
1-5 Billion
> 5 Billion

Total

Number
of

11519
617
- 302
317
114

12869

Number

of

1948

155

179

M

2612

Tota! Industry by Assct Size
With Insured % With Median

Insured Brokered Insured Insured
Brokered  Deposits/ Brokered  Br Dep/
Deposits Dep>1% Deposits Eam Asscts

434 298 Kiry) 2.57
n 46 12.48 1.62
51 30 16.89 1.48
1] 68 21.76 3.2
50 33 43.86 2.44
700 475 5.44 241
Total Industry by Assct Size
With Insured % With Mecdian

Insured Brokecred Insured Insured
Brokered  Deposita/ Brokered  Br Dep/
Deposits Dep>1%  Deposits  Eam Asscls

282 217 14.48 1.48
61 43 20.61 2.26
46 31 29.68 0.81
92 54 51.40 0.74
24 17 70.59 6.52

505 362 19.33 1.58

Note: Medians are for those institutions holding Insured Brokered Deposits

Number

67
26
15
15

132

Number
of

14
17

Banks Rated § by Assct Size
With Insured % With  Median
Insured Brokered Insured Insured
Brokered Deposits/ Brokered  Br Dep/
Deposits Dep> 1% Deposits  Eam Asscts
14 20.90 1.65 %
13 50.00 2.32
7 46.67 5.02
10 10 66.67 10.42
4 3 44.44 2.87
48 37 36.36 3o3
Thrifts Rated 5 by Assct Size
With Insured % With  Median
Insured Brokered Insured  Insured
Brokcred  Deposita/ Brokered  Br Dep/
Deposits Dep>1% Deposits - Earn Asscts
1 1 20.00 1.48
1 [+] 33.33 2.26
7 4 50.00 0.81
9 4 52.94 0.74
4 4 80.00 6.52
22 13 50.00 1.58

With

Adv

13
16



1990 Failures:

Baoks by Assct Size:
Total Industry by Asset Size
With Insured

Number Insured Brokered

of Brokered  Deposits/

Banks Deposits Dep>1%
0-250 MM 11519 434 298
250-500 MM 617 T7 46
500-1 Billion T 302 51 . 30
1-5 Billion 317 88 68
> 5 Billion 114 50 33
Total 12869 700 475
Thrifts by Assct Size:

Total Industry by Asset Size
With Insured

Number Insured Brokered

of Brokered  Dcposits/

Thrifts Deposits Dep>1%
0-250 MM 1948 282 217
250-500 MM 296 61 43
500-1 Billion 155 46 31
1-5 Billion 179 92 54
> § Billion 34 2 17

Total 2612 505 362

% With
Insured

Brokered
Deposits

kgl
12.48
16.89
21.76
43.86

5.44

% With
Insured

Brokered
Dcposits

14.48
20.61
29.68
51.40
70.59

19.33

Median
Insured
Br Dep/
EA

257 %
1.62
1.48
32
2.44

241

Median

Br Dep/

148 %
2.26
0.31
0.74
6.52

Failed Banks by Asset Size

With Insured
Number  Insured Brokered
of Brokered  Deposits/
Banks Deposits Dep>1%
156 26 21
7 5 b
2 2 2
2 1 1
167 34 29
Failed Thrifts by Asset Size
With Insured
Number  Insured Brokered
of Brokered  Dcposits/
Thrifts Deposits Dep>1%
137 52 34
24 ] 5
14 6 3
17 15 10
7 6 6
199 87 58

% With
Insured
Brokered
Decposits

16.67
71.43
100.00
50.00

% With

Brokered
Deposits

37.96
33.33
42.86
88.24
85.71

43.72

Median
Insured
Br Dep/
EA

6.03 %
.71

2.36
12.91

5.99

Median

!‘-‘gg

337 %
5.99
4.74
2.9
298

4.07

With

Adv

101

19

10
18

154



1989 Failures:

Banks by Assct Size:

0-250 MM
250-500 MM
S00MM -1 Billion
1 - § Billion

> 5 Billion

Total

Thrifts by Assct Size:

0-250 MM
250-500 MM
500MM -1 Billion
1 - 5 Billion

> 5 Billion

Total

Total Industry by Asset Size
With Insured
Number Insured  Brokered
of Brokered Deposits/
Banks Deposits Dep> 1%
11683 404 278
547 65 45
261 41 26
300 66 “
105 38 18
12896 614 411
Total Industry by Assct Size
With Insured
Number  Insured Brokered
of Brokered Deposits/
Thrifts  Deposits  Dep>1%
2199 390 311
337 79 55
182 n 62
204 117 96
48 40 39
2970 703 563

% With
Insured
Brokered
Deposits

3.46
11.88
15.71
22.00
36.19

4.76

£ With

Brokered
Deposits

17.74
23.44
42.31
57.35
83.33

23.67

Median
Insured
Br Dep/
Eam Asscts

217
2.20
2.19
1.67
0.67

2.05

Median
Insurcd
Br Dep/
Eam Asscts

4.23
3.16
354
4.41
6.18

4.13

Failed Banks by Assct Size

With

Number  Insured
of Failed Brokered
Banks Deposits

175
11

195

32

QO = & N D‘.

Insured
Brokered
Deposits/
Dep>1%

°-—uNm

28

Failed Thrifts by Assct Size

With

Number Insured
of Failed Brokered Deposits/
Thrifts Deposits Dep>1%

232

37
27
24

5

325

103
21
19
20

5

168

Insured
Brokered

16
17
19

149

% With
Insured
Brokered
Deposits

14.29
18.18
80.00
33.33

0.00

16.41

% With
Insured
Brokered
Deposits

44.40
56.76
70.37
83.33
100.00

51.69

Median
Insured
Br Dep/
Earn Asscts

2.51
5.72
19.18
0.93
NA

3

Median

Br Dep/
Eam Asscts

10.33
5.34
7.01
7.50

12.38

9.01

With

Adv

-—AO.\la

104



Tablo 2 - Incidence of Failed and High Risk Issucry

1988 Failures:
Banks by Assct Size:

Number

of

Banks
0-250 MM 12105
250-500MM ‘516
S00MM-1 Billion 240
1-5 Billion 292
>S5 Billion 86
Total 13239
Thrifts by Assct Size:

Number

of

Thrifts
0-250 MM 2206
250-500MM 312
5S00MM-1 Billion 160
1-5 Billion 185
>5 Billion 36
Total 2899

Total Industry by Assct Size
With Insured % With
Insured Brokered Insured
Brokcred  Deposity/ Brokered
Deposits Dep>1%  Deposits
347 249 2.87
46 34 8.91
31 16 12.92
46 29 15.75
25 15 29.07
495 343 374
Total Industry by Assct Size
With Brokered % With
Brokcred  Dcposits/ Brokered
Decposits  Dep> 1%  Deposits
370 264 16.77
70 45 24
53 42 33.13
98 83 52.97
31 2 86.11
622 463 21.46

Note: For the Thrift Industry, Total Brokercd Deposits
was uscd as a proxy for Insurcd Brokered Deposits as the
data provided on the 1987 call report tapes proved unrcliable.

Median

Br Dep/
Eam Asscts

2.67
2.75
0.87
1.34
0.77

2.34

Median

Br Dep/
Eam Asscts

2.67
342
4.23
4.74
1.75

343

Failed Banks by Assct Size

With
Insured
Brokered
Deposits

Number
of Failed
Banks

182 15

- W 0 o

1
2
1
0

203 19

Failed Thrifts by Assct Size
Brokered

Number  With
of Failed Brokered
Thrifts Deposits

142 3
26 16
17 14
17 13

3 3

205 119

Insured
Brokered
Depoits/
Dep>1%

Deposits/
Dep> 1%

61
15
11
11

101

% With
Insured
Brokered
Deposits

8.24
12.50
nx2
33.33

0.00

9.36

% With
Brokered

Deposits

51.41
61.54
82.35
76.47
100.00

58.05

Median
Insured

Br Dep/
Eamn Asscts

8.45
5.31
34
0.51
NA

71.12

Medi
Br Dep/
Eamn Assets

5.02
8.96
6.30
3.23
4.57

6.02

With

Adv

102

13

16

159



Tabl 2~ licidence of Failed and High Risk sers

1987 Failures:
Banks by Asact Size:
Total Industry by Assct Size

Number With Brokered % With  Median

of Brokered Deposits/ Brokered  Br Dep/

Banks Deposits  Dep> 1% Deposits  Eam Asscts
0-250 MM 13085 491 341 3.75 1.97
250-500 MM 485 M4 19 7.01 1.69
500-1 Billion 215 36 19 16.74 2.08
1-5 Billion 257 84 54 32.68 1.78
> 5 Billion 84 56 42 66.67 1.73
Total 14126 701 475 4.96 1.90
Thrifts by Assct Size:

Total Industry by Asset Size

Number With Brokered % With  Median

of Brokered Deposits/ Brokered  Br Dep/

Thrifts Deposits  Dep > 1% Deposits  Eam Assets
0-250 MM 2470 454 288 18.38 1.53
250~-500 MM 349 79 46 22.64 1.66
500-1 Billion 197 3 48 37.06 2.82
1-5 Billion 196 95 72 48.47 3.85
> 5 Billion 35 29 26 82.86 5.74
Total 3247 730 480 2248 2.25

Note: Total Brokerced Deposits was used as a proxy for
Insured Brokered Deposits as the data provided on the 1986
call report tapes proved unreliable or was not available.

Failed Banks by Assct Size
Number  With Brokered % With  Median
of Failed Brokered Deposits/ Brokered Br Dep/

Banks Deposits Dep > 1% Deposits  Eam Asscts
174 24 19 13.79 5.05

2 1 1 50.00 5.20

176 25 20 14.20 5.2

Failed Thrifts by Assct Size
Number  With Brokered % With  Median
of Failed Brokered Deposits/ Brokered  Br Dep/

Thrifts  Deposits Dep> 1% Deposits  Eam Asscts
37 23 21 62.16 0.72

5 3 3 60.00 5.33

3 2 2 66.67 0.12

3 3 3 100.00 19.76

0 0 0 NA NA

48 31 29 64.58 0.9

With

Adv

oNNnwD

by






Insured Brokered Deposits/ Deposits

<1% 15% 5-10%

Banks Rated °5” as of 6/90
0-250 MM 5 5 3
250-500MM 4 5 1
500-1 Billion 1 2 4
15 Billion 3 1
> § Billion 1 2

Total 11 17 9
Thrifts Rated *5° as of 6/90

0-250 MM o 1 -0
250-500MM 0 1 Y
500-1 Billion 2 3 1
1-5 Billion 5 1 0
> § Billion o 2 0
Bank Failures - 1990

0-250 MM 5 7 5
250-500MM 0 2 0
500-1 Billion o 2 o
1-5 Billion 0 o 0
> § Billion

Total 5 11 ) 5
Thrift Failures - 1990

0-250 MM 18 “ 8
250-500MM 3 2 0
500-1 Billion 4 1 !
1-5 Billion 4 4 3
> 5 Billion o 1 1
Total 29 o) 13

10-15%  1525% > 25%
1
3
3 3
1
7 3 1
0 0 0
0 0 0
1 0 0
0 0 3
1 1 0
2 1 3
1 4 4
1 0 2
0 0 0
0 1 0
2 5 6
2 5
2 0
0 0
2 0
1 0
7 5 i

W N O =W

Weighted
Average

3.14
4.52
4.74
10.75
3.78

5.81

1.90
0.00
8.40
25.10
9.77

14.88

9.06
14.67
2.9
17.10

11.94

4.40
6.40
1.40
14.20
27.20

21.00



Insured Brokered Deposits/ Deposits
<l1% 1-5%  5-10% 10-15% 15-25% > 25%

Bank Failures - 1989

0-250 MM 3 12 1 2 3 4
250-500MM 1 1

500-1 Billion 1 1 2
1-5 Billion 1

> 5 Billioa

Total ' 4 15 2 2 3 6
Thrift Failures - 1989

0-250 MM 11 29 21 3 16 21
250-500MM 1 6 | 1 2 6
500-1 Billion 2 6 4 3 2 1
1-5 Billion 1 3 6 3 3 2
> 5 Billicn 0 1 1 1 0 2
Total 19 45 33 16 23 32
Bank Failures - 1988

0-250 MM 6 3 1 2 3
250-500MM 1

500-1 Billion 1 1

1-5 Billion 1

> 5 Billion

Total 1 ] 4 1 2 3
Thrift Failures - 1988

0-250 MM 12 22 13 6 12 8
250-500MM 1 4 3 2 4 2
500-1 Billion 3 3 3 2 2 1
1-S Billion 2 4 2 1 2 2
> § Billion 2 1
Total 18 35 21 11 20 14

Weighted
Average

8.25
3.2
29.02
1.08
NA

13.21

16.00
13.06

9.45
11.00
20.07

14.15

13.79
4.99
3.52
1.35

NA

337

11.37
14.05
10.80
13.07

7.80

10.82



Baok Failures - 1987
0-250 MM

500-1 Billion

1-5 Billion

> § Billion

Total

Thrift Failures - 1987
0-250 MM

500-1 Billion

1-5 Billion

> 5 Billion

Total

<1 %

(=~ 2 - I~ T ]

~

1-5%

on of Falled and High Risk lssuers

Insured Brokered Deposits/ Deposits

5-10% 10-15% 15-25% > 25%
3 5 3 1
1
4 5 3 1
1 1 1 3
2 0 0 0
0 0 0 0
0 0 2 0
o 0 0 0
3 1 3 3

Weighted
Average

7.18
5.14

6.50

6.34
5.38
0.12
15.12
NA

9.32






Table ¢ - Selected Medians for Failed and High Risk [ssucrs by Aset Size -~ .

