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SU'N'I‘RUST McHenry Kane SunTrust Banks, Inc.
Vice President 303 Peachtree Street, N.E.
Attorney Suite 3600

Atlanta, Ga. 30308
Tel 404.588.8627
Fax 404.230.5387

May 27, 2011

Robert E. Feldman, Executive Secretary
Federal Deposit Insurance Corporation
550 17th Street, NW

Washington, D.C. 20429-9990

Attn: Comments
coredepositstudy@fdic.gov

Re: Adjustment Guidelines
Ladies and Gentlemen,

On behalf of SunTrust Bank, I would like to take this opportunity to provide certain comments
to the Federal Deposit Insurance Corporation’s (“FDIC”) notice of proposed rulemaking that would
determine how discretionary adjustments would be made to the total scores used in calculating the
deposit insurance assessment rates of large and highly complex insured institutions (the “NPR”).

First, SunTrust would like to applaud the FDIC for proposing a process that is designed to
ensure that the adjustment process is fair and transparent and results only in adjustments that are well-
supported. We genuinely appreciate the efforts and procedures set forth in the guidelines to meet
these goals. In particular, permitting requests from the industry for adjustments reflects your
willingness to work with financial institutions and desire to reach fair and just results. Also, only
permitting adjustments that are material goes a long way towards allaying fears of capricious or
arbitrary application of these rules. SunTrust acknowledges your responsiveness to those concerns
that were raised by the industry in earlier comment letters and thanks you for addressing these
concerns in this NPR.

Second, we find it difficult to reconcile the FDIC’s public remarks similar to those made in
“Supervisory Insights: Regulatory Actions Related to Foreclosure Activities by Large Servicers and
Practical Implications for Community Banks,”! in which the FDIC describes how it encourages
institutions to avoid unnecessary foreclosures and consider loan modifications, with the FDIC’s rules
that classify performing restructured loans as both underperforming assets for the life of the loan and
as criticized and classified items for the life of the loan to the extent the restructured loan meets other
criticized or classified criteria, resulting in higher deposit insurance premiums to institutions that enter
into loan modifications with borrowers. The final rule on the new assessment scheme (the “Final

1 http://www fdic.gov/news/news/press/2011/pr11082.html. See also FIL-35-2007, Working With Residential Borrowers:
FDIC Encourages Institutions to Consider Workout Arrangements for Borrowers Unable to Make Mortgage Payments,
http://www.fdic.gov/news/news/financial/2007/fil07035.html; FIL-76-2007, Servicing for Mortgage Loans: Loss

Mitigation Strategies http://www.fdic.gov/news/news/financial/2007/fil07076.html.
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Rule”)? suggested that the FDIC may address the issue by its discretionary adjustments; however, this
issue is not addressed in the NPR. While it may be supported by evidence and perfectly reasonable
for the FDIC to allocate greater risk to restructured loans for purposes of risk assessing financial
institutions, such allocation undermines the FDIC’s public position that it encourages financial
institutions to work to keep borrowers in their homes. If the FDIC is committed to encouraging
financial institutions to work with defaulting borrowers to restructure loans, then the FDIC should not
actively penalize financial institutions for doing so, particularly if such restructured loans are
performing. In light of public statements made by the FDIC that it encourages financial institutions to
work with borrowers who have defaulted to restructure loans, we would like the FDIC to specifically
show how it will encourage financial institutions to restructure such loans through the discretionary
adjustment in light of how the Final Rule, at present, penalizes financial institutions for restructuring
loans with borrowers.

Third, SunTrust requests that the FDIC clarify certain terms used in the NPR in order that
compliance with any final rule would be straightforward. With respect to the definitions for the
proposed peer groups, it is not clear whether mortgage loans plus mortgage backed securities are
intended to be limited to residential mortgage loans plus residential mortgage backed securities or
whether the intention is also to include commercial real estate loans and commercial real estate backed
securities. Furthermore, it is unclear whether “mortgage loans” is meant to encompass home equity
lines of credit also or only first lien mortgage loans.

Fourth, it is not clear whether the regional offices of the FDIC will suggest discretionary
adjustments or whether the national office of the FDIC will make such suggestions based upon a
review of data received. SunTrust would advocate that such decisions be left to the national office of
the FDIC because that would enhance the impression that the FDIC is taking into consideration the
whole banking industry in determining outliers in light of how hard the FDIC has worked in this NPR
to lend credibility and fairness to the entire process.

Finally, we note, however, that because of the short-time from when a financial institution
receives notice of a potential discretionary adjustment to the end of the relevant quarter
(approximately fifteen (15) days), financial institutions will not have much time, if any, to make
meaningful changes to reduce risk. It has been understood by SunTrust that the FDIC evaluates the
risk of an institution in assessing deposit insurance in part to discourage risky banking practices and
encourage safe banking practices; however, this goal will not be fully realized if financial institutions
do not have a meaningful opportunity to make adjustments to minimize its risk. Therefore, we would
ask that the FDIC consider more forewarning of a potential discretionary adjustment that increases an
institution’s deposit insurance assessment.