Ins Br Dep/

Eam Asscts
Banks Rated "S" as of 6/90
0-250 MM 1.61
250~-S00MM 2.32
500-1 Billion 5.02
1-5 Billion 10.42
> § Billion 2.87
Total 3.03

Thrifts Rated "5 as of 6/90

0-250 MM 1.48
250-500MM 2.26
500-1 Billion 0.81
1-5 Billion 0.74
> 5 Billion 6.52
Total 1.58
Bank Failures - 1990

0-250 MM 6.03
250-500MM 9.71
500-1 Billion 2.36
1-5 Billion 12.91
> 5 Billion NA
Total 5.9
Thrift Failures - 1990
0-250 MM 3.37
250-500MM 5.99
500-1 Billion 4.74
1-5 Billion 2.9
> 5 Billion 2.98°
Total 4.07

Core Dep/
Earn Asscts

86.08
75.36
T1.92
74.88
71.39

78.09

92.82
69.56
75.81
79.01
61.58

72.80

93.32
82.89
83.94
63.18

NA

93.05

89.37
85.25
73.30
71.10
49.11

86.78

Purch Funds/  Ins Br Dep/

Eam Asscts Total Dep
1333 % 1.60
22.08 248
24.65 5.28
24.12 12.17
37.15 3.28
20.95 3.46

1.79 1.55
35.43 2.83
29.28 1.37
27.82 0.9
41.68 817
29.30 1.77
15.14 5.7
18.93 10.20
25.88 2.42
39.28 17.10

NA NA
17.30 5.0
16.65 3.28
19.64 4.96
29.52 6.86
38.04 5.56
37.95 5.03
25.22 4.74

Ins Br Dep/
Core Dep

% 1.83
2.64

6.35

13.57

368

3.89

1.60
3.24
1.54
131
10.70

1.88

6.17
11.71
2.82
20.44
NA

6.18

2.66
5.37
1.2
5.97
5.21

5.01

Non-Ins Br/
Jumbo

0.00
0.00
0.00
0.11
5.02

0.00

7.03
0.00
0.00
0.00
0.00

0.00

0.00
0.00
0.00
0.00

NA

0.00

0.00
0.00
0.00
0.00
0.24

0.00

Ins Br Dep/
Purch Funds

1205 %
16.07
22.98
33.18
8.34

17.30

19.08
6.37
2.0
1.95

16.02

6.34

38.26
54.12
10.58
32.88

NA

38.26

22.00
37.38
18.18
10.32

6.48

26.36

Ins Br Dep/
FHLB Adv

3562 %
11.12
6.58
6.00

54.50

10.58

19.52
84.8]
34.32
25.38
12.45

3341

Non-Br Jumbos/
Total Dep

1217 X
12.45
16.78
14.95
10.21

12.46

2.74
12.84
7.54
11.34
15.81

9.53

12.50
8.30
18.06
12.46
NA

12.62

3.%0
6.10
9.56
6.08
5T

6.08



Ins Br Dep/
Eam Asscts

Bank Failures - 1989

0-250 MM 333
250-500MM 2.8
500-1 Billion 19.13
1-5 Billion 0.93
> § Billion

Total i

Thrift Failures ~ 1989

0-250 MM 10:33
250-500MM 5.34
500-1 Billion 7.01
1-5 Billion 7.50
> 5 Billion 12.58
Total Y

Bank Failures - 1988

0-250 MM 8.45
250-S00MM 5.31
500-1 Billion 3.40
1-5 Billion 0.57
> 5 Billion

Total 7.12

Thrift Failures - 1988

0-250 MM 525
250-500MM 10.76
500-1 Billion 7.02
1-5 Billion 593
> § Billion 3.64

Total 6.02

Core Dep/
Eam Asscts

82.92
66.85
64.43
60.04

78.22

98.77
93.17
84.31
73.96
68.60

95.01

76.58
85.32
66.97
26.22

76.58

106.04
111.19
99.87
90.09
57.72

107.82

Purch Funds/
Eam Asscts

2411 %
41.86
42.97
53.07

21.00
24.59
29.31
41.41
44.50

23.86

29.44
21.51
40.43
78.8%0

34.61

17.95
22.69
16.93
21.96
47.71

18.26

Ins Br Dep/
Total Dep

2.96
i
2.23
1.08

2.95

8.92
5
8.15
8.05
16.23

9.02

8.28
4.49
3.56
1.35

7.06

5.02
8.96
6.30
8.23
4.57

6.42

Ins Br Dep/
Core Dep

% 441
423

30.31

L.55

4.14

9.73
7.60
8.95
8.83
17.61

9.85

12.53
6.23
5.40
1.94

10.73

532
9.07
6.48
3.88
4.94

6.52

Non-Ins Br/
Jumbo

0.00
0.00
0.00
0.00

0.00

0.00
0.00
0.00
0.00
0.00

0.00

0.00
8.67
1.39
0.00

0.00

NA
NA
NA
NA
NA

NA

Ins Br Dep/
Purch Funds

1263 %
6.38

41.80
1.75

9.97

51.91
32.13
25.78
17.69
32.36

43.59

24.42
24.69
8.01
0.65

24.42

36.41
43.61
41.48
19.65
10.47

38.17

Ins Br Dep/
FHLB Adv

1334 %
92.25
61.77
37.26
86.52

20.59

66.02
64.36
59.96
80.13
79.32

61.86

Non-Br Jumbos/
Total Dep

21.18 X
12.35
34.54
30.61

2.40
5.75
8.32
9.19
7.03

4.21

24.77
18.16
3215
30.26

NA
NA
NA
NA
NA

NA



Ins Br Dep/
Eam Asscts

Bank Failures - 1987

0-250 MM 5.05
250-500MM 5.20
500-1 Billion

1-5 Billion

> § Billion

Total 5.20

Thrift Failures - 1987

0-250 MM 0.72
250-500MM 533
500-1 Billion 0.12
1-$ Billion 19.76
> 5 Billion NA
Total 0.99

Core Dep/
Eam Asscts

75.78
68.12

45.78

91.93
76.19
87.32
94.89

NA

91.93

Purch Funds/  Ins Br Dep/

Eam Asscls Total Dep
3102 % 4.61
44.59 5.14
32.81 5.14
18.17 1.14
16.48 7.02
3834 0.10
18.99 21.52

NA " NA
18.21 9.09

Note: For the thrift 1987 and 1988 failurcs and the bank 1988 failures,
total brokered deposits were use as a proxy for insured brokercd deposits
as the data proved either not available or proved uarcliable.

Ins Br Dep/
Core Dep

6.02
7.64

7.19

1.15
717
0.12
23.20
NA

1.24

Non-Ins Br/
Jumbo

NA
NA

NA

NA
NA
NA
NA
NA

NA

Ins Br Dep/

Purch Funds FHLB Adv

241 %
11.67

21.41

9.40
16.69
0.40
150.10
NA

9.56

1.83 %
26.90
0.96
757.48
NA

26.90

Ins Br Dep/  Non-Br Jumbos/
Total Dep

NA
NA

NA

NA
NA
NA
NA
NA

NA






Midwest Region:

Number of Thrifts

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Eam Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep
Ins Br Dep/FHLB Adv

Far West Region:

Number of Thrifts

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Eam Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep
Ins Br Dep/FHLB Adv

All Thrifts:

Number of Thrifts

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep

Ins Br Dep/Core Dep
Non-BR Jumbo/Total Deps
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep
Ins Br Dep/FHLB Adv

1987

33.33
0.72
98.32
9.09
1.24
1.28
NA
13.88
NA
23.62

14

12
85.71
0.9
86.07
22.80
1.14
1.15
NA
9.40
NA
1.10

3
64.58
0.99
91.93
18.21
9.09
1.24
NA
9.56
NA
26.90

1988

51

12
23.53
2.17
90.09
23.56
2.16
2.27
NA
9.21
NA
8.61

29

75.86
332
107.82
20.5%
4.05
4.53
NA
16.38
NA
22.08

205
119
58.05
6.02
107.82
18.26
6.42
6.52
NA
38.17
NA
61.86

1989

63

18
28.57
2.56
86.24
21.25
3.4
3.75
0.00
7.35
1.84
19.37

38

21
55.26
10.66
88.89
23.86
8.27
9.70
0.00
32.36
5.77
111.39

325
168
51.69
9.01
95.01
23.86
9.02
9.85
0.00
43.58
4.21
80.59

Note: For the thrift 1987 and 1988 Failures and the bank 1987 failures,

total brokered deposits were used as a proxy for insured brokered deposits.

1990

43

14
32.56
0.74
88.75
21.17
1.20
1.38
0.00
10.32
3.37
15.05

26

15
57.69
4.07
76.33
19.50
592
6.27
0.00
34.19
10.77
117.45

199
87
43.72
4.07
86.78
25.22
4.74
5.01
0.00
26.56
6.08
63.45

5 Rated

% 37.50 x
0.54
76.43
22.64
0.75
0.80
0.00
0.86
7.85
241

% 75.00 X

7.47
71.17
30.55

9.60
10.70

0.00
22.89

9.53
54.50

22

1.58
72.80
29.30

1.77

1.88

0.00

6.34

9.53
10.58



Thrifts:
Atlantic Region:

Number of Thrifts

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep
Ins Br Dep/FHLB Adv

Southern Region:

Number of Thrifts

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep
Ins Br Dep/FHLB Adv

Southwest Region:

Number of Thrifts

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep
Ins Br Dep/FHLB Adv

1987

50.00 %
0.15

77.19

18.17
0.18
0.19
NA
0.80
NA
I.11

42.36 %
11.53
99.84
13.24
9.42
9.77
NA
150.10
NA
270.11

16
12
75.00 %
0.46
83.95
13.45
2.03
2.12
NA
9.56
NA
26.90

1988

33.33
0.03
127.84
12.84
0.03
0.03
NA
0.28
NA
0.47

24

33.33
2.21
85.59
28.93
247
2.58
NA
7.62
NA
12.53

98

76
71.55
7.35
100.00
11.88
6.42
6.49
NA
38.17
NA
48.23

1989

12

4
33.33
3.48
82.38
24.37
342
n
0.00
22.81
9.32
48.20

55

26
47.27
8.04
91.76
30.74
8.83
9.01
0.00
43.14
6.56
81.18

157

63.06
11.53
99.75
22.96
11.75
12.54
0.00
53.22
3.39
112.31

1990

28

32.14
4.65
82.37
26.44
5.36
584
0.00
13.34
6.91
25.19

48

28
58.33
1.01
83.06
21.92
1.26
143
0.00
544
5.86
16.59

21
38.89
4.16
88.76
16.65
5.03
5.21
0.00
30.33
4.17
33.41

5 Rated

11

36.36 %
1.21
68.45
33.61
1.49
1.73
0.00
3.97
14.92
6.46

16

50.00 %
2.05
74.09
29.30
2.25
2.46
1.85
14.26
9.48
0 32.52

NM
48.89 %
89.49
12.50
53.48
54.63

0.00

391.08

2.11

471.59



Table 5 - Selected Meduns for Failed and ngthskIssucrs by Region

Midwest Region:

Number of Banks

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Asscts
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep

Far West Region:

Number of Banks

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep

All Banks:

Number of Banks

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep

1987

4.00
0.80
93.14
10.77
0.78
0.83
NA
16.26
NA

13

38.46
12.23
77.10
28.55
11.98
15.26

NA
40.38

NA

176

14.20
5.20
75.78
32.81
5.14
7.19
NA
2141
NA

1988

12.00
17.60
89.61
18.76
16.30
18.57

0.00
82.26
17.07

25.00
3247
57.74
46.93
31.02
56.24

0.00
69.19
44.84

203
19
9.36
7.12
76.58
34.61
7.06
10.73
0.00
24.42
30.48

1989

12

8.33
1.63
99.77
7.12
1.53
1.63
0.00
22.88
6.29

2222
43.33
89.72
24.90
39.97
58.07
0.00
184.75
21.87

195

16.41
322
78.22
30.15
2.95
4.14
0.00
9.97
22.19

1990

o

NA
NA
NA
NA
NA
NA
NA
NA
NA

33.33
0.39
92.90
14.78
0.37
0.47
0.00
1.70
11.48

167

20.36
5.99
93.05
17.30
5.70
6.18
0.00
38.26
12.62

5 Rated

12.50 %
5.80
69.00
29.82
5.97
8.41
0.1t
19.46
28.95

25.00 %
16.21
77.41
24.59
15.94
20.00
0.00
79.09
2.10

132
48
36.36 X
3.03
78.09
20.95
3.46
3.89
0.00
17.30
12.46



Banks:
Atlantic Region:

Number of Banks

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Asscts
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep

Southern Region:

Number of Banks

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep

Southwest Region:

Number of Banks

With Insured Br Deps

% Insured Br Deps

Ins Br Dep/Earn Assets
Core Dep/Earn Assets
Purch Funds/Earn Assets
Ins Br Dep/Total Dep
Ins Br Dep/Core Dep
Non Ins Br Dep/Jumbos
Ins Br Dep/Purch Funds
Non Br Jumbo/Total Dep

1987

50.00
19.04
93.56
29.83
15.43
20.35

NA
63.52

NA

16.67
7.70
75.36
31.02
7.24
10.21
NA
24.81
NA

105
16
15.24
3.28
72.46
35.31
2.64
4.57
NA
11.67
NA

Table 5 - Seloted Medians or Failed and High Risk Ts

%

1988

NA
NA
NA
NA
NA
NA
NA
NA
NA

w

NA
NA
NA
NA
NA
NA
NA
NA
NA

170
15
8.82
5.06
71.09
34.61
4.70
599
0.00
17.19
3048

y Region

1989

60.00
14.69
84.92
16.92
14.06
16.78

4.71
80.88
15.43

42.86
4.84
89.24
22.3%
4.66
542
0.00
33.33
19.51

162
23
14.20
1.54
72.78
34.38
1.56
2.82
0.00
4.95
29.42

1990

15
10
66.67 %
7.89
86.83
16.10
7197
9.12
0.00
57.52
11.86

11

36.36 %
10.32
85.37
19.01
12.30
15.07
0.00
44.39
13.01

125
17
13.60 %
4.03
95.00
17.32
315
345
0.00
24.59
14.29

5 Rated

55

36
65.45
4.22
76.90
21.50
4.43
5.69
0.00
22.51
12.45

22.22
0.92
88.34
12.85
0.92
1.05
0.00
6.96
11.56

52

13.46
0.58
85.92
13.06
0.65
0.76
0.00
3.07
12.17






"5" Ratcd Institutions as of 6/30/90:

Banks By Statc

Connecticut
Delaware
Maine
Massachusctts
New Hampshire
New Jersey
New York
Pennsylvania
Puerto Rico
Rhode Island
Vermont
Virgin Islands

Atlantic Region

Alabama
Arkansas
Canal Zone
District of Columbia
Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tennessce
Virginia

West Virginia

Southern Region

Colorado
Louisiana
New Mexico
Oklahoma

Texas

Southwest Region

Total Industry by Statc

With
Number Insured

of Brokered

Banks Dcposits
133 43
49 17
39 9
317 86
77 26
145 15
256 44
310 25
15 5
17 5
32 9
1390 284
221 1
257 4
26 9
429 14
406 30
333 6
105 20
123 2
80 6
85 3
260 2
179 20
181 7
2685 124
446 11
232 3
91 4
421 3
1193 38
2383 59

Deposits/
Dep> 1%

36
14

.
61
19
11
34
14

212

&8\!0 ~

w N o

16

% With
Insured
Brokered
Dcposits

32.33
34.69
23.08
27.13
kgl
10.34
17.19

8.06
33.33
29.41
28.13

20.43

0.45
1.56

- 34.62
3.26
7.39
1.80

19.05
1.63
7.50
3.53
0.7

11.17
3.87

4.62
1.29
4.40
0.1

3.19

248

Number
of

55

52

5 Rated Banks by State
With With
Insured Brokered
Brokered  Deposits/
Dcposits Dep>1%

11

NN

-0 = W O

—
pany

-0 = WO e N

32

% With
Insured
Brokered
Deposits

61.11

NM
70.00
91.67

0.00
42.86

65.45

2z

0.00
12.50

20.00
16.67



"5" Rated Institutions as of 6/30/90:

Ilinois 1099
Indiana 304
Jowa 565
Kansas 559
Michigan 246
Minnesota 625
Missouri 545
Montana 156
Necbraska 3%
North Dakota 152
Ohio Y]
South Dakota 125
Wisconsin 482
Wyoming !
Midwest Region 5606
Alaska 8
American Samoa 1
Arizona 38
California 481
Guam & Trust Terr. 2
Hawaii 21
Idaho 22
Nevada 19
Orcgon 50
Utah 57
Washington 106
Far West Region 805

Total 12869

32
10

16

10

112

OMNQ——'OOQWAWWB

2

n

U 9 0O BN WO

475

2.91
3.29
0.71
1.43
3.66
1.44
2.94
0.00
0.77
1.97
3.48
2.40
1.04
0.00

2.00

12.50
0.00
15.79
18.30
0.00
14.29
9.09
15.79
0.00
14.04
9.43

15.03

544

2 (1] (1] NM
1 0 NM
1 0 ] NM
2 1 NM
1 (4] 0 NM
1 0 0 NM
8 1 1 12.50
0 NM

2 2 33.33

8 2 2 25.00
132 48 37 36.36



*5" Ratcd Institutions as of 6/30/90:

Thrifts by State

Connecticut
Delaware
Maine
Massachusctts
New Hampshire
New Jersey
New York
Pennsylvania
Puerto Rico
Rbode Island
Vermont
Virgin Islands

Atlantic Region

Alabama
Arkansas
Canal Zone
District of Columbia
Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tenncssee
Virginia

West Virginia

Southern Region

Colorado,
Louisiana
New Mexico
Oklahoma

Texas

Southwest Region

Total Industry by State

With
Number Insured
of Brokered

Thrifts  Deposits

16

12
126
91
154
10

480

33
31

129
62
61
95

126
48
51
58
16

751 1

24
!