2 76 FR 10672, 10692; 2011 WL 663989 (F.R.).
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Federal Deposit Insurance Corporation
550 17th Street, NW
Washington, D.C. 20429

RE: Study and Report on Core Deposits and Brokered Deposits

I am writing as part of the comment period under section 1506 of the Dodd-Frank Wall
Street Reform and Consumer Protection Act, which instructs the FDIC to assess the
differences between core apd brokered deposits.

Brokered deposits are frequently “hot money” chasing the highest interest rates, and
those deposits are obviously less stable and contribute less to the bank’s franchise value.
It certainly makes sense for banks to pay higher insurance premiums on those deposits.
Some deposits obtained through brokers and agents of third parties perform more like
core deposits, however. Some “affinity” banking models receive most of their deposits
through referrals from third parties. Those deposits have a retention rate similar to core
deposits, as opposed to “hot money” deposits, and otherwise are stable, low-cost funding
sources from customers that have a relationship with the institution.

T urge you to develop definitions that take into account the stability of the deposits, and
not just how those deposits are obtained. An unnecessarily restrictive definition of core
deposits could well reduce lending opportunities to small businesses and farmers without
increasing the safety and soundness of banks with an affinity banking model.

Sincerely.
Brad Miller
Member of Congress
RALEIGH, NC GREENSBORO, NC
1300 S7. MarY's STReET, SuITe 504 125 SOUTH ELM STREET, SurTe 504
RaLeicH, NC 27605 GREENSBORO, NC 27401

(919} 836-1313 (336) 574-2909
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U.S. Bouse of Repregentatives
Committee on Agriculture
Washington, BE 20515

April 29, 2011

The Honorable Sheila C. Bair

Federal Deposit Insurance Corporation
550 17th Street, NW

Washington, D.C. 20429

RE: Study and Report on Core Deposits and Brokered Deposits
Dear Chairman Bair:

Section 1506 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (P.L.
111-203) requires the Federal Deposit Insurance Corporation (“FDIC”) to study the differences
between core deposits and brokered deposits and develop recommendations for better
distinguishing between them. We commend your efforts thus far, and we write to reiterate our
interest in a Section 1506 study and report addressing, in detail, the plight of smaller banks,
especially banks chartered to serve a particular affinity group.

The fundamental premise behind Section 1506 is that the existing statutory and
regulatory framework does not adequately take into account how deposit gathering has changed
and how the legal framework affects affinity-based banks. We are concerned that the Section
1506 study and report will not address the unfair impact on these institutions and will instead
focus only on the concerns of larger industry participants.

As you know, the term core deposits is used within the banking industry to refer to the
deposits placed by a bank’s reliable customer base. These deposits are made by customers who
usually have a borrowing or other relationship with the bank, which makes these deposits a
stable source of funding and growth.

The term brokered deposits generally refers to deposits that are pooled together and
placed by brokers at whichever bank offers the highest interest rate. The insured depositor has
no relationship with the bank, and brokers are prone to transferring these deposits
opportunistically, whenever rates change. This instability, coupled with the higher interest rates
banks pay to attract deposits through brokers, makes these deposits potentially dangerous,
especially for weaker banks that rely on such deposits to fuel rapid growth.

We understand that the current statutory and regulatory framework requires affinity-
based banks to report many of their core deposits as brokered deposits. It appears as though the
current framework over-emphasizes the means of obtaining a deposit and fails to adequately
consider the nature of the deposit itself.

535
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The roundtable you recently held to discuss brokered deposits suggests that the FDIC
staff is developing a proposal that would shift the law’s focus from the role of the deposit broker
to the nature of the deposit, specifically its stability. This appears to be consistent with Basel 111,
which requires regulators to distinguish between “stable” and “less stable” deposits for purposes
of measuring liquidity risk. We applaud this focus and hope that the FDIC is able to construct a
regulatory solution mindful of affinity-based banks so as to avoid treating their core deposits as
brokered deposits or disfavoring their deposits in any other proposed classification.

As you continue to study the issue, we request that the FDIC modify the affinity group
exception to the brokered deposit framework by deleting the compensation component, while
retaining all other elements of the test. This would provide immediate relief for affinity-based
banks.

We look forward to reviewing the FDIC’s report under Section 1506. Thank you for
your attention to this important matter.

Sincerely,

Frank D. Lucas Randy Neugebauer ”
Member of Congress Member of Congress
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DISCOVER

FINANCIAL SERVICES

May 4, 2011

Via Electronic Mail: coredepositstudy@fdic.gov

Ms. Sheila C. Bair

Chairman

Federal Deposit Insurance Corporation
550 17th Street, NW

Washington, DC 20429

Attention: Comments

R

Re: H. R. 4173—847 Sec. 1506. Study On Core Deposits And Brokered Deposits

Dear Chairman Bair:

Discover Bank appreciates this opportunity to comment on the Federal Deposit
Insurance Corporation’s (“FDIC”) study of core and brokered deposits pursuant to
Section 1506 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(H.R. 4173).

Discover Bank is one of the largest issuers of general purpose credit cards and student
loans in the United States. Discover Bank, a subsidiary of Discover Financial
Services, is chartered by the State of Delaware. As one of the nation’s largest insured
depository institutions, with deposits of $35 billion as of February 28, 2011, Discover
Bank is vitally interested in the FDIC’s study of the definition for core deposits.

EXECUTIVE SUMMARY

As set forth below, we believe that the definition of what constitutes core deposits has
not kept pace with changes in the deposit markets.

In summary, we believe that:

1. The current definition for core deposits is ineffective, outdated and penalizes
certain deposit classes that exhibit stability characteristics that should qualify
them as core deposits

2. Formally or informally, regulators and the industry will continue to apply a
notion of core deposits and therefore an appropriate definition needs to be
developed
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3. A revised definition for core deposits should focus on characteristics that
promote funding stability

4. The definition of core deposits needs to incorporate factors related to deposit
insurance, product structure, customer relationship, and customer experience.
The channel through which the deposits are obtained should not dictate whether
a deposit is classified as core

5. Supervisory examiners should be empowered with a principle based approach in
determining institution specific core deposit characteristics based on the revised
criteria and other examination tools.

We believe that an approach of applying objective criteria in assessing the stability of
deposits, one that is not biased against the channel through which the deposits are
sourced, will produce the following clarifying conclusions:

e Certain brokered deposits, in particular brokered CDs of a certain term, should
be appropriately recognized as core deposits by virtue of their term to maturity,
stability and structure (i.e., the significant limitations on early withdrawal)

¢ Direct-to-consumer deposits, supported by the evolution in technology and
acceptance by consumers of the direct channel, can exhibit stability
characteristics comparable to similar deposits at traditional brick and mortar
institutions.

DISCUSSION

The Current Approach To Defining Core Deposits Is Qutdated, Not
Well Defined, Subject To Interpretation, And Can Adversely Impact
Bank Funding Decisions

Discover Bank believes that the current approach to classifying core deposits,
effectively by relying only on the nature of the origination channel and the size of
account balance, requires significant reconsideration and modification.

What constitutes core deposits is not well defined in banking regulations or regulatory
guidance. A recent white paper’ by the law firm Seward & Kissell LLP, notes that the
term lacks specificity:

» Neither FDIA nor FDIC regulations utilize the term “core deposit”

' Seward & Kissel LLP, “Definitions of Brokered and Core Deposits”, March 18, 2011
2
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» The concept is mentioned, but again not defined, in various examination
manuals

» For reporting purposes the UPBR has recently adopted a classification that
includes: demand deposits, interest bearing checking accounts, ATS accounts,
money market demand accounts, savings accounts, and total time deposits under
$250,000. This classification explicitly excludes all brokered deposits.

Due to the lack of a robust definition, the term core deposit is inherently subject to
different interpretation and application among users. Informally, there exist well-
entrenched criteria that are often used to characterize certain deposits as non-core or
volatile, including: interest rate paid, origination channel, and geographic proximity.

In the absence of a formal core deposits definition, it should not be expected that
industry participants, examiners, investors, analysts, and others will cease to employ
this concept in evaluating the health and performance of banking institutions. As such,
it is critically important to identify an appropriate definition.

The core deposit assignment affects financial institutions through its influence on
supervisory examination results, public market perception, and ultimately
management decisions related to balance sheet strategy or tactics. Counterproductive
to prudent risk management practices, in some instances banks may decide it is
preferable to fund with deposits they believe are relatively less core simply to avoid
the stigma of reporting higher non-core deposit ratios under the current outdated
guidance.

For example, brokered deposits, regardless of their potentially attractive maturity or
product design characteristics, are not considered core deposits under existing
guidance and have the negative association with prompt corrective action. Direct-to-
consumer deposit accounts under $250,000, while currently considered core, often
have a negative connotation in the marketplace and from the perspective of regulators
because they leverage a different business model. As such, we believe that direct-to-
consumer deposits are inappropriately viewed as “lesser core”.

Discover believes that the negative association regarding both products is incorrect
and demonstrates a lack of appreciation for their true value and stability attributes.
With appropriate management and proper assessment, both sources can act as stable
funding, are consistent with a responsible business model, and are inherently valued
by consumers.

Discover Bank urges the FDIC to use this opportunity to improve and clarify the
appropriate criteria by which to assess the stability of deposits. With appropriate

3
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criteria established to replace the current focus on deposit channel, we believe that
certain brokered deposits will be broadly viewed as core and that there will be a more
positive affirmation of the core deposit characteristics of direct-to-consumer deposits.

The Incumbent Core Deposit Definition Ignores Meaningful Changes
That Have Occurred In Customer Behavior, Business Models, And Risk
Management Within The Depository Landscape

The intention of the core deposit designation should be to characterize those deposit
liabilities that promote funding stability for an institution. At the highest level, the
current criteria for core deposit assessment, while convenient, are simplistic and
overly broad. They fail to address more important, yet complex industry-level factors.

1. Customer preferences have changed over the years with advancements in
technology

The manner through which customers interact with their chosen financial
institution and how they place deposit funds has evolved through time making a
core definition that overly relies on channel of origination misaligned with the
market place.

Advancements in technology have increasingly altered the way in which
customers handle their funds. Financial services customers seeking convenience
now regularly interact through multiple non-branch channels including: phone,
the internet, and mobile devices. Between 2005 and 2010, U.S. households
using online financial services channels increased at a 27% compounded annual
growth rate, rising to 60% of the population'.