31
147

293

O © = oo

N O o &

42

16

4

27

46

10

12

62

98

Insured
Brokered
Deposits/
Dep>1%

-
QUMQE—OON

12

18

98

1

52

9

% With
Insured
Brokered
Deposits

36.00
20.00
18.75
33.33
33.33

8.73
10.99
11.04
80.00
25.00

0.00

0.00

15.42

12.12
25.81

40.00
32.56
19.35

1.64
16.84
25.00
1111

8.33

5.88
46.55
25.00

19.44

41.67
16.90
35.00
22.58
42.18

33.45

S Rated Thrifts by State

Number
of
5 Rated
Thrifts
1
1
5
1
2
1
11
1
1
6
3
1
3
16

With
Insured
Brokered
Deposits

O O N = =

Insured
Brokered
Deposits/
Dep>1%

© O m = O

% With
Insured
Brokered
Deposits

NM

5353

16.67

33.33

50.00

With

Adv

N © W o= e

10

15



1990 Failurcs:

Banks By Statc

Connccticut
Delaware
Maine
Massachusctts
New Hampshire
New Jersey
New York
Pennsylvania
Puerto Rico
Rhode Island
Vermont

Virgin Islands

Atlantic Region

Alabama
Arkansas
Canal Zone
District of Columbia
Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tennessce
Virginia

West Virginia

Southem Region

Colorado
Louisiana
New Mexico
Oklahoma
Texas

Southwest Region

Total Industry by State
With Insured
Number  Insurcd Brokerd
of Brokered  Deposits/
Banks Deposits . Dep>1%
133 43 36
49 17 14
39 9 7
317 86 61
77 26 19
145 15 11
256 44 34
310 25 14
15 5 4
17 5 N
32 9 7
1390 284 212
221 1 0
257 4 2
26 9 8
429 14 7
406 30 20
333 6 4
105 20 14
123 2 0
80 6 2
85 3 3
260 2 ]
179 20 16
181 7 5
2685 124 81
446 11 7
232 0
91 3
421 2
1193 38 11
2383 59 23

% With
Insured
Brokered
Decposits

32.33
34.69
23.08
27.13
3.7
10.34
17.19

8.06
33.33
29.41
28.13

20.43

0.45
1.56

34.62
3.26
7.39
1.80

19.05
1.63
7.50
3.53
0.77

11.17
3.87

4.62

247
1.29
4.40
0.71
3.19

2.48

Failed Banks by State
With Insured
Number  Insurcd Brokerd
of Failed Brokered  Deposits/
Banks Deposits Dep>1%
1 1
8 6
1 1
2 1
3 1
15 10
1 (]
7 2
1 0
1 1
11 4
1
0
0
10 1)
102 16
125 17

[ -

10

C O O =

14

% With

Brokered
Deposits

75.00

33.33

28.57

36.36

14.29
0.00

0.00
15.69

13.60



=5" Rated Institutions as of 6/30/90:

Diinois
Indiana

Towa

Kansas
Michigan
Minncsota
Missouri
Montana
Nebraska
North Dakota
Ohio

South Dakota
Wisconsin
Wyoming

Midwest Region

Alaska
American Samoa
Arizona
California
Guam
Hawaii
Idaho
Nevada
Oregon
Utah
‘Washington

Far West Region

Total

214

41
41
42
29
72
10

214
12
65

867

11

26

2612

[
W ta

—
oo«—g-—-aouuoon

78

N M NNN =N

102

505

=D NN NN AV

59

W = O

76

362

7.01
5.21
4.88
24.39
21.43
10.34
4.17
0.00
21.05
20.00
12.15
8.33
9.23
0.00

9.80

0.00

83.33
51.66

33.33
20.00
33.33
18.18
55.56
26.92

19.33

13

E

£8% 2 %%

37.50

71.43

75.00

38



1990 Failurcs:

linois
Indiana

TIowa

Kansas
Michigan
Minnesota
Missouri
Montana
Ncbraska
North Dakota
Ohio

South Dakota
‘Wisconsin

Wyoming

Midwest Region

Alaska
American Samoa
Arizona
California

Guam & Trust Terr.

Hawaii

Idaho

Nevada
Oregon

Utah
Washington -

Far West Region

Total

1099

559

625
545
156
3%0
152
287
125
482

y!

38
481

805

12869

32
10

16

10

112

O LN MmOV uwaww D

2

3

[V S B - T I S I - )

475

2.91
3.2
0.71
1.43
3.66
1.44
2.94
0.00
0.77
1.97
3.48
2.40
1.04
0.00

2.00

12.50
0.00
15.79
18.30
0.00
14.29
9.09
15.79
0.00
14.04
9.43

15.03

5.4

167

- O

1

g2

22

0.00

20.00
50.00

33.33



1990 Failurcs:

Thrifis by State

Connecticut
Declaware
Maine
Massachusctts
New Hampshire
New Jersey
New York
Pennsylvania
Puerto Rico
Rhode Island
Vermont
Virgin Islands

Atlantic Region

Alabama
Arkansas
Canal Zone
District of Columbia
Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tenncssce
Virginia

West Virginia

Southern Region

Colorado
Louisiana
New Mexico
Oklahoma

Texas

Southwest Region

Total Industry by State

Number

of
Thrifts

16

12
126
91
154
10

480

33
31

129
62
61
95

126
48
51
58
16

751

24
71

31
147

293

With
Insured
Brokered
Deposits

N O oo &

27

143

10

12

62

98

Insured
Brokerd
Deposits/
Dep>1%

~N A A LW o= 0

O O = 3

—
\IW~Q§~°°\N

12

18

98

11

52

79

% With
Insured
Brokered .
Deposits

36.00
20.00
18.75
33.33
33.33

8.73
10.99
11.04
80.00
25.00

0.00

0.00

15.42

12.12
25.81

40.00
32.56
19.35
1.64
16.84
25.00
8.73
8.33
5.88
46.55
25.00

19.04

41.67
16.90
35.00
22.58
42.18

3345

With Insured
Number  Insured Brokerd
of Failed Brokered  Deposits/
Thrifts Deposits Dep>1%
2 2
0
4
11 1
2
1
0
28 9
2 0
5 3
14 8
2 1
0
3 3
10 6
4 3
[+}
3
2
48 28
3 1
13 3
1
3 0
32 16
54 21

Failed Thrifis by State

O O N =

W W W O = A

o

18

© O = O

14

% With

Brokered
Deposits

75.00
9.09

33.33
33.33

32.14

60.00

57.14

100.00
60.00
75.00

66.67

58.33

33.33
23.08
33.33

0.00
50.00

38.89

With
FHLB
Adv

w

- N O 0

14

10

43

11

F Y



1990 Failures:

Nlinois
Indiana

Towa

Kansas
Michigan
Minnesota
Missouri
Montana
Nebraska
North Dakota
Ohio

South Dakota
Wisconsin

Wyoming

Midwest Region

Alaska
American Samoa
Arizona
California
Guam
Hawaii
Idaho
Nevada
Oregon
Utah
Washington

Far West Region

Total

214

41
41

s 38R

19

214

12
65

867

148

26

221

2612

—
w

g -
(= I - - A O W W W O N W

85

78

N RN e N

105

505

= O NN N B O

-
N == o0

59

W N = O -

76

362

7.01
5.21
4.88
24.39
21.43
10.34
4.17
0.00
21.05
20.00
12.15
8.33
9.23
0.00

9.80

83.33
52.70

33.33
20.00
33.33
18.18
55.56
26.92

47.51

19.33

17

43

17

26

199

N N = A

-

14

11

15

-t s s

(8]

58

23.53

50.00
50.00

33.33
0.00

33.33

50.00

32.56

100.00
64.71

57.69

43.72

11

13

154



1989 Failurcs:

Banks By State

Connecticut
Declaware
Maine
Massachusctts
New Hampshire
New Jersey
New York
Pennsylvania
Puerto Rico
Rhode Island
Vermont
Virgin Islands

Atlantic Region
Alabama

Arkansas
Canal Zone

District of Columbia

Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tennessee
Virginia

West Virginia

Southern Region

Colorado
Louisiana
New Mexico
Oklahoma

Texas

Southwest Region

Total Industry by State

With
Number  Insured
of Brokered
Banks Deposits
126 33
46 15
37 6
326 75
80 27
140 11
257 41
303 19
15 6
16
31
1377 240
215
255 3
23 7
395 16
373 24
332 3
99 15
122 3
70 9
e 2
262 2
181 13
188 7
2592 107
419 21
228 7
93
427 4
1304 57
2471 92

Insured
Brokered
Deposits/
Dep>1%

27
12

21
10

11

177

-
w o

BN O = o= o= N

4

17

32

58

% With
Insured
Brokered
Deposits

26.19
32.61
16.22
23.01
33.75

7.86
15.95

6.27
40.00
12.50
16.13

1743

1.40
1.18

30.43
4.05
6.43
0.90

15.15
246

12.86
2.60
0.76
7.18
3.72

4.13

5.01
3.07
3.3
0.94
4.37

in

Failed Baoks By State

With
Number  Insured
of Failed Brokered
Banks Deposits
1 1
1 1
3 1
5 3
5 2
1 1
1 0
7 3
7
19 0
1 0
125 22
162 23

19

% With

Brokered
Dcposits

33.33

g2

42.86

14.29
0.00

0.00
17.60

14.20



Table 6-

1989 Failures:

Ilinois
Indiana

Jowa

Kansas
Michigan
Minnesota
Missouri
Montana
Ncbraska
North Dakota
Ohio

South Dakota
Wisconsin

Wyoming
Midwest Region

Alaska
Amecrican Samoa
Arizona
California

Guam & Trust Terr.

Hawaii
Idaho
Nevada
Oregon
Utzh
‘Washington

Far West Region

Total

1108
314
574
570
265
633
547
168
391
158

128

)

5724

—

431

21

16

47

732

12896

14

WV = O W N WO L -4

3

614

12

o
2 O O N A O KO ®m G oa

umONOUOr&OH

v
N

411

1.26
2.23
1.39
2.11
A7
2.53
2.74
0.00
1.53
0.00
2.06
1.56
0.40
0.00

1.71

25.00
0.00
22.50
12.06
0.00
14.29
9.09
18.75
0.00
2.13
5.32

10.52

4.76

[ RSN X RGP,

12

195

o © O =~ O

32

© O © = ©

28

°
3

£EFEE

8.33

16.41



1989 Failures:

Thrifts by Statc

Connecticut
Delaware
Maine
Massachusctts
New Hampshire
New Jersey
New York
Pennsylvania
Puerto Rico
Rhbode Island
Vermont
Virgin Islands

Atlantic Region
Alabama

Arkansas
Canal Zone

District of Columbia

Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tenncssce
Virginia

West Virginia

Southern Region

Colorado
Louisiana
New Mexico
Oklahoma

Texas

Southwest Region

Total Industry by State

Number
of
Thrifts

17

16
32
12
133

166
10

o

145
71
63
o8
42

133
48

63
16

817

35
93
24
38
205

395

With
Insured
Brokered
Deposits

B-—;—
o v N SN W e NN e

183

21

0

102

166

Insured
Brokered
Deposits/
Dep> 1%

18
21

93

144

% With
Insured
Brokecred
Deposits

29.63
40.00
12.50
25.00
25.00

9.02
14.58
13.86
70.00
50.00
50.00

0.00

16.40

8.11
33.33

40.00
37.24
18.31

0.00
21.43
33.33
11.28
14.58
16.67
47.62
12.50

22.40

60.00
26.88
37.50
23.68
49.76

42.03

Failed Thrifts by State

With
Number  Insured

of Failed Brokered
Thrifts Deposits

12

11

14

55

13
35

157

26

. SO =

21

10

14

63

93

% With
Insured
Brokered
Deposits

16.67

66.67

3333

0.00
45.45

57.14
33.33

66.67
50.00

60.00
66.67

47.27

84.62
42.86
85.71
12.50
70.21

63.06

With
FHLB
Adv

12

32



Table 6 < Incidence of Failed and High Risk issuers

1989 Failures:

Titinois 247 19 16 7.69 21 2 2 9.52
Indiana 105 9 5 8.57 2 0 oo NM
Towa 46 10 4 21.74 3 1 1 33.33
Kansas 55 17 12 30.91 16 7 6 43.75
Michigan 46 9 8 19.57 2 0 0 NM
Minnesota 32 3 2 9.38 1 0 100.00
Missouri 80 7 4 8.75 6 1 0 16.67
Montana 10 -0 10.00

Necbraska - 24 11 8 45.83 6 5 5 83.33
North Dakota 6 2 1 33.33

Ohio 222 30 23 13.51 3 0 0 0.00
South Dakota 1 2 1 18.18 0 o 0 ERR
Wisconsin 72 6 3 8.33 2 o 0 " NM
Wyoming 10 2 1 20.00 1 1 1 NM
Midwest Region 966 128 88 13.25 63 18 15 28.57
Alaska 3 2 2 66.67 2 2 0 NM
American Samoa

Arizona 11 8 8 .73 5 4 4 80.00
California 195 106 89 54.36 27 13 1 48.15
Guam o 0

Hawaii 2 i 33.33

Idaho 2 0

Nevada 1 1 16.67

Orcgon 12 2 2 16.67

Utah 13 6 6 46.15 3 2 2 66.67
Washington 33 14 n 42.42 1 NM
Far West Region 286 143 120 50.00 38 21 17 55.26

Total 2970 703 563 .67 325 168 149 51.69

A O O W~ O W

w

o v o ©



1988 Failures:

Banks By Statc

Connecticut
Dclaware
Mainc
Massachusctts
New Hampshire
New Jersey
New York
Pennsylvania
Puerto Rico
Rhode Island
Vermont
Virgin Islands

Atlantic Region
Alabama

Arkansas
Canal Zone

District of Columbia

Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tennessce
Virginia

West Virginia

Southern Region

Colorado
Louisiana
New Mexico
Oklahoma

Texas

Southwest Region

Total Industry by State

Number
of
Banks

120
44
37

323
85

130

262

293
14
14
31

1353

211

21
387
351
329

95
124

68

72
263
172
197

423
247
92
453
1476

2691

With
Insured
Brokered
Decposits

26
11

45
16

21
12

152

15
14

0 N A e AW

82

22

10

61

101

Insured
Brokered
Deposits/

Dep>1%

18

F

116

—
DEI

S N = = W N W o

15

38

63

% With
Insured
Brokered
Deposits

21.67
25.00
10.81
13.93
18.82

6.15

8.02

4.10
21.43
14.29
12.90

11.23

1.42
1.18

19.05
3.88
3.9
1.52

11.58
242
5.88
1.39
1.52
4.07
4.06

32

5.20
4.05
3.26
1.10
4.13

3.7

Failed Banks By State

With
Number  Insured
of Failed Brokered
Banks Deposits

1 0

1 0

3 0

3 0

1

1

23 0
130 13
170 15

Insured
Brokered
Deposits/
Dep>1%

12

14

% With
Insured
Brokered
Deposits

0.00

0.00

11.11
12.50

0.00
10.00

8.82



1988 Failurcs:

Illinois
Indiana

Iowa

Kansas
Michigan
Minnesota
Missouri
Montana
Ncbraska
North Dakota
Ohio

South Dakota
Wisconsin

Wyoming

Midwest Region

Alaska
Amecrican Samoa
Arizona
California

Guam & Trust Terr.