The shift in channel preference is not exclusive to certain segments of the
population. Within this population, approximately 80% of generation “X” and
“Y”, 70% of baby boomers, and 40% of seniors were represented. As seen in the
following chart, the resulting age demographic of the average household
depositor in either a traditional branch based bank or a direct-to-consumer”
franchise is not meaningfully different.’

! Forrester Research; U.S. Census Data, First Manhattan Consulting Group

2 Direct-to-consumer deposits are defined as consumer deposit liabilities that are largely gathered and serviced through non-
branch, or “branch light” configurations. This includes direct mail, phone, and the online channels

* First Manhattan Consulting Group

4
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2. The introduction of new business models to the deposit taking business has
altered customer behavior and needs to be explicitly incorporated in defining
core deposits

Banks employ different business models based on specific strategies for
delivering value to clients. The implication of this is that the metrics used to
identify the degree of core or stable deposits can not be simplified to a limited
set of rigid values. Rather, the approach to evaluating the core characteristics of
a deposit base must be viewed in relation to how an entity attracts and serves it
customers.

An assessment of core deposits must be evaluated in the context of a specific
institution’s business strategy and success in delivering value to customers.
Only in doing so can appropriate consideration be given to the impacts of asset
selection, noninterest expense structure and consistency with customer
experience.

In some instances a specific bank’s ability to pay higher deposit rates may be
driven by an operating cost structure advantage and be entirely consistent with
the value expected by customers. Similarly, certain business models are more
cohesively understood by customers to be national or direct rather than locally
executed.

Customer awareness and acceptance of emerging business models has increased
rapidly. The direct-to-consumer banking model is relatively new to banking,
generally having developed over the last fifteen years. However, recent industry
research indicates that direct-to-consumer institutions enjoy high levels of
customer advocacy. Data indicates that when asked if they would recommend
their bank to a friend or relative, the results for direct banks exceeded many
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national and regional branch model performance by a significant degree’. Such
evidence of loyalty implies an appreciation for the value of services offered.

Similarly, recent industry research also shows that when polled regarding their
preferred banking channel, over 50% of consumers would prioritize direct
opportunities.’

The Discover business model emphasizes direct-to-consumer deposit gathering
and the prudent use of brokered deposits because we feel they are consistent
with our brand affiliation and risk management objectives. Our long-term asset
growth projections are between 5 and 10%?, which is evidence that our deposit
raising strategy is not intended to support the need for funds that can be raised
quickly, at any cost, to support risky behavior. Rather the direct-to-consumer
deposit channel:

— Aligns with our strategy of playing a leading role in being a national
consumer credit provider

— Offers opportunities to establish multi-account client relationships that
promote brand loyalty

— Provides high customer value

The consistency of our product offering aligned with our customer expectations
allows us to drive stable deposit relationship development.

3. The stigma of non-core funding inhibits the use of certain deposit products for
sensible asset/liability and liquidity management activities and ignores the
increased and evolved understanding of customer behavior that banks have
developed

Financial services industry requirements for measuring and assessing
asset/liability and funding risk have become increasingly sophisticated. This is
based on advancements in technology, the ability to analyze more customer data
and an objective to satisfy more sophisticated supervisory, investor, and
management expectations.

As a consequence, banks are better prepared to understand their balance sheet
management needs. Discover Bank conducts sophisticated and detailed analysis

! Bain & Company, Inc. “Customer Loyalty in Retail Banking”, North America 2010
* American Bankers Association Survey 2010
* Discover Financial Services Investor Day presentation, March 23, 2011

6
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in conjunction with our contingent funding and capital management plans. As
part of this analysis we have more explicitly modeled expectations for deposit
balance behavior based on our customer base. Our research is developed based
on a combination of the products we currently use to fund our assets and data
driven assumptions for how our deposit customers will perform under different
interest rate scenarios. In short, individually and collectively across the industry
banks have more data and increasingly sophisticated tools to use in assessing the
core liquidity behavior of our deposit base. Employing an overly simple
classification scheme to characterize a bank’s deposit base would be to ignore
these advancements.

Increased sophistication in asset/liability and liquidity risk management also
allow Discover’s Corporate Treasury personnel to more precisely understand the
duration of liability funding we require. The brokered deposit market,
specifically, offers unique opportunities in this context:

— Brokered certificates of deposit are often available to Discover Bank at
duration points that are either unavailable or too expensive through retail
clients (either direct-to-consumer or branch based). This allows for match
funding to occur in managing interest rate risk. Discover’s brokered CD
funding is typically over two years in average original maturity, which
increases our flexibility in managing liquidity risk prudently. However, these
deposits are not classified as core and therefore are inferred to be more
volatile. We find it inherently incongruent that using these liabilities in such
a prudent manner unilaterally could be deemed a more risky approach to
using alternative short term retail CDs

— Regardless of maturity, brokered deposits can be originated with either fixed
or floating coupon rates, based on our asset/liability management preferences
and needs

~ Where our loan customers possess a prepayment option, callable brokered
CDs offer Discover opportunities to hedge option risk far more effectively
than traditional retail sources

— Because brokered deposits can be redeemed prior to maturity only in very
rare conditions, they provide significant liquidity forecasting advantages

— Because they are distributed in a highly efficient manner, brokered deposits
can be raised more quickly than retail CDs, should an unexpected funding
need occur and are also less sensitive to market disruptions

7
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— Brokered sources allow institutions without capital markets access additional
balance sheet management flexibility.