Hawaii
Idaho
Nevada
Oregon
Utah
‘Washington

Far West Region

Total

1138
336
581
582
283
647
565
170

160
294
132
521

95

5913

10

47
432

21
22
16
52
45

738

13239

11

—
[T -

S AN NN O O e »

1
-

O = m W = = O

495

O O W N = N O @ O th O W & W

438

~

W = N O =~ O

58

343

0.97
1.79
0.69
2.58
2.83
1.24
1.59
0.00
0.49
1.25
0.68
3.03
0.96
0.00

20.00
0.00
17.02
14.12
0.00
4.76
4.55
18.75
1.92
2.22
6.67

11.38

3.74

L - N I G P GO,

203

O 0O O QO = = = O O
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19

O O O O = oo OO

18

£ 8%

12.

8
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1988 Failures:

Thrifts by State

Connecticut
Delaware
Maine
Massachusetts
New Hamptshire
New Jersey
New York
Pennsylvania
Pucrto Rico
Rhode 1sland
Vermont

Virgin Islands

Atlantic Region

Alabama
Arkansas
Canal Zone
District of Columbia
Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tennessce
Virginia

West Virginia

Southern Region

Colorado
Louisiana
New Mexico
Oklahoma

Texas

Southwest Region

Total Industry by State

Number With
Number Insured
of Brokered
Thrifts  Deposits

27 6
5 1
16 1
32 8
12 2
132 8
96 13
164 21
10 6

1

4 2

[}

503 69
35 2
36 11
0 0

5 1
140 46
68 8
63 2
94 23
42 13
133 7
47 5
59 7
61 27
16 0
799 152
32 18
93 23
24 9
33 5
188 80
370 135

Insured
Brokered
Deposits/
Dep>1%

[ N 7 S -

O N = oW

18
10

17

105

16
17

n

115

% With
Insured
Brokered
Deposits

22.22
20.00

6.25
25.00
16.67

6.06
13.54
12.80
60.00
25.00
50.00

0.00

13.72

5.7
30.56

20.00
32.86
11.76

.17
24.47
30.95

5.26
10.64
11.86
44.26

0.00

19.02

56.25
24.73
37.50
15.15
42.55

36.49

Failed Thrifts by State
With Insured
Number  Insured Brokered
of Failed Brokered Deposits/
Thrifts Deposits Dep>1%
3 1
3 1
1 [+}
2 0
7 2
1
3 1
1 0
3
3 3
3 1
24 8
4 3
1
1 i
11 9
81 62
98 76

R = = W

58

69

% With
Insured
Brokered
Deposits

33.33

33.33

28.57

33.33

0.00

100.00

33.33

33.33

75.00

81.82

76.54

71.55

With

Adv

18

10
68



1988 Failurcs:

Dlinois
Indiana

Iowa

Kansas
Michigan
Minncsota
Missouri
Montana
Nebraska
North Dakota
Ohio

South Dakota
Wisconsin

Wyoming

Midwest Region

Alaska
Amecrican Samoa
Arizona
California
Guam
Hawaii
Idaho
Nevada
Oregon
Utah
‘Washington

Far West Region

Total

245
103

838&6

10

219
11
71
10

952

189

12
12
31

275

2899

ace of Failed and High Risk Issue

21

15
10

weo - BB vweota

128

102

A U VN = O

138

622

o O

76

106

463

R = = N = O

8.57

1.7
16.67
27.78
21.74
12.50
13.75

0.00
39.13
33.33
11.87

9.09
15.49
30.00

13.45

66.67

88.89
53.97

0.00
16.67
40.00
33.33
41.67
50.00
32.26

21.46

15

10

51

18

205

N e o WD e

12

15

22

119

N o= O W o o

10

1

16

101

6.67
0.00
30.00

25.00
40.00

40.00

83.33

75.86

58.05

& b= e w0

19

159



Table § - Incidence of Failed and High Risk Iosuers

1987 Failures:

Banks By Statc

Connecticut
Delaware
Maine
Massachusetts
New Hampshire
New Jersey
New York
Pennsylvania
Puerto Rico
Rhode Island
Vermont
Virgin Islands

Atlantic Region
Alabama

Arkansas
Canal Zone

District of Columbia

Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tenoncssee
Virginia

West Virginia

Southemn Region

Colorado
Louisiana
New Mexico
Oklahoma
Texas

Southwest Region

Total Industry by State

Number With Brokered % With

of Brokered Deposits/ Brokered

Banks Deposits  Dep > 1% Deposits
59 9 7 15.25
4?2 14 13 33.33
22 1 1 4.55
106 20 12 18.87
54 6 3 11.11
121 3 2 248
202 22 19 10.89
302 11 5 3.64
14 3 3 21.43
15 1 1 6.67
25 2 2 8.00
962 92 68 9.56
228 6 5 2.63
256 9 4 3.52
20 9 6 45.00
416 22 17 529
365 18 7 493
331 4 3 1.21
94 12 9 12.77
138 4 3 2.90
65 7 4 10.77
73 1 1 1.37
282 3 2 1.06
172 10 8 5.81
212 6 6 2.83
2652 111 15 4.19
461 27 19 5.86
298 23 14 172
94 5 3 5.32
519 10 7 1.93
1958 191 121 9.75
3330 256 164 7.69

Banks

Failed Banks By State
Number
of Failed Brokered Deposits/ Brokered
Dep > 1% Deposits

12
14

31
48

105

With

Deposits

16

Brokered % With

0 NM
1 NM
1 NM
] NM
0 NM
0 NM
1 NM
1 16.67
1 16.67
2 21.43
2 6.45
7 18.75
12 15.24



‘Table 6 - incidence of Failed and High Risk lisucrs

1987 Failurcs:

llinois 1220 15 8 1.23 1 [} 0 NM
Indiana 354 8 4 2.26 2 2 1 NM
Iowa 610 2 2 0.33 6 0 0 0.00
Kansas 612 22 14 3.59 8 V] 0 0.00
Michigan 345 7 3 2.03

Minnesota 728 16 16 2.20 10 V] 0 0.00
Missouri 610 14 12 2.30 4 (1] 0 0.00
Montana 171 (V] 0 0.00 3 0 0 0.00
Ncbraska 437 3 2 0.69 6 0 0 0.00
North Dakota 178 3 2 1.69 2 0 0 NM
Ohio 307 6 5 1.95 1 0 0 NM
South Dakota ) 136 . 5 5 3.68 2 0 0 NM
Wisconsin ' 567 10 5 1.76

Wyoming 106 () 0 0.00 5 0 0 NM
Midwest Region 6381 11 78 1.74 50 2 1 4.00
Alagka 15 7 4 46.67 2 1 1 NM
Amcrican Samoa 1 0 0 0.00

Arizona 54 12 9 22.22

California 458 96 63 20.96 7 4 4 57.14
Guam & Trust Terr. 2 0 0 0.00

Hawaii 22 1 0 4.55

Idaho 24 3 2 12.50

Nevada 16 3 3 18.75

Oregon 59 2 2 3.39 1 0 0 NM
Utah 56 1 1 1.79 3 0 0 0.00
Washington 94 6 6 1 6.38

Far West Region 801 131 90 16.35 13 5 5 38.46

Total 14126 701 475 4.96 176 ‘25 20 14.20



1987 Failures:

Thrifis by State

Connecticut
Dclaware
Maine
Massachusctts
New Hampshire
New Jerscy
New York
Pennsylvania
Puerto Rico
Rhode Island
Vermont
Virgin Islands

Atlantic Region
Alabama

Arkansas
Canal Zone

District of Columbia

Florida
Georgia
Kentucky
Maryland
Mississippi
North Carolina
South Carolina
Tennessce
Virginia

‘West Virginia
Southern Region
Colorado
Louisiana
New Mexico

Oklahoma
Texas

Southwest Region

Total Industry by State
Number  With Brokered % With
of Brokered Deposits/ Brokered
Thrifts Deposits  Dep > 1% Deposits

33 5 3 15.15
5 0 0 0.00
17 1 1 5.88
36 7 5 19.44
13 1 1 7.69
139 8 2 5.76
98 11 4 11.22
171 16 9 9.36
10 6 4 60.00
[ 1 1 20.00

4 1 1 25.00
531 57 31 10.73
37 3 2 8.11
39 13 9 33.33
5 1 0 20.00
150 40 25 26.67
67 9 6 13.43
67 4 2 5.97
95 22 15 23.16
45 12 8 26.67
139 7 4 5.04
49 2 1 4.08
64 5 4 7.81
68 32 20 47.06
18 1 1 5.56
843 151 97 17.91
38 17 13 4.74
102 30 17 29.41
25 12 8 48.00
53 15 10 28.30
281 131 103 46.62
499 205 151 41.08

% With
Brokered

28

€28

42.86

71.78

75.00

Failed Thrifts by State
Number  With Brokered
of Failed Brokered Deposits/
Thrifts Deposits  Dep > 1% Deposits

2 1 1

2 1 1

1 (] 0

2 1 1

1 0 1]

1 1 1

1 0 (4]

1 1 1

7 3 3

1 1 1

9 7 6

2 1 1

4 3 3

16 12 11

75.00

With

Adv

14



Nlinois
Indiana

TIowa

Kansas
Michigan
Minncsota
Missouri
Montana
Nebraska
North Dakota
Ohio

South Dakota
Wisconsin
Wyoming

Midwest Region

Alaska
Amecrican Samoa
Arizona
California
Guam
Hawaii
Idaho
Necvada
Oregon
Utah
Washington

Far West Region

Total

267
116

1038

216

il Goeaw

336

3247

IR

— -
NONBNOO'—'MOQ@

141

123

W -

11

16

176

730

— —
b -

—_0 O W N = N

—
~)

(=2 N

10.11
10.34
15.38
29.31
20.00
13.51
12.94

0.00
39.13
33.33
11.69
16.67
11.39
18.18

13.58

64.29
56.94

0.00
16.67
33.33
28.57
55.00
64.29
36.36

52.38

22.48
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GLOSSARY OF TERMS

Bank - A BIF-insured or (pre-FIRREA) FDIC-insured institution.

Bank Failure - Any bank that was seized and subsequently liquidated, owned or sold

by the FDIC.

Brokered Deposits - Certificates of deposit originated through a third party broker.
Core Deposits - Demand deposits and time deposits with account balances $100,000
or less.

Discretionary Funding - The sum of brokered deposits and uninsured funds, including
secured borrowings, time deposits greater than $100,000 and foreign deposits.
Earnings Assets - Interest-earning assets plus OREO (real estate acquired through
foreclosure). For thrifts, the definition also includes real estate held for development
and investments in service corporations.

FHLB Advance - A secured loan made by a Federal Home Loan Bank to one of its
members, who are almost éxclusively thrifts (though FHLBs, are soliciting banks as
members).

Issuer - Is broadly defined to include those insitutions with outstanding insured
brokered deposits, whether or not there is current issuance.

Insured Brokered Deposits- Any brokered deposit with a balance of less than
$100,000 or less. Insured brokered deposits are generated by both money brokers and
retail securities firms.

Jumbo CD- A certificate of deposit with a balance of over $100,000.

Nonbrokered Jumbo- A jumbo CD that is placed directly by the financial institution

rather than through a third party broker.



Purchased Funds - Total uninsured funds, including secured borrowings, time
deposits greater than $100,000 and foreign deposits. The definition is almost
synonymous with "discretionary funding”, but excludes insured brokered deposits.
Retail Brokered Deposits - Insured brokered deposits issued through a full service
securities firm.

Thrift - A SATF-insured institutions; prior to FIRREA, an FSLIC-insured institution.
Thrift Failure- For the 1987-88 period, a FSLIC resolution of an insolvent thrift
either through a liquidation or assisted sale; since 1989, a phrift placed under RTC

conservatorship.



ATTACHMENT D



RETAIL BROKERED DEPOSITS:

A Post-FIRREA Analysis

by
Bert Ely
and

Vicki Vanderhoff

ELY & Company, Inc.

June 1991




RETAIL BROKERED DEPOSITS:

A Post-FIRREA Analysis

by
Bert Ely
and

Vicki Vanderhoff

Ely & Company, Inc.
803 Prince Street
Alexandria, Virginia 22314

June 1991

This report has been produced under a grant from
Merrill Lynch & Co. The authors, however,
retain full responsibility for its contents.

© 1991 Ely & Company, Inc.




TABLE OF CONTENTS

~ Executive N U

TTOAUCHION ...

Grouping Institutions with Retail Brokered Deposits Outstanding ........
Capital -- A Key Protector Against Any Abuse of Retail Brokered
DEPOSIES «.evevieiie et e

One - Retail Brokered Deposits Help Greatly to Ease Local Interest
Rate FEVEIS ...ouuiiiiiiiiiiieiiiiiiii e

Funding for Community Banks and S&Ls ..................... e
Three - Retail Brokered Deposits Lower All-In Funding Costs for

Banks and S&LS .........couuiiiiiiiiiiiiiieee e
Four - Retail Brokered Deposits Can Be a More Ready Source

of Longer-Term Funding Than Deposits Obtained

Through Branches ............ccccoovivuiiiiiiiiiieeeieesereee )

IV.  Potential Problems With a Few Users of Retail Brokered Deposits ...............

i V. Conclusion




RETAIL BROKERED DEPOSITS: A Post-FIRREA Analysis

EXECUTIVE SUMMARY

Retail brokered deposits have not been misused by healthy, federally insured banks
and S&Ls since the August 1989 passage of the Financial Institutions Reform, Recovery,
and Enforcement Act (FIRREA). On the contrary, retail brokered deposits are helping to
meet some valid economic objectives. These observations argue for permitting healthy
financial institutions to continue accepting retail deposits solicited by independent third-
party brokers.

Many believe that retail brokered deposits were abused by some weak or insolvent
S&Ls during the 1980s. Specifically, it is argued that retail brokered deposits were used
by these institutions to fuel very rapid, unwise growth, usually through investments in
high risk assets, such as speculative real estate, that later lost value. Substantial losses in
asset value then caused some S&Ls to fail.

FIRREA sharply limited the potential for the abuse of retail brokered deposits by
prohibiting any “troubled institution” from accepting or renewing brokered deposits unless
the institution had regulatory approval to accept brokered deposits. FIRREA defined a
troubled institution as one ". . . which does not meet the minimum capital requirements
applicable with respect to such institution." Therefore, because troubled banks and S&Ls
today can accept and use retail brokered deposits only under the very tight and continuing
supervision of their regulators, we have excluded these institutions from our analysis of
any misuse of retail brokered deposits post-FIRREA.

Our study of retail brokered deposits focused on 1,326 reasonably healthy to very
healthy institutions, 922 banks and 404 S&Ls, that had retail brokered deposits
outstanding continuously or at least on some quarter-end dates between September 30,
1989, and December 31, 1990. We then looked aggressively at these institutions to
identify any patterns that would suggest an abusive use of retail brokered deposits -
post-FIRREA. We structured our study by dividing these 1,326 institutions into five
groups, based on increases or decreases in the amount of retail brokered deposits they had
outstanding relative to the higher risk assets in which these institutions had invested.!

We found almost without exception that these 1,326 institutions were using retail
brokered deposits in a sound manner while pursuing varied lending and funding strategies.
In fact, 850 of these banks and S&Ls actually reduced the dollar amount of retail
brokered deposits they had outstanding post-FIRREA, including 370 of these institutions
that had no retail brokered deposits outstanding at the end of 1990. In no case did we
find an institution that had abused retail brokered deposits in the post-FIRREA period. -
Our primary concern focused on a few situations where an institution’s rapid growth of its
higher risk assets might eventually lead to insolvency. However, all of these situations

'Higher risk assets for the purpose of this study include all loans, other real estate owned, and equity
securities minus permanent one-to-four family home mortgages. Junk bonds, investments in service
corporations, and direct real estate investments also are categorized as higher risk assets for S&Ls. This
conservative definition of higher risk assets in turn gives a conservative bias to our study.
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can easily be dealt with on a case-by-case basis through early regulatory intervention.
None cry out for new laws.

We focused our greatest attention on 320 banks and S&Ls that were growing both
their brokered deposits and their higher risk assets during our study period since these are
the institutions that most likely could misuse brokered deposits. However, we discovered
that although they increased their higher risk assets post-FIRREA, banks and S&Ls in this
group on average increased their capital levels, a key indicator of financial health. The
other banks and S&Ls in our study either decreased their higher risk assets or they
decreased the amount of retail brokered deposits they had outstanding.

In addition, we identified four positive benefits that retail brokered deposits are
producing in the post-FIRREA era. The most important benefit is that retail brokered
deposits help sound banks and S&Ls to cushion the impact of higher local interest rates
when a major institution in the local market develops liquidity problems. These liquidity
problems, which developed last year in both the Boston and the Baltimore-Washington
markets, caused troubled institutions to compete very aggressively for retail deposits
gathered through branches, thus driving up local interest rates. In both regions, banks
and S&Ls increased their retail brokered deposits, as their local deposit rates rose above
the national average, in order to take advantage of lower rates available through retail
brokered deposits. We note that regional use of retail brokered deposits begins to decline
once a local funding crisis has crested, thus confirming the safety valve effect that retail
brokered deposits provide.

If healthy institutions could not readily tap the lower cost funding often available
through retail brokered deposits, they would be forced to bid local deposit rates even
higher. These higher rates would further hurt the sound financial institutions operating in
that market, they would destroy deposit franchise values, and they would add to the
government’s cost of disposing of failed banks and S&Ls. No one would win if retail
brokered deposits could not be accessed in these situations.

Retail brokered deposits also are especially beneficial to community banks and
S&Ls, that is, those institutions with less than $300 million in assets. These institutions
accounted for almost 70% of the 956 banks and S&Ls in our study that had retail
brokered deposits outstanding at the end of 1990. With fewer funding alternatives than
much larger institutions, retail brokered deposits provide community banks and S&Ls with
an important funding alternative to locally gathered deposits. Yet these institutions are not
overly dependent on retail brokered deposits since, on average, these deposits account for
only 4.5% of the total deposits in these institutions. We also concluded that retail
brokered deposits offer deposit-taking institutions a lower-cost source of funds than branch
deposits as well as a more accessible source of longer-term funding. -

In sum, retail brokered deposits have been used wisely since FIRREA was enacted,
perhaps more wisely on average than deposits gathered through branches. We see no
valid reason why the wise use of retail brokered deposits by federally insured deposit-
taking institutions should not continue.



INTRODUCTION

This report quantifies in an objective manner the use of retail brokered deposits in
the aftermath of the passage of the Financial Institutions Reform, Recovery, and
Enforcement Act of 1989 (FIRREA). The report is divided into five sections, as follows:
Section I presents the methodology we followed in quantifying the performance of the
1,326 healthy banks and S&Ls that had retail brokered deposits outstanding subsequent to
the passage of FIRREA. Section II presents an analysis of retail brokered deposit usage
by the five groups into which we divided the banks and S&Ls in our study. Section III
discusses four positive features of retail brokered deposits in the post-FIRREA
environment. Section IV reviews some minor potential problems in the use of retail
brokered deposits. Section V provides a conclusion to our study.




deposit insurance and thus are not discussed in this report.

The time period we examined runs from September 30, 1989, the first quarter-end
date following the enactment of FIRREA,? to December 31, 1990, the most recent
quarter-end date for which there are publicly available data on banks and S&Ls.* The

In delineating the group of institutions to be analyzed, we initially identified a]
institutions with retail brokered deposits outstanding on any one of the six quarter-end
dates examined, September 30, 1989, to December 31, 1990.* From this group we
excluded 108 banks and 434 S&Ls for one of the five reasons list below.

" The S&L was placed in conservatorship prior to September 30, 1989.

™ The S&L was placed in conservatorship between October 1, 1989, and
December 31, 1990,
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to be troubled institutions, as defined by the brokered deposits provision of
FIRREA .’

W The bank or S&L failed post-FIRREA.

B The bank or S&L was given a regulatory waiver to continue issuing retail
brokered deposits even though it fit the definition of a troubled institution under
FIRREA.

The rationale for excluding these institutions from our analysis is that all of these
institutions either have been under direct regulatory control post-FIRREA or certainly
should have been under close enough regulatory scrutiny to prevent any risky investing
funded by retail brokered deposits. While our study excluded these troubled institutions,
another recent study of all banks and S&Ls that failed from 1987 to 1990 found that retail
brokered deposits were not the primary cause of the failure of these institutions.
Collectively, the 542 excluded institutions accounted for only 9.6% of the total amount of
retail brokered deposits outstanding at the end of 1990.

After excluding these five categories of institutions from our study, our study
examined 922 BIF-insured commercial and savings banks and 404 SAIF-insured S&Ls
and savings banks.” Exhibit 1 on the following page summarizes data on these 1,326
institutions and contrasts these data with data for all banks and S&Ls.

We then split the 1,326 banks and S&Ls into five mutually exclusive groups on the
basis of each institution’s change in retail brokered deposits and higher risk assets from
September 30, 1989, to December 31, 1990. We believe that this grouping offers the
most logical way to analyze the use of retail brokered deposits post-FIRREA. These five
groups are defined below and used throughout the study.

® Group 1: All institutions that increased both the amount of their retail brokered
deposits outstanding and their higher risk assets from September 30, 1989, to
December 31, 1990. There are 252 banks and 68 S&Ls in this group, including 15
institutions chartered since September 30, 1989.

W Group 2: All institutions that increased their retail brokered deposits
outstanding from September 30, 1989, to December 31, 1990, but decreased their
higher risk assets. There are 101 banks and 55 S&Ls in this group, including one
newly chartered S&L.

’Sec. 224 (g) of FIRREA, U.S.C. Sec. 1831 (g), defines a troubled institution as one ". . . which
does not meet the minimum capital requirements applicable with respect to such institutions."

®Cates, David C., and Stanley Silverberg, The Retail Insured Brokered Deposit: Risks and Benefits,
Cates Consulting Analysts, May 1, 1991.

"BIF is the Bank Insurance Fund; SATF is the Savings Association Insurance Fund.
5




EXHIBIT 1
Summary Data on All Banks and S&Ls in the Study
(Doltars in Billions)

------------- All Banks and S&Ls In the Study————~ === === ——All Banks and S&ls- -

----- September 30, 1889~ -~~~ —— ———December 31, 1880~ = = ~~ - —December 31, 1980- -

Banks SaLs Total Banks S&Ls Total Banks S&Ls**

Number of institutions* 608 383 1,302 922 404 1,326 12,708 2,324
Total assets $1,2445 $4325. $1,6877.0 $1,315.8 $420.3 $1,745.1 $3,818.1 $1,008.8

Total deposits 885.9 288.2 1,185.1 979.8 312.0 1,2681.9 2,830.4 768.3
Tangible capital 66.4 159 a2.3 86.5 17.8 87.1 223.0 40.8
Calculated Percentages:
Tangibie capital/

Tangible assets 5.35% 3.72% 4.93% 5.31% 4.14% 5.02% 8.18% 4.10%
Liquidity/

Totai assats 17.52% 9.74% 15.51% 18.01% 10.26% 16.86% 24.56% 10.83%

Higher risk assets/
Total assets 55.43% R2.23% 45.45% 54.88% 30.85% 48.80% 50.43% 27.24%

Retall brokered deposits/
Total assets 2.34% 3.84% 2.73% 3.20% 4.03% 3.47% 1.22% 2.25%

Retall brokered deposits/
Total deposits 3.26% 5.74% 3.86% 4.41% 5.55% 4.69% 1.58% 2.85%

* The Increase In the number of Institutions between September 30, 1889, and December 31, 1860, Is due to newly chartered Instituions.
** Figures exclude S&Ls in conservatorshlp on December 31, 1880.
*** The $6.4 billion difference between all banks and S&Ls on December 31, 1860, and banks and S&Ls in the study is accounted for by

instituons with brokered deposits that were excluded from the universe. ($44.2 + $22.7 - $80.5 = $6.4)

® Group 3: All institutions that decreased the amount of their retail brokered
deposits outstanding over the entire time period, but reported an increase in retail
brokered deposits as of at least one of the six quarter-end dates. There are 278
banks and 131 S&Ls in this group, seven of which were newly chartered during
the 15-month period.

® Group 4: All institutions that had retail brokered deposits outstanding on
December 31, 1990, but never had an increase in retail brokered deposits as of any
one of the six quarter-end dates examined; that is, their retail brokered deposits
either remained constant or decreased in every quarter. There are 127 banks and
88 S&Ls in this group. ‘

® Group 5: All institutions that did not have any retail brokered deposits
outstanding on December 31, 1990, and never had an increase in retail brokered
deposits as of any one of the six quarter-end dates examined; that is, their retail
brokered deposits either remained constant or decreased in every quarter. There
are 164 banks and 62 S&Ls in this group, including one newly chartered bank. - .

" Each institution in our study was then examined based on various ratios for both

September 30, 1989, data and December 31, 1990, data as well as for differences between
the two quarter-end dates. Exhibit 2 summarizes balance sheet data for these groups as of
September 30, 1989; Exhibit 3 presents the same types of data as of December 31, 1990;




EXHIBIT 2

Summary Data on All Banks and S&Ls in the Study
September 30, 1660

(Dollars in Billlons)

~—==@GouUp1——== === Goup2~—w=- ~w=- Group 3-- == ===— Group 4=——= ===~ Group 5—--— -
Banks Sals Banks Sals Banks S&Ls Banks SalLs Banks S&ls
Number of Institutons 243 82 101 54 275 127 127 88 183 62
Total assets $334.9 $58.7 $437.0 $87.2 $318.8 $168.1 $113.5 $745 $40.2 $38.0
Total deposits 245.0 37.3 206.5 838 234.2 112.6 871 51.9 k<R 23.8
Tangible capital 18.6 1.9 21.8 3.2 17.4 71 5.9 2.4 2.8 1.2
Calculated Percentages:
Tangibie capital/
Tangible assets 5.85% 3.36% 4.06% 3.36% 5.45% 4.31% 5.29% 3.26% 8.35% 3.47%
Liquidity/
Total assets 15.71% 9.77T% 18.27% 8.00% 17.85% 11.30% 16.29% 0.21% 25.37% 8.27%
Higher risk assets/ .
Total assets 58.85% 30.24% 54.55% 38.31% 54.13% 26.83% 54 .38% 40.60% 51.56% 32.09%
Retall brokered deposits/
Total assets 2.18% 4.08% 1.91% 3.08% 3.12% 3.89% 2.83% 3.53% 0.92% 3.05%
Retal! brokered deposits/
Total depoaits 2.97% 6.40% 2.81% 6.08% 4.25% 5.88% 3.89% 5.07% 1.12% 4.58%
EXHIBIT 3 /
Summary Data on All Banks and S&Ls in the Study
. December 31, 1860
(Doliars in Billions)
——==Goup ===~ ———— Group 2-— == ———- Group ==~ = === Group4———= =——— Group 5= == -
Banks SaLs Banks Sals Banks SSLs Banks Sils Banks S&lLs
Number of institutons 252 [ ) 101 55 278 131 127 88 164 a2
Totai assets $384.1 $87.2 $418.2 $80.1 $3428 $167.8 $118.0 $73.2 $52.0 $32.0
Total deposits 288.8 48.8 300.8 64.3 257.0 124.8 90.0 529 43.2 23.1
Tangible capitat 21.8 2.7 20.2 3.3 18.9 7.8 5.7 28 2.9 1.0
Calculated Percentages:
Tangibie capital/
Tangible assets 5.70% 4.01% 4.83% 3.74% 5.54% 4.85% 4.88% 4.01% 5.66% J.12%
Uquldity/
Total assets 14.12% 13.93% 24.14% B8.40% 18.87% 10.84% 10.04% 8.43% 28.88% 8.87%
Higher risk asaets/
Total assets 00.78% 31.28% 51.23% 34.50% 52.49% 24.88% 58.30% 38.06% 47.55% .25%
Retall brokered depoalts/
Total assets 4.15% 5.85% 4.78% 8.34% 1.70% 2.55% 1.25% 1.24% 0.00% 0.00%
Retall brokered deposits/ .
Total deposits 5.52% 8.11% 0.64% 12.95% 2.27T% 3.42% 1.65% 1.72% 0.00% 0.00%

Group 1 = All Institutions with an increase In retail brokered deposits (BDs) and an increase in higher risk assets from 09/30/89 to 12/31/90.
Group 2 = All institutions with an Increase In retail BDs buta decrease in higher risk assets from 00/30/88 to 12/31/90.
Group 3 = All Institutions that were occaslonal Issuers of retall BDs, but decreased thelr outstanding retail BDs from 08/30/88 to 12/31/80.