The risk management activities described above provide financial institutions
with the confidence to diversify liquidity management practices by utilizing
multiple sources of funding. As of November 2010, Discover Bank’s balance
sheet was diversified across direct-to-consumer (40%), asset back securitization
(30%), and brokered CDs (26%)". Attractive balance sheet management
characteristics exist in all of these funding vehicles if used appropriately.
Attaching a stigma or financial or regulatory cost or burden for using a
particular source of funding relying on uninformed and simplistic criteria
restricts our ability to manage the balance sheet effectively.

Many Deposit Products Currently Considered Non-Core Or “Lesser
Core” Have Attractive Stability Characteristics

Discover Bank believes the current application of the core deposits term, as well as
the perception of some in the industry regarding deposits obtained through non-
traditional channels, understates the value and stable liquidity characteristics of these
types of funds.

Structurally, brokered deposits can have superior stability attributes with the
following characteristics:

— Contractually stable because they are redeemable prior to maturity only in
the case of death or adjudication of incompetence of the underlying depositor

— Even during extreme financial crisis, brokered deposits are “non-runnable”

— Funds can be raised quickly at maturity terms that allow for liquidity
warehousing

— The existence of an active secondary market allows for easier issuance of
longer dated fixed and floating rate products

Brokered deposits have been highly effective in providing stable liquidity to financial
institutions, even during the recent liquidity crisis. Their use during this period was
attractive to small and large firms across different sectors of the financial services
industry.

' Discover Financial Services Investor Day presentation, March 23, 2011

8
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As illustrated by the chart below', at the depth of the financial crisis, from the second
quarter of 2007 to the first quarter of 2009, brokered deposits continued to grow and
provide system-wide liquidity. This demonstrates the accommodative nature of the
brokered CD product to step into a market where liquidity was strained and to play a
supporting role for liability managers.
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' First Manhattan Consulting Group, regulatory filings, Bloomberg. 3-month term CD comparison. Brokered rates exclude
commissions
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Furthermore, during the same period when the brokered market was providing

important market funding, its pricing became comparatively more rational to retail
CD:s.
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The direct-to-consumer deposit market also exhibits strong liquidity characteristics.

Similar to brokered deposits, direct-to-consumer deposits have proven to be a strong
and resilient funding source.

Industry level estimates show that between 2003 and 2010, the compounded annual
balance growth for direct-to-consumer deposits was nearly 30%. This included the

liquidity crisis period when balances grew between 10-20% on a year-over-year
basis.'

' First Manhattan Consulting Group estimates

10



Page 16

$275

Total DTC
deposits
($B)

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

On an estimated basis, direct-to-consumer deposits represent less than 5% of the total
U.S. deposit market today, so it remains an area for opportunity, particularly in light
of the increased customer acceptance previously described.

Discover Bank also finds that the balances associated with this product are
comparatively attractive from a stability perspective. Over the past twenty-four
months, virtually all of our monthly deposit money market and savings vintages have
grown to larger dollar balances today than they had at opening. This consistent pattern
of balance growth has come against a backdrop of gradual and measured reductions in
rates paid relative to industry and peer benchmarks. Based on discussion from the
FDIC Core Deposit Roundtable, we believe that this is consistent with industry
experience.

To a significant degree, we believe that this positive balance retention performance
reflects the manner in which we interact with our customers. While our deposits are
sometimes classified as “internet”, in reality we service our customers in many of the
same ways that a traditional banking franchise would and have multiple channels
through which we develop relationships:

¢ Discover Bank solicits and manages its deposits through multiple channels.
About 50% of our direct-to-consumer deposits are originated through the phone
or mail/branch’

! Discover Financial Services internal data as of March 2011

11
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e Nearly 60% of our one-year CD balances have multiple deposit relationships
with our Bank

» Approximately 40% of depositors also have a card relationship with the Bank
and an additional twelve percent of deposit accounts have an affinity
relationship with a Discover partner

Rather than requiring customers to engage with Discover Bank through a single
channel, we provide multiple opportunities for interaction that we believe customers
find important from a convenience standpoint.

Direct-to-consumer and brokered deposit gathering activities are often criticized for
paying higher customer rates. The concern is that paying above a national or regional
average rate indicates that the funding is less stable.

What is not appropriately addressed in this argument is that Discover and other banks
utilizing the direct-to-consumer model have developed a distribution approach that is
far lower cost to operate. As part of the value we provide to consumers, we pass along
that advantage. Therefore, comparing traditional bank deposit rates with other
business models is a fundamentally flawed practice.

12
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As can be seen in the following chart, estimates of the cost advantage for direct-to-
consumer deposit models are significant.'

. & High observation

Operating
expense
estimates for
deposit-
gathering units
(% of deposits)

................................