Group 4 = All institutions that had retall BDs outstanding on 12/31/90, but never had an Increase In retail BDs in any one of the five quarters.

Group 5 = All Institutions that did not have any retail BDs outstanding on 12/31/90, and never had an Increase in retail BDs in any one of the five quarters.




and Exhibit 4 shows the changes in these data between the two dates. These ratios are |
defined below: j

® Tangible capital / tangible assets = (Total equity capital minus intangible
assets) divided by (total assets minus intangible assets). |

B Liquidity / total assets = (Total cash and investments plus federal funds sold
and securities purchased plus assets held in trading accounts minus federal funds
purchased and securities sold minus demand notes issued to the Treasury minus
equity securities) divided by total assets.

B Higher risk assets / total assets = (Net loans plus other real estate owned plus |
equity securities minus one-to-four family mortgage loans) divided by total assets. i
Junk bonds, investments in service corporations, and direct real estate investments f
also are classified as higher risk assets for S&Ls. This conservative definition of i
higher risk assets in turn gives a conservative bias to our study.

® Retail brokered deposits / total assets = Total retail brokered deposits J
outstanding divided by total assets. [

" Retail brokered deposits / total deposits = Total retail brokered deposits }[
outstanding divided by total deposits. !

EXHIBIT 4 I

Summary Data on All Banks and S&Ls in the Study i
Changes from September 30, 1688, to December 31, 1960 it
(Dollars In Blllions) i

—-~-==-Group 1-==— —==- Group2—=~= ———- Group3—=—== ———— Goup 4——-—= —-——= Group 5—=——
Banks SaLs Banks Salas Banks SaLs Banks Sals Banks S&lLs

Total assets $40.2 $8.5 ($18.8) ($8.1) $23.7 $1.7 $5.4 ($1.3 $11.8 ($4.0)

Tangible capltal 29 o8 (1.4) 0.1 15 0.7 02 05 0.3 0.2 ]

Calculated Percentages: H i

Tangible capitalf . ;; '
Tangible assets 0.05% 0.65% -0.13% 0.38% 0.08% 0.34% -0.41% 0.75% -0.69% -0.35% [ !
Ml

Liquidity/ il
Total assets -1.58% 4.18% 5.87% 0.40% 2.02% ~0.48% ~8.25% —-0.78% 3.51% 0.80% i

Higher risk assets/
Total assets 2.13% 1.04% -3.32% -1.81% —1.64% -1.85% 1.81% -1.51% -4.01% 0.18%

Retail brokered deposits/ :
Total assets 1.97% 1.58% 2.87% 5.38%| —1.42% -1.44%| -158% -220%| -0.02% -3.05% dlt

Retall brokered deposits/
Total deposits 2.55% 1.71% 3.83% 6.80%| -1.98% -2.48%| -2.04% -3.35%| -1.12% -4.59%

Group 1 = All institutions with an Increase In retail brokered deposits (BDs) and an increase in higher risk assats from 08/30/89 to 12/31/80.

Group 2 = All inatitutions with an increase in retail BDs buta decrease in higher riak assets from 00/30/89 to 12/31/90.

Group 3 = All institutions that were occasional issuers of retail BDs, but dacreased their cutstanding retail BDs from 08/30/88 to 12/31/50.

Group 4 = All institutions that had retall BDs outstanding on 12/31/80, but never had an increase in retall BDs in any one of the five quartera.

Group 5 = All Institutions that did not have any retail 8Ds outstanding on 12/31/80, and never had an Increase in retall BDs in any one of the five quarters,




II - ANALYSIS OF RETAIL BROKERED DEPOSIT USAGE

Grouping Institutions with Retail Brokered Deposits Outstanding

The main argument against the use of retail brokered deposits has been that an
institution wishing to rapidly increase or "grow" its higher risk assets may use retail
brokered deposits to quickly fund this growth. Thus, any abuse of retail brokered
deposits will occur on the asset side of a bank or S&L’s balance sheet as the institution
invests in especially risky assets that potentially could lose much of their value. Usually
this loss in value is due to credit problems that take several years to surface, that is, to be
reported as a loss.

Insufficient time has passed for investments made post-FIRREA to have become a
loss. Thus, at this time, a risky use of retail brokered deposits post-FIRREA can be
estimated only by linking an increase in retail brokered deposits with a corresponding
increase in higher risk assets. Therefore, our analysis focused on the interaction between
changes in retail brokered deposits and changes in higher risk assets in the 1,326 banks
and S&Ls we studied. To better understand this interaction, we divided these institutions
into the five groups described in Section I. Exhibit 5 shows the amount of retail brokered
deposits outstanding on December 31, 1990, in each of the groups. (Group 5, by
definition, had no outstanding retail brokered deposits on December 31, 1990.) Exhibit 6
shows, for banks and S&Ls respectively, the amount of retail brokered deposits |
outstanding in each group as a percentage of total deposits in that group. '

EXHIBIT &

Retail Brokered Deposits Outstanding by Group*
All Banks and S&Ls on December 31, 1990
(Dollars in Billions)

Total: $60.5

Group 1: $19.7

* Groups defined on pages 5-6.
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As is evident from Exhibit 6, over the five quarters, the 476 banks and S&Ls in
Groups 1 and 2 increased their use of retail brokered deposits as a funding source. Thus,
these institutions are of primary importance in our study. These two groups include 241
institutions that had no retail brokered deposits outstanding on September 30, 1989, but
had $10.5 billion outstanding on December 31, 1990. The other 235 institutions in
Groups 1 and 2 had $21.9 billion in retail brokered deposits outstanding on September 30,

1989, and increased their retail brokered deposits by $15.7 billion, or 72%, over the 15-

month period, to $37.6 billion. These 476 banks and S&Ls accounted for 79% of all
retail brokered deposits outstanding among the 956 institutions with retail brokered
deposits outstanding at the end of 1990.

Although all 476 institutions in Groups 1 and 2 increased their retail brokered
deposits, only the 320 Group 1 institutions increased both their retail brokered deposits
and their higher risk assets over the 15-month time span. These institutions received our
closest attention. Each of the 156 Group 2 institutions that increased its retail brokered
deposits actually shrank its higher risk assets. In addition, 79 of these banks and S&Ls,
or 50% of all Group 2 institutions, also shrank their total assets. Thus, they warrant a
lesser amount of attention since they apparently were not using their retail brokered
deposits to grow their assets, specifically their higher risk assets. The banks and S&Ls in
Groups 3, 4, and 5 shrank their retail brokered deposits over the 15-month period, hardly
a threatening use of retail brokered deposits. These three groups warrant the least
attention.

Group 1: In the 15-month period from September 30, 1989, to December 31,
1990, the 320 banks and S&Ls in Group 1 increased both their retail brokered deposits

and their higher risk assets. On average. though, retail brokered deposits financed only
one-fourth of the growth in higher risk assets in these institutions; the balance of this

growth was financed from other sources such as borrowings and retail deposits gathered
through branches. On December 31, 1990, the Group 1 institutions had $19.7 billion in
retail brokered deposits, or 33% of all retail brokered deposits outstanding in our study.
However, as Exhibit 6 shows, retail brokered deposits accounted for 5.5% of all deposits
in the banks in this group and 8.1% of all deposits in the S&Ls in this group. These
percentages indicate that retail brokered deposits in the main are not a major source of
funding in these institutions.

Group 1 banks and S&Ls on average grew their higher risk assets at a 14%
compound annual growth rate. This high growth rate, however, was matched by a 13%
compound annual growth rate in their tangible capital. On December 31, 1990, banks in
Group 1 had a tangible capital/tangible assets percentage of 5.7 while S&Ls had a 4.0
percentage -- both reasonably strong relative to their peers. Also, only four of the banks
and two of the S&Ls in Group 1 had tangible capital below 3% of their assets. Another
62 banks and 29 S&Ls had capital in the 3-6% range and 223 institutions had tangible
capital in excess of 6%.

Of the 320 institutions in Group 1, we identified 15 banks and S&Ls, less than 5%
of all Group 1 institutions, that might be potential problems because of the rate at which
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they were growing their higher risk assets. These institutions met three criteria: (1) they
had more than 40% of their assets invested in higher risk assets on September 30, 1989;
(2) they grew their higher risk assets more than 15% over the 15-month period studied;
and (3) their retail brokered deposits increased by at least 50% of the institution’s increase
in higher risk assets. However, after we examined all of these institutions, it did not
appear that any of them were misusing retail brokered deposits. Twelve of these
institutions were small community banks. (Community banks are defined in our study as
institutions with less than $300 million in assets). In addition, 12 of the 15 institutions
were well capitalized, with a tangible capital percentage over 6%. The other 3 institutions
with less than 6% tangible capital are discussed in further detail in Section IV,

Group 2: The 156 institutions in Group 2 increased their retail brokered deposits
while shrinking their higher risk assets. Over the 15-month period, this group of
institutions increased their use of retail brokered deposits as a funding source. Their retail
brokered deposits increased $16.1 billion while their total deposits increased only $5
billion. However, these banks and S&Ls, 82 of which are headquartered along the East
Coast between Maine and Virginia, clearly were shrinking their total assets while using
retail brokered deposits to reduce their borrowings and local, direct deposits. Regional
interest rate competition, which will be discussed below, forced many of these banks and
S&Ls to look for less-expensive funding sources, such as retail brokered deposits.

The fact that these institutions as a whole shrank their higher risk assets by 10.4%,
while shrinking their total assets by only 5%, indicates very clearly that they were using
retail brokered deposits defensively, not aggressively, to build liquidity to withstand the
storms buffeting banking during 1990. This fact is evident in the 5.87% increase in the
liquidity ratio for banks in Group 2 over the 15-month period while banks in other groups
were either decreasing their liquidity ratios or increasing them to a lesser degree.

Much of this retail deposit shrinkage occurred as banks in New England and the
Middle Atlantic region shifted to cheaper retail brokered deposits to lessen their reliance
on local, branch deposits made more costly by troubled banks scrambling to build or at

least retain their local retail deposit base. The ability of Group 2 institutions to use retail
brokered deposits to partially neutralize higher rates in their local markets illustrates one

very important and beneficial feature of retail brokered deposits that will be discussed in
Section I11.

Group 3: The 409 banks and S&Ls in Group 3 present a quite different picture.
Although they were occasional issuers of retail brokered deposits during the 15-month
period, they nonetheless reduced their already limited use of retail brokered deposits as a
source of funding while growing their total assets. In addition, the S&Ls in this group,
which grew their assets on average just 1% during the 15 months, also were shrinking
their higher risk assets while increasing the funding they derived from their retail
branches. Clearly all of these institutions, especially the S&Ls, were pursuing
conservative financial strategies while strengthening their capital positions. Of these
occasional issuers, 144 banks and S&Ls, or 35% of all Group 3 institutions, actually had
no retail brokered deposits outstanding at the end of 1990.
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Group 4: The 215 banks and S&Ls in Group 4 are comparable to the Group 3
institutions except that those in Group 4 do not appear to have been even occasional
issuers of brokered deposits during the 15-month period; at each quarter-end date, these
institutions reported less in retail brokered deposits outstanding than at the end of the
previous quarter. Consequently, these institutions reduced their use of retail brokered
deposits as a source of funding by the end of 1990 to an almost insignificant level, 1.25%
of total assets.

Group 5: The 226 institutions in Group 5 do not appear to have issued any retail
brokered deposits during the 15-month period and did not have any retail brokered
deposits outstanding at the end of 1990. The contrast, though, between the banks and the
S&Ls in this group was striking. Even as the 164 banks in this group were eliminating
their retail brokered deposits, on average they were growing their total assets and their
higher risk assets faster than any of the other four groups of banks. This growth,
however, was almost fully funded by sources other than retail brokered deposits. This
group of banks, on average, also was the most liquid of the five groups of banks.
However, the 62 S&Ls in this group, with the weakest capital position, on average, of the
five groups of S&Ls, were shrinking their balance sheets across the board.

Capital — A Key Protector Against Any Abuse of Retail Brokered Deposits

Deposit insurers are protected against abuses of almost any kind within a bank or
S&L by the institution’s capital, since capital is the cushion that protects an institution’s
deposit insurer from an insolvency loss. Thus, well-capitalized institutions normally pose
little risk of failure in the near future. Of the 476 institutions that grew their retail
brokered deposits over the 15-month period, only 24, or 5%, had less than 3% capital.
Of these 24, 18 were Group 2 institutions that were shrinking their higher risk assets.
Thus, it does not appear that most institutions growing their retml brokered deposits
represent a senous threat to the BIF or to the SAIF.

As the upper portion of Exhibit 7 shows, tangible capital as a percentage of
tangible assets for all five groups of banks is reasonably strong and only slightly below
the capital percentage for all banks without retail brokered deposits. The all-other-banks
category looks stronger, though, primarily because smaller banks, which use retail
brokered deposits less often, tend to have higher capital ratios.

S&Ls with retail brokered deposits actually increased their average capital ratio
over the 15-month period, from 3.72% to 4.14%. Thus, S&Ls with retail brokered
deposits on December 31, 1990, on average, had the same capital level as the entire S&L
industry, as shown in Exhibit 1. Also, only the Group 5 S&Ls, which had no retail
brokered deposits outstanding at the end of 1990, actually saw their average capital level
decline. The lower portion of Exhibit 7 compares the five groups of S&Ls with all other
S&Ls not in our study. This exhibit shows that all other SAIF-insured S&Ls not in
conservatorship and not in our study had only a somewhat higher average capital level of
53%.
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EXHIBIT 7
Tangible Capital as a Percentage of Tangible Assets
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Special Purpose Banks

Thirty-one special purpose institutions, that is, credit card banks and "non-bank
banks," have been identified in our group of 1,326 institutions. We did not exclude these
institutions from any exhibits. Excluding them from some of our analyses, though, might
give a more realistic picture of the use of retail brokered deposits by the typical bank or
S&L.

It is important to look closely at these special purpose institutions because they
generally are much more reliant on retail brokered deposits as a source of funding than
are other users of retail brokered deposits. However, these institutions do not pose an
insolvency threat by virtue of being heavily funded with retail brokered deposits. In fact,
hese 31 instituti o . . . . .

1 institutions are better capitalized, with an average tangible-capital-to-tan

assets ratio of 7.2%, than the average bank or S&L.

There are a number of reasons for the significant use of brokered deposits by
special purpose banks. These reasons include branching restrictions for credit card barnks,
the non-bank bank prohibition against soliciting deposits through branches, and a lack of
available deposits in the smaller cities where many of these credit card banks are located.
Although issuing retail brokered deposits is not the only source of funding for these
banks, retail brokered deposits offer a relatively low-cost source of funding. Allowing
these special purpose banks to use retail brokered deposits to hold down their cost of
funds helps them to be more competitive with other, more-diversified financial companies
offering credit cards. A more competitive market for credit card loans, in turn, is
beneficial to the consumer. Also, locating special purpose banks in smaller cities helps to
bring jobs to these communities.

On December 31, 1990, these 31 institutions had $16.2 billion in retail brokered
deposits outstanding, or 27% of all retail brokered deposits in the institutions we studied.
Also, since these institutions use retail brokered deposits for a significant amount of their
funding, their average retail brokered deposits outstanding as a percentage of their total
deposits was 41%; 11 of these institutions relied on retail brokered deposits for more than
50% of their total deposits.

Eleven of the 31 special purpose banks are owned by major bank holding
companies. When all the banks in these holding companies are aggregated by company,
the retail brokered deposits in these special purpose banks become a fairly insignificant
source of funding for the aggregated banks. Retail brokered deposits accounted for more
than 10% of total deposits as of the end of 1990 at only 2 of the 11 bank holding
companies. One holding company obtained 10.4% of its total deposits through retail
brokered deposits when its credit card subsidiary was combined with its other subsidiary
bank. The second holding company had 30% of its total deposits funded by retail
brokered deposits after aggregating its banks, due to its large credit card subsidiary.
However, this subsidiary has recently been spun off from its holding company and is now
operating on its own. '
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The remaining 20 special purpose banks not owned by bank holding companies are
still owned by large parents, many of which also own other banks and S&Ls. Thus,
because of the "cross-guarantee” provision in FIRREA, which allows bank and S&L
insolvency losses to be spread horizontally across sister banks and S&Ls in the event of a
failure, these institutions do not pose a serious risk to the deposit insurance funds.
Another safety feature for non-bank banks is the provision in the Competitive Equality
Banking Act of 1987 that limits asset growth of non-bank banks to an annual rate of 7%.
Thus, there is little likelihood that non-bank banks will use retail brokered deposits to fuel
any massive increase in higher risk assets.

Usage of Brokered Deposits as a Source of Funding

At the end of 1990, most of the 956 banks and S&Ls in our study with outstanding
retail brokered deposits, in fact, derived relatively little of their total deposits from this
source of funding. Exhibit 8 presents a distribution of all banks and S&Ls with
outstanding retail brokered deposits, based on their retail brokered deposits as a
percentage of their total deposits. For approximately 85% of these institutions, retail
brokered deposits accounted for 10% or less of their total deposits. Exhibit 9 presents
key financial data that differentiates banks and S&Ls with retail brokered deposits
outstanding on December 31, 1990, based on their retail brokered deposits as a percentage
of their total deposits.

EXHIBIT 8
956 Institutions with Retail Brokered Deposits Outstanding on 12/31/90
Grouped by Brokered Deposits Outstanding as a Percentage of Total Deposits
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EXHIBIT 9
All Institutions in the Study with Retail Brokered Deposits Outstanding on Decamber 31, 1990
Retail Brokered Deposits as a Percentage of Totl Deposits
(Dollars in Billions)

----- Retail Brokered Deposits as a Percentage of Total Deposits — —— — ~—

Greater than 50% 10~ 48% Less than 10%
Banks Sals Banks S&Ls Banks Sals
Number of institutions 13 4 88 43 548 264

Total assets $25.0 $4.4 $158.7 $62.3 $1,028.7 $268.3

Total deposits 13.5 26 85.68 84.0 783.8 180.0
Tanglble capital 1.5 0.2 87 3.2 52.5 11.8
Calculated Percentages:
Tangible caphal/

Tangible assets 8.15% 4.58% 8.20% 3.54% 5.12% 4.43%
Uquidity/

Total assets 2.25% 341% 12.32% 11.88% 19.85% 10.21%

Higher risk assets/
Total assets 75.11% 15.08% 58.25% 32.14% 54.34% 32.23%

Retall brokered deposits/
Total assets 33.08% 36.91% 12.03% 12.50% 1.57% 1.54%

Retall brokered deposits/
Total deposits 61.33% 61.81% 18.71% 18.04% 2.08% 2.07%

Note: This subset excludes 277 banks and 83 S&Ls that did not have retail brokered deposits on December 31, 1880.

Analysis of the Size of Institutions

It is also useful to break down the institutions in our study by asset size group to
explain the size of the institutions that use retail brokered deposits as a source of funding.
Exhibit 10 separates the banks and S&Ls, respectively, in our study into seven asset-size
categories that are based on total assets at the beginning and ending dates of our study.

Although 90% of all retail brokered deposits outstanding in our study on
December 31, 1990, were in institutions with more than $1 billion in assets, retail
brokered deposits in these institutions accounted for only about 4% of all deposits for the
banks in this group and 5% of all deposits for the S&Ls. Thus, these 197 institutions
with assets of more than $1 billion, on average, did not rely any more on retail brokered
deposits for their overall funding than did the 759 smaller institutions using retail brokered
deposits.

Interestingly, of the institutions (645 banks and 311 S&Ls) with retail brokered
deposits outstanding on December 31, 1990, more than two-thirds were community banks.
These community-based institutions, with $2.3 billion in retail brokered deposits
outstanding, accounted for 3.8% of all retail brokered deposits outstanding at the end of
our study period. Retail brokered deposits in community banks and S&Ls comprised an
average of just 4.5% of their total deposits.
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EXHIBIT 10

Retail Brokered Deposits Outstanding as a Percenta
Grouped by Total Assets
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III - FOUR POSITIVE FEATURES OF RETAIL BROKERED DEPOSITS

Our study of retail brokered deposits in the post-FIRREA era revealed four positive
features about retail brokered deposits, several of which have not received much attention
previously.

One - Retail Brokered Deposits Help Greatly To Ease Local Interest Rate Fevers

Last year, 1990, was marked by two significant regional funding crises that pushed
retail deposit interest rates in certain localities far above the national average. Some
stronger institutions of all sizes in these localities turned to retail brokered deposits to
acquire cheaper deposits from elsewhere in the country to help lessen the adverse impact
of higher local interest rates. Without access to lower-cost retail brokered deposits, these
institutions would have had to compete even more aggressively for local deposits. More
intense competition would have driven local deposit interest rates even higher. Higher
rates, of course, would have hurt even more the institutions that turned to retail brokered

deposits. In a competitive marketplace, retail brokered deposits enhance the safety and

soundness of banks and S&Ls by lowering their overall cost of funds. In effect, retail
brokered deposits serve banks and S&Ls as an attractive and perhaps more desirable

alternative to borrowing from the Federal Reserve.

- Massachusetts provides a good example of this desirable feature of retail brokered
deposits. The Bank of New England’s (BNE) funding crisis began in early 1990 as fears
about its solvency mounted. These fears triggered an enormous outflow of uninsured
deposits that forced BNE to gather more insured deposits through its branches.
Interestingly, BNE did not raise any funds through retail brokered deposits. To attract
deposits, BNE began to pay among the highest deposit rates available anywhere in the
country.

In self-defense, many other banks and S&Ls in New England turned to the retail
brokered deposit market for the first time or used it much more extensively. For
example, one large bank went from $93 million in retail brokered deposits on
September 30, 1989, to a peak of $2.0 billion on June 30, 1990. Likewise, danother large
bank went from no retail brokered deposits on December 31, 1989, to $503 million on
September 30, 1990. In all, 16 Massachusetts banks and S&Ls that had no retail
brokered deposits outstanding on September 30, 1989, used retail brokered deposits
sometime between that date and the end of 1990. We also observed the same
phenomenon in 16 banks and S&Ls located in the other five New England states.

19




Exhibit 11 illustrates what occurred in Massachusetts as deposit interest rates in
Boston increased relative to the rates paid by banks elsewhere in the country.® The
dashed line shows that this interest rate differential rose, by March 31, 1990, to a peak of
31 basis points (one basis point = .01 %) over the national average.

It is interesting to note that the increase in retail brokered deposits issued by
Massachusetts institutions lagged the increase in the rate differential by one calendar
quarter. This lag probably reflects the time it took these institutions to initiate a retail

brokered deposit program.

Exhibit 11 also clearly illustrates the ability of retail brokered deposits to help
moderate rising interest rates. After two quarters during which the difference between
Boston-area rates and the national average exceeded 30 basis points, the rate differential
began a steep decline. This plunge in the rate differential vividly illustrates the rate
cooling effect that retail brokered deposits can have. We expect retail brokered deposits
and the regional rate differential to continue declining in the Boston area during 1991,

It is difficult to quantify how much in interest expense retail brokered deposits have
saved Massachusetts banks and S&Ls since September 30, 1989, but the sum is
substantial. Savings are achieved in two ways. First, in a highly competitive market,
retail brokered deposits, including commissions paid, often represent a cheaper "all-in"

EXHIBIT 11
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source of deposits® than do deposits raised through branches. Second, the use of retail
brokered deposits eases the upward pressure on the rates that banks and S&Ls pay on
deposits gathered through their branches. Based on the $116 billion of total domestic
deposits in Massachusetts banks and S&Ls at the end of 1990, every 10 basis points of
interest savings equals $116 million annually. These savings are a significant sum given
that Massachusetts banks and S&Ls reported a net interest margin in 1990 of $4.2 billion.

Exhibit 12 contrasts the closer and more dramatic linkage between rising interest
rates and growth in retail brokered deposits that occurred later in 1990 in the Baltimore-
Washington region. The liquidity problems of several banks triggered the higher local
interest rates that caused many banks to turn increasingly to retail brokered deposits. One
area bank, for example, went from no retail brokered deposits on March 31, 1990, to
$1.5 billion on December 31, 1990, just nine months later. Another large Washington-
area bank went from no retail brokered deposits on March 31, 1990, to $527 million on
December 31, 1990. Both of these banks used retail brokered deposits defensively to
meet short-term liquidity needs. In all, 30 banks and S&Ls in Maryland, Virginia, and
the District of Columbia that had no retail brokered deposits outstanding on September 30,
1989, issued retail brokered deposits sometime between that date and the end of 1990.

EXHIBIT 12
Retail Brokered Deposit Experience in DC, MD, and VA
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It is interesting to note that regional use of retail brokered deposits begins to
decline once the local funding crisis has crested. Retail brokered deposits outstanding in
Massachusetts institutions probably have not dropped as fast as Boston-area deposit
interest rates have because many brokered Certificate of Deposits (CDs) these banks
issued were of durations of one year or more. We expect outstanding retail brokered
deposits to begin to decline in the Baltimore-Washington region during 1991 as funding
pressures in this area continue to ease. We also expect the regional offering rate
differential in the Baltimore-Washington area to decline as it did in the Boston region.
This decline will confirm the safety valve effect that retail brokered deposits provide.

Two - Retail Brokered Deposits Provide an Alternative Source of Funding for
Community Banks and S&Ls

As Exhibit 10 illustrates, community banks and S&Ls are significant issuers of
retail brokered deposits. At the end of 1990, almost 70% of the institutions with retail
brokered deposits outstanding had less than $300 million in assets. Yet as this exhibit
shows, these institutions are not heavily reliant on retail brokered deposits as a source of
funding -- retail deposits gathered through branches remain their overwhelming source of
funding. Access to retail brokered deposits is especially important to community banks
since they have fewer alternative funding sources than do large money center banks.

Three - Retail Brokered Deposits Lower All-In Funding Costs Sor Banks and S&Ls

As demonstrated above for the Boston and Baltimore-Washington regions, retail
brokered deposits offer an important source of low-cost deposits in unhealthy competitive
situations driven by the liquidity needs of weak institutions. Even in more normal
markets, though, retail brokered deposits offer many banks and S&Ls an opportunity to
lower their average all-in cost of deposits. That is the case because the gathering costs
for retail brokered deposits almost always are less than the cost of gathering deposits
through retail branches.

An example will illustrate this point: Assume the gathering cost for retail brokered
deposits is 60 basis points annually (the typical commission rate on retail brokered
deposits) and the estimated cost of gathering deposits through branches is in the range of
90 to 150 basis points. Assuming a 125 basis point cost of gathering deposits in
branches, the cost benefit to be gained by an institution using brokered deposits is 65
basis points (125-60), or about two-thirds of 1%. If a bank or S&L can obtain retail
brokered deposits with an interest rate that is not more than 65 basis points above the rate
paid on deposits gathered through its branches, then its retail brokered deposits actually -
will be less expensive on the basis of its all-in cost of deposits. One should not assume
that retail brokered deposits always are more expensive than deposits collected through

branches.




Four - Retail Brokered Deposits Can Be a More Accessible Source of Longer-Term
Funding Than Deposits Obtained Through Branches

Most CDs that banks and S&Ls sell through their branches have relatively short
maturities. For example, at the end of 1990, only 12% of the CDs issued by SAIF-
insured institutions had an original maturity of more than three years. (Comparable data
are not available for BIF-insured institutions.) Yet there are occasions when a bank or
S&L can make a loan for a 7- or 10-year period that can profitably be funded with a
fixed-rate CD of comparable maturity. Rather than scouring hurriedly for local depositors
who will hold a CD of that maturity, the institution can turn to a deposit broker who
continually solicits for long-term deposits. Community banks especially benefit from the
ability to turn to a deposit broker on those occasions when long-term funding is needed.

One reason some deposit brokers can readily obtain long-term deposits for banks
and S&Ls is that the broker makes a secondary market for the long-term CDs it has
brokered. Banks and S&Ls, on the other hand, do not even attempt to make a secondary
market for the CDs they have issued.
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IV - POTENTIAL PROBLEMS WITH A FEW USERS OF
RETAIL BROKERED DEPOSITS

We observed three potential types of problems among a few users of retail
brokered deposits. These problems, though, are quite modest relative to other types of
problems facing bank and S&L regulators today. Whatever problems these institutions
have, though, are better dealt with through more effective case-by-case regulatory
supervision rather than by removing deposit insurance protection for all retail brokered
deposits placed in healthy banks and S&Ls.

Of the 17 institutions with more than 50% of their deposits at the end of 1990
represented by retail brokered deposits, we have identified one small community bank and
three small community S&Ls that appear to warrant special supervisory attention. (The
other 13 institutions consist of 11 special purpose banks and 2 banks owned by large bank
holding companies.) Three of these 4 institutions have shrunk significantly since
FIRREA. This shrinkage has had the effect of raising their retail brokered deposits as a
percentage of their total deposits. Their higher risk assets, as a percentage of total assets,
ranged from 5% to 86% at the end of 1990, However, all four of these institutions have
shrunk their higher risk assets post-FIRREA. The tangible capital of these institutions at
the end of 1990 was reasonably strong to very strong, ranging from 5.3% of total assets
to 11.6%. Thus, the likelihood that these institutions would fail is fairly remote. In any
event, the largest of these institutions had Just $72 million in total assets, so these
institutions hardly represent a major threat to the BIF.