High observation
0.8%

Traditional bank Direct-to-consumer bank

By utilizing our cost structure advantage and with prudent asset/liability management,
Discover Bank is not only able to offer customers relatively higher rates versus
traditional models, but we can also offer this value on a consistent basis. Direct-to-
consumer deposit gathering is a well understood business activity within Discover
Bank and one that we consider to be a long-term activity for the company in
supporting our business model.

Similar to direct-to-consumer deposits, brokered deposits also have an attractive
operating cost structure relative to retail CDs and one we understand well through our
consistent involvement with the product over the preceding decades.

e Brokered deposits have a known up-front non-interest expense level

« Non-interest expenses are driven by multiple advantaged factors:

— There are no marketing costs

! First Manhattan Consulting Group
13
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— The issuing bank only has to complete paperwork for the 1 Master CD; the
dealer/broker absorbs the paperwork issues for breaking-up into smaller
deposit portions

FDIC’s Revised Core Definition Should Address The Drivers Of Deposit
Stability

The core deposit designation should be aligned more closely with characteristics that
indicate deposit stability. Such a bottom-up, principle based approach to assessing
deposit stability would be completely consistent with supervisory expectations for
financial institutions regarding how funding and liquidity risk appetite is either
implicitly or explicitly developed and expressed.

Discover Bank believes that assessing the stability of core deposits could be
accomplished through the development of a consistent and actionable “checklist” of
comprehensive criteria that would provide the basis of core deposit evaluation. Under
this approach the deposit base of a particular institution would be characterized
against important factors of stability, including:

1. What proportion of the deposit account balances are protected by a deposit
insurance scheme?

The recent U.S. financial crisis has illustrated the power and relevance of
deposit insurance in instilling confidence for individual depositors and the
system itself.

2. What deposit product structures or characteristics that promote stability are
evident in an institution’s approach to deposit product management?

Certain product design aspects or origination focus by management serve to
increase or reduce the stability of deposit products. For CDs, the presence of a
meaningful early withdrawal penalty will reduce the incentive for depositors to
move funds out of an institution with little advance notice. Brokered CDs are
the most fully evolved example here, where withdrawal prior to maturity can
only occur under very limited circumstances.

In addition to the structural design of a deposit product, core characterization
should also look to how a product is managed by the institution. As an example,
an internal philosophy of focusing CD marketing around products with longer
maturity profiles creates a different core deposit profile than one where the

14
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focus is on shorter-term funds'. To better illustrate this practice, consider that as
of March 2011, the weighted average contractual maturity at origination for
Discover Bank’s direct-to-consumer CD portfolio was slightly less than three
years and the weighted average contractual maturity of new production was
nearly two and a half years.

In a normal upward sloping yield curve, institutions issuing longer maturity
funding are promoting prudent liquidity management and in doing so incurring
the real cost of higher interest rates. This type of responsible behavior should be
recognized and rewarded.

Direct-to-consumer deposits are often characterized as high rate and therefore
structurally less stable. As we have commented, this assertion is flawed because
it fails to consider operating cost structure relative to interest rate. Additionally,
the consistency of rate offered needs to be considered as it reinforces a stable
value proposition to customers.

3. How stable and consistent is a particular institution’s deposit pricing
approach? (this is different from an isolated focus on what absolute rate an
institution pays to customers)

Direct-to-consumer banks’ major deposit product types are CDs, money market
accounts, and savings products. Our lower operating cost structure allows
Discover Bank to pay a comparatively higher rate to consumers for their funds.
Arguments have been made that higher rates paid to customers lead to more
volatile deposit balance characteristics and less resulting core deposit funds.

We believe that in providing a higher rate to customers, one that nonetheless
provides Discover with a profitable relationship, we are creating value for
customers. Our offering is understood and appreciated by our customer base.
We have internal fact-based data that our renewal rates on CDs and vintage-
based balance growth rates for non-maturity deposits are attractive.

Therefore, within reasonable levels, we disagree that higher rate deposit
accounts are inherently less stable than lower rate deposit accounts. Discover
finds that the more important practice in driving stability is to remain consistent
in the value that customers derive from our deposit products. The following
chart shows Discover Bank’s 12 month CD rate paid versus a national weighted
average market price for branch based institutions. From June 2009 onward, one

! Assuming the appropriate early withdrawal policies are in place.
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notices that our direct-to-consumer rate is not only higher than branch
comparisons, but also stable in its incremental value provided to customers. '
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As such Discover Bank finds that consistency in rate, aligned with an
institution’s business model, should be the focus of core deposit assessment, not
the absolute rate offered.

4. What evidence of customer relationship development is observed within an
institution’s deposit base?

Evaluating core deposits must explicitly recognize the relationship the depositor
has with an institution, e.g., aspects related to the length of time a customer has
been with a bank and the number of times they have renewed maturing product
in the past. The use of ancillary services (e.g., CD laddering programs) is
another element in determining both the expected “stickiness” of that individual
customer and also their sensitivity to rate paid.

As an example,

— Internal Discover Bank data show that for customers where we have more
than one deposit relationship, the likelihood of CD renewal at maturity is
measurably higher. Our renewal rates for multiple deposit account holders

! We note in the chart above that volatility in the difference between Discover and national rates around the June 2009 time
period is caused primarily by a decline in national CD rates during that period.
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are in excess of 90%, regardless of whether they have renewed with us
before

— The rate of renewal for all customers where a previous renewal has already
occurred is meaningfully higher than for first time CD buyers where a
commitment to the relationship has not been previously observed.