Four of the 320 Group 1 institutions, those growing both their higher risk assets
and their retail brokered deposits, ended 1990 with tangible capital below 3% and without
a corporate affiliation that clearly could strengthen them. These institutions are suffering
capital weaknesses primarily because of loans and investments they made prior to the
passage of FIRREA. However, they have not aggressively grown either their higher risk
assets or their retail brokered deposits since September 30, 1989. Nonetheless, these
institutions warrant close supervisory attention, if they are not already receiving it, in case
they become more aggressive in growing their higher risk assets.

The analysis of the Group 1 institutions in Section II discussed the 15 ‘banks and
S&Ls that were the most aggressive institutions in using retail brokered deposits to fund
relatively fast growth in higher risk assets. Three of these institutions had less than 6%
tangible capital at the end of 1990, with the lowest at 5.48%. Two of these institutions
grew their total assets only slightly faster than the Gross National Product during the 15-
month period we studied; the other grew its total assets 20% -- a high, yet not alarming,
growth rate. The two smaller institutions, both commercial banks with total combined
assets of $58 million, warrant special regulatory attention because they lost money in both
1989 and 1990. These losses, however, do not appear to be related to their use of retail
brokered deposits.
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V - CONCLUSION

FIRREA, by restricting the use of retail brokered deposits by troubled institutions,
gave bank and S&L regulators ample tools to prevent future misuses of retail brokered
deposits. Post-FIRREA, there is every indication that healthy institutions are not using
retail brokered deposits to imprudently grow their higher risk assets.

Nothing in our study would suggest that further restrictions on brokered deposits
are necessary. In fact, our study shows how important it is that banks and S&Ls of all
sizes be able to continue to access the marketplace for retail brokered deposits, especially
if a large, troubled bank triggers a regional funding crisis that harms its healthier
competitors. While there is a potential to abuse retail brokered deposits, there likewise is
a potential for banks and S&Ls to abuse deposits they gather through branches. As with
all other aspects of banking, sound, timely, case-by-case regulatory supervision is
preferable to statutory changes that are indiscriminate in their application.

25




ATTACHMENTE



IDC Financial
Publishing, Inc.

The Largest Amount of Brokered Deposits as a Percent of Domestic Deposits Held
by Banks and Thrifts Ranked over 200 (Superior)

In the third quarter 2008, banks ranked over 200 (superior) held the largest amount of
brokered CD’s as a percent of domestic deposits.

No. of banks and thrifts with brokered CD’s 1 to 10% of domestic deposits

Superior Rank 200 - 300 583
Excellent Rank 165-199 361
Average Rank 125-164 337
Below Average Rank 75 -124 198
Lowest Ratios Rank 2- 74 91
Lowest Rank Rank of 1 25

No. of banks and thrifts with brokered CD’s 10 to 20% of domestic deposits

Superior Rank 200 - 300 110
Excellent Rank 165 -199 77
Average Rank 125 - 164 100
Below Average Rank 75-124 70
Lowest Ratios Rank 2- 74 49
Lowest Rank Rank of 1 7

No. of banks and thrifts with brokered CD’s 20 to 30% of domestic deposits

Superior Rank 200 - 300 34
Excellent Rank 165 - 199 26
Average Rank 125 - 164 36
Below Average Rank 75-124 29
Lowest Ratios Rank 2- 74 25
Lowest Rank Rank of 1 5
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No. of banks and thrifts with brokered CD’s greater than 30% of domestic deposits

Superior Rank 200 - 300 46
Excellent Rank 165 - 199 25
Average Rank 125 - 164 31
Below Average Rank 75-124 13
Lowest Ratios Rank 2- 74 31
Lowest Rank Rank of 1 6

IDC Financial Publishing, Inc. analyzed the rank of quality, safety and soundness with
the percent of brokered CD’s to domestic deposits for each quarter 1986 to 2008. The
conclusion is similar to the 3" quarter of 2008 that a greater numbers of banks and thrifts
ranked superior or excellent held brokered CD’s compared to a limited number of low
ranked institutions holding brokered CD’s.

This article is authored by John E. Rickmeier, CFA. Mr. Rickmeier has over 45 years of
experience in evaluating financial institutions. As CEO of IDC Financial Publishing
since its founding in 1984, Mr. Rickmeier and his analytical team evaluate and rank
quarterly over 17,000 banks, thrifts, and credit unions. IDC ratings of financial
institutions have become the standard in evaluating the safety and soundness of
institutions issuing brokered certificates of deposit. IDC ratings are used by Fannie Mae,
Freddie Mac, Ginnie Mae, insurance and credit card companies, and many state and
municipalities as a guide for determining financial relationships.

Mr. Rickmeier can be reached at IDC Financial Publishing, Inc., 700 Walnut Ridge
Drive, Suite 201, Hartland, Wisconsin 53029. Voice 1-800-525-5457 or email
info@idctp.com

Website for IDC Financial Publishing Inc. www.idcfp.com




IDC Financial
Publishing, Inc.

IDC Financial Publishing, Inc., founded in 1985 by John E. Rickmeier, CFA, is one of the
nation’s leading analysts of financial institutions. IDC evaluates and ranks approximately
7200 banks, 950 bank holding companies, 1200 savings banks and thrifts, and 8000
credit unions reporting to the federal government on a quarterly basis.

Financial Institutions are evaluated based on IDC’s unique CAMEL analysis. Over 35
key financial ratios and a one-number summary rank are computed for each institution.
The categories of IDC's CAMEL analysis are: Capital adequacy, Asset quality, Margins
as a measurement of management, Earning returns, and Leverage/Liquidity. Quality
ranks range from 300 (the highest) to 1 (the lowest)}, and fall into one of six peer group
categories: Superior, Excellent, Average, Below Average, Lowest Ratios, and Rank of
One.

IDC’s ranking system is used by Fannie Mae, Freddie Mac, Ginnie Mae, and many
states and municipalities as a guide for determining financial relationships. Financial
institutions rely on IDC’s data for evaluating their performance and for setting goals to
improve quality and profitability. Private companies, individual investors, insurance
companies, banks, thrifts, and credit unions also rely on IDC’s timely information.

IDC’s rank has become the standard in evaluating the safety and soundness of financial
institutions issuing brokered certificates of deposit.

John E. Rickmeier, CFA
President and Editor-in-Chief

Mr. Rickmeier has over 45 years of experience in evaluating financial institutions. As
founder and president of IDC Portfolio Management, he oversees the management of
market neutral equity funds. IDC Portfolio Management evaluates 3500 companies
monthly to determine intrinsic value, including a large group of publicly traded banks and
thrifts. As CEO of IDC Financial Publishing, he manages the evaluation of bank, thrift
and credit union financial ratios, the value-added evaluation of bank investment
portfolios, the value-added analysis of bank loan portfolios, and the efficiency analysis of
the cost of funding a financial institution.

Before founding IDC Portfolio Management, Mr. Rickmeier acted as both chairman of an
investment committee and portfolic manager for a Midwest investment advisory firm.
Prior to 1972, as chief economist for a New York investment strategy firm, he consulted
with over 300 financial institutions.
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" Glossary

Each bank in the Bank Financial Quarterly has a one-line analysis of financial ratios and a one-number
summary rank. IDC's unique CAMEL analysis utilizes financial ratios that have a significant impact on
the quality of banks:

Capital risk is determined by Tier I capital as a percent of assets and as a percent of risk-based
assets. Tier I & II capital as a percent of risk-based assets (risk-based capital ratio)
measures credit and interest rate risk as well as estimates risks in the asset base.

A sset quality is measured by the levels of loan delinquency, nonaccrual loans, and high risk assets
relative to loan loss reserves and capital ratios. Risk-adjusted assets as part oftherisk-based
capital ratio further define the quality of assets.

Ma.rgins are the best measurement of management's financial controls. Margins represent the
spreads between 1) operating profit and net operating revenues, 2) after-tax return on
earning assets and cost of funding, and 3) the return on equity compared to estimated cost of
equity capital, and 4) NOPAT return on equity compared to the cost of equity capital.

Earning returns measure the success of the bank's operating strategy. Ratios of revenue yields
from investments, loans, and noninterest income with comparison to operating costs, loan
loss provision, netloan charge-offs, and net nonoperating income ratios are the major components
ofthe net operating after-tax return on earning assets (ROEA). Earnings from financial leverage
meausre thelevel of leverage and after-tax cost of funding compared to the after-tax return on
earning assets (ROEA). Leverage returns measure the efficiency of the bank's financial strategy.
Operating assets are financed with the leverage of deposits and borrowings to Tier1 capital and its
comparative cost. The leverage multiplierillustrates the degree of leverage, while the leverage
spread measures its costrelative to operating returns (ROEA).

L iquidity measures (1) balance sheet cash flow as a percent of Tier I capital and (2) loans
compared to stable deposits and borrowings plus estimated unused lines of credit at the Federal

Asset/Rank Matrix for Banks in 2008 Q2
U.S. Bank Holding Companies and U.S. Commerical Banks Reporting to the FDIC

Bank By Asset Size (Dollars in Millions)
Hold Total $2,000 $500to0  $200to  $100to $50 to $30 to $30
Range of Rank Co’s Banks  or More $2,000 $500 $200 $100 $50  orLess
200 - 300 Superior 321 2,939 148 338 636 661 582 302 272
165-199 Excellent 170 1,372 58 153 262 314 298 154 103
125-164 Average 205 1,483 51 142 285 358 339 178 130
75-124 Below Average 159 1,023 14 82 194 255 259 116 103
2-74 Lowest Ratios 71 369 12 53 87 89 76 32 20
1 Rank of One 29 71 2 1 23 19 9 11 6
NC NotCalculated 0 0 0 0 0 0 0 0 0
Totals: 955 7,257 285 769 1,517 1,696 1,563 793 634
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Ranks are the opinion of IDC Financial Publishing, Inc. Ranks range from 1 (the lowest) to 300 (the highest) and
fall into one of the following six groups. Descriptions reflect the average ratios of each group listed at the
top of the following two pages.

Superior
(200-300)

Excellent
(165-199)

Average
(125-164)

Below Average
(75-124)

Lowest Ratios
(2-74)

Rank of One
(1)

RATIOS

Ratios are defined on the following five pages. Ratios that impact the IDC rank are identified with

this symbol: =

Banks rated Superior are simply the best by all measures. In addition to favorable
capital ratios, most consistently generate an ROE above COE.

Banks rated Excellent are strong institutions. Their ratios reflect quality management
both from a balance sheet and income performance standpoint. Operating expenses
and costs of funding are under control, producing a healthy return on equity (ROE).

Banks rated Average meet industry capital standards. When compared to excellent
and superior rated banks, most exhibit lower quality loans and narrower profit margins,
A specific problem is a low operating profit margin, and/or a large standard deviation
in the operating profit margin. The marginal problems of the average bank require
shifts in policies and practices to raise asset quality or improve profits.

Banks rated Below Average represent institutions under strain. Average loan
delinquency is high. In some banks, liquidity ratios demonstrated risk. In many,
excess high risk loans or assets are above the loan loss reserve and threaten equity
capital. A specific problem is a low operating profit margin, and/or a large standard
deviation in the operating profit margin. Return on financial leverage is negligible, on
average, due to narrow (or negative) leverage spreads. Banks are also rated Below
Averagg if they are deemed "Adequately Capitalized" per FDIC capital definitions.

This Lowest Ratios group contains some banks with less than minimum capital
required. In some banks, liquidity ratios demonstrated risk. In many, increasing loan
loss provisions expand net losses on the income statement and, along with the excess
of net charge-offs, reduce capital ratios. A specific problem is a low operating profit
margin, and/or a large standard deviation in the operating profit margin. A high
number of failed banks were rated Lowest Ratios prior to failure. Banks are also rated
Lowest Ratios if they are deemed "Under Capitalized" or “Significantly Under
Capitalized" per FDIC capital definitions. Banks may also be rated Below Average
if they are deemed "Adequately Capitalized" and have a high volatility in operating
profit margins.

Banks in the Rank of One group have the highest probability of failure. Loans 90-days
past due, nonaccrual loans, restructured loans, and other real estate owned, on
average, exceed the loan loss reserve and equity capital by a wide margin. Liquidity
ratios demonstrated risk. Without major balance sheet improvement, these banks will
fail. Banks are also rated Rank of One if they are deemed "Critically Under Capitalized"
per FDIC capital definitions.



IDC’s Record of Predicting Bank or Thrift Failures

Since December 31, 1989, the FDIC and OTS closed 971 banks and thrifts that failed.

Fraud was indicated in 7 failed financial institutions
Nine small institutions, that failed, had less than $5 million in assets

Holding Company failures, NBC Bank in Texas (rank of 1 for 29 months), First City in Texas (rank of 1 for 17
months) and Bank of New England Corp. in Massachusetts (rank of 1 for 12 months) accounted for 30 subsidiary
bank failures. These 3 holding companies were ranked 1 {lowest rank) in IDC’s Bank Financial Quarterly many
months prior to failure.

In 2008, holding companies are again absorbing losses of subsidiaries, resulting in failure. First National Bank of
Scottsdale, Arizona with a rank of 1 as of March 21, 2008 and its subsidiaries First National Bank of Arizona (rank
of 2), First Heritage Bank of Newport Beach, California (rank of 179), and First National Bank of Nevada (rank of
124) failed on July 25, 2008 with Mutual of Omaha Bank of Omaha, Nebraska acquiring all deposits. A second
holding company, Columbian Financial Corporation of Overland Park, Kansas {(ranked 2) and its subsidiary banks
Columbian B&TC of Topeka, Kansas (rank of 60), and The Bank of Weatherford, Texas (rank of 124 failed on
August 22, 2008 with Citizens bank and Trust of Chillicothe, Missouri acquiring the insured deposits.

From the remaining 922 bank and thrift failures, ranks prior to failure as follows:

IDC Lowest IDC Below Avg. IDC Avg. IDC Excellent 1DC Superior

Rating Rating Rating Rating Rating
1to 74 75to 124 125 to 164 165 to 199 200 to 300
Rank Published Prior to Failun;e 908 1 2 1 0
(5 mos*)
Rank 1 Year Prior to Published
Rank (17 mos®) 805 53 33 11 20
Rank 2 Years Prior to Published 625 151 56 45 45

Rank (29 mos®)

* Months prior to failure date

Summary

Since 1989, bank and thrift failures, excluding failed institutions due fo fraud, small failed banks under $5
million in assets, and bank holding company failures, totaled 922 financial institutions. Of this total, 98%
were ranked less than 75 (lowest rating) up to 5 months prior to failure. Of the 922 financial institutions, 93%
were ranked less than 125 (below average rating) up to 17 months prior to failure and 84% were ranked less
than 125 up to 29 months prior to failure.