What elements of value and satisfaction are provided to customers through an
institution’s deposit product offerings?

Discover Bank believes that the best way to generate sustainable core deposit
relationships is to offer tangible value and serve individuals well. Consistent or
improving customer satisfaction is a key aspect for developing long-term
relationships.

The growth in Discover Bank’s and the industry’s level of direct-to-consumer
deposits is evidence that the business model proposition resonates with a
meaningful segment of U.S. depositors.

As pointed out in a recent industry survey report “The pattern abundantly
evident... is that customers are inclined to value banks that value them. Direct
banks were the clear loyalty winners. With their simple, low-cost business
model of providing just a few attractively priced product delivered and serviced
online and through efficient call centers, they score high with respondents
because they invest in servicing them well.”!

Once these criteria have been identified, more flexibility should be provided to
examiners in assessing the core deposit profile of a specific franchise by evaluating a
bank’s business model, liquidity management approach, and relevant internal deposit
behavioral data.

Refined Data Collection And A More Principle Based Assessment
Approach Should Be Developed

Driving the industry to assess core deposits using more robust criteria will require
additional data. Discover Bank believes, however, that all of the elements previously
described that we identified as more appropriate indicators of core deposit behavior
can be supported with incremental, straight-forward data collection by banks.

! Bain & Company, Inc. “Customer Loyalty in Retail Banking”, North America 2010
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Supervisors should look to financial institutions to provide additional factual
characterizations of their deposit portfolios. This information could include:

» A description of the CD contractual early withdrawal agreements with
customers

» A distribution of the original and remaining maturity structure for their brokered
CD balances

» Analysis of renewal behavior for the current CD customer base
» Supporting data on the time on book for existing deposit account holders

» Vintage analysis showing balance behavior over time for non-maturity deposit
accounts

¢ The number of deposit or other banking product accounts that each deposit
account holder currently possess with a specific institution

o A description of the banks deposit pricing philosophy and recent practices,
particularly related to the consistency in deposit pricing

* An assessment of and key trends in customer satisfaction results.

The purpose of providing this information would be so that supervisory examiners
could avoid the need to apply overly broad or one-size-fits all criteria to evaluate core
deposits at an institution. Rather, examiners would have the ability to view key data
elements that reflect the consistency of deposit management within the institution’s
specific business model, funding mix, risk governance, and measurement capabilities
to determine how the concept of core deposits would most effectively be applied to a
particular institution.

Clearly the expectation for data analysis would need to accommodate the size of a
particular organization. However, in our view the information suggested above is for
the most part readily accessed. Where it is not, qualitative discussions would likely
provide meaningful value as well.

CONCLUDING REMARKS

Discover Bank believes that the simple approach currently in place fails to recognize
the key facts and conditions that must be recognized as part of any evaluation that
addresses the classification of core deposits. By employing an effective set of criteria
to evaluate core deposits based on stability, we believe that some products currently

18




Page 24

viewed as less attractive will be more appropriately understood to have beneficial
liquidity characteristics. In particular, brokered deposits given their advantaged
structural characteristics and direct-to-consumer deposits with their growing
acceptance and appreciation by consumers will be more accurately appreciated for the
real value that they provide.

Ultimately, we believe additional data should be made available to supervisory bodies
so that determinations of funding reliability are better aligned with an institution’s
overall business model and historical experience.

Discover Bank once again appreciates the opportunity to comment on the FDIC’s
study for core and brokered deposits. Please contact Chris Greene, Vice President and
Associate General Counsel, at} \ if you have any questions.
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Pepper Hamilton Lip

Actorneys at Law

Hamilton Square

600 Fourteenth Street, NW,
Washington, DC 20005-2004
202.220.1210

Fax 202.220.1665

May 2, 2011

Via Electronic Mail & Online Filing
Sheila Bair

Chairman

Federal Deposit Insurance Corporation
550 17" Street NW

Washington, DC 20429
coredepositstudy@fdic.gov

Re: Core and Brokered Deposit Study as Mandated by Section 1506 of the Dodd-Frank Wall
Street Reform and Consumer Protection Act

Dear Chairman Bair:

Pepper Hamilton LLP appreciates this opportunity to submit comments to be
considered as part of the above referenced Core and Brokered Deposit Study (the “Study”),
being conducted by the Federal Deposit Insurance Corporation (“FDIC”). Pepper Hamilton LLP
is a law firm which, among other things, represents financial institutions in connection with
financial services regulatory issues. The views expressed herein are based upon our
representation of credit card issuing banks (collectively, the “Credit Card Banks”). Additionally,
the undersigned served as the Delaware State Bank Commissioner from 1994-1999 and
supervised various financial institutions that relied on wholesale funding models. That
experience also helps to shape these comments submitted in connection with the Study.

We strongly believe that regulatory changes will need to be taken as a result of
the Study. We readily acknowledge, however, the limitations in connection with analyzing core
and brokered deposits without the availability of industry wide aggregate data concerning which
types of core or brokered deposits are appropriately characterized as being volatile, or as being
stable. We therefore stress the importance of the need for the FDIC to obtain and provide to the
general public, as well as to industry participants, aggregate data demonstrating such volatility
measurement with respect to both core and brokered deposits.

We further believe that the Study is an important opportunity for the FDIC, in
light of changes in technology and due to market innovations, to revisit its longstanding
presumption that wholesale deposits are more volatile. The nature of deposit taking has changed
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during the past generation and continues to evolve in the internet age. While such technological
evolution continues, we would suggest that the FDIC take a flexible regulatory approach in
connection with deposit taking. It is critical that financial institutions’ deposits remain
competitive with other investment choices for individuals, companies and governmental units.
In light of the ongoing technological revolution, we would suggest that the FDIC reevaluate any
changes in the future, possibly five or ten years from now, to determine appropriate measures.

We appreciate the FDIC’s willingness to ask important questions as part of the
Study, which include:

. Does the presence of certain kinds of deposits inherently increase an
institution’s risk?

o In times of financial stress, what types of deposits are likely to remain at
or possibly leave the institution?

. What are some recommendations for legislative or regulatory changes
with respect to core and brokered deposits?

Wholesale deposits are successfully utilized by many depository institutions. It is
the experience of the Credit Card Banks that wholesale deposits are not more volatile than core
deposits. In fact, in many circumstances, wholesale deposits are more stable sources of funding
than core deposits.

I Insured Depository Institutions Successfully Utilize Wholesale Deposits as a Stable
Source of Funding and Such Deposits Do Not Necessarily Increase Risk to an
Institution

To respond to the FDIC’s specific Study question concerning whether the
presence of certain kinds of deposits inherently increase an institution’s risk, it has been the
Credit Card Banks’ experience that the presence of certain wholesale deposits do not inherently
increase risk to a financial institution. Many insured depository institutions utilize wholesale
deposits successfully as a stable source of funding. Indeed, the large banking institutions, and
the Credit Card Banks, have relied upon business models with deposits derived from internet
listing services (“Listing Services Deposits”) and brokered deposit arrangements, even in times
of volatile macroeconomic market conditions. It is the Credit Card Banks’ experience that these
types of deposits do not inherently increase risk to a depository institution or result in more
volatility with respect to an institution’s funding base.

The wholesale deposit market has become increasingly sophisticated over the past
thirty years providing well capitalized Credit Card Banks, and large financial institutions with a
reliable source of funding at reasonable cost. The Credit Card Banks have developed successful
business models for utilizing both Listing Services Deposits and brokered deposits. The Credit
Card Banks have substantial market experience with such deposits, especially with respect to
consumer demand for various interest rate levels and the desired duration of the investment
period for the deposits depending on the prevailing general market interest rate conditions. This
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market-tested knowledge allows the Credit Card Banks, and other large financial institutions on
an ongoing basis, to use the Listing Services Deposits and brokered deposits as steady sources of
funding akin to core deposits.

Financial institutions are not under greater distress, nor are they more likely to
fail, simply because they maintain wholesale deposits as a source of funding. Rather, financial
institutions typically fail as a result of poor lending decisions. The wholesale deposits
maintained by failed institutions are not the determinative factor in their failures, nor is it likely
that a “deposit run” at a weak bank and any such concurrent liquidity problem is due to utilizing
wholesale deposits. Indeed, it is the view of the Credit Card Banks, based on their experience,
that it is more likely that the core deposits may be withdrawn due to an adverse local news item,
or due to some other negative publicity.

Moreover, the Credit Card Banks believe that it is inappropriate to assess risk by
simply considering the amount of a financial institution’s assets that are Listing Services
Deposits or brokered deposits, or to focus solely on the growth in these wholesale deposits in a
financial institution’s funding base. Instead, regulators should consider the financial institution’s
ability to manage its asset and liability growth.

1L Not All Wholesale Deposits Utilized by Financial Institutions Should be Treated in
the Same Manner

To respond to the FDIC’s specific study question concerning what types of
deposits are likely to remain or leave an institution in times of financial stress, it has been the
Credit Card Banks’ experience that brokered deposits and Listing Services Deposits are no more
likely to leave a financial institution than an institution’s core deposits in such circumstances. It
is the Credit Card Banks’ view that, when properly utilized, certain forms of both brokered
deposits and Listing Services Deposits are a predictable and steady source of funding for the
large banking institutions and the Credit Card Banks. Therefore, for the reasons elaborated
below, these stable products, when utilized by knowledgeable financial institutions should not be
viewed as volatile forms of funding.

In the case of brokered deposits, some observers would undoubtedly characterize
all brokered deposits as volatile, and therefore likely to be quickly removed by a depositor from
a financial institution in times of financial distress. Based upon the Credit Card Banks’
experiences, that simply is not the case. In actuality, most brokered deposit contracts prohibit
early withdrawal for any reason other than the death of the depositor. Conversely, local bank
products can often be withdrawn early — both with, and without, any penalty for early or
immediate withdrawal.

With respect to Listing Services Deposits, it is the Credit Card Banks’ experience
that there is not a complete withdrawal by depositors from a financial institution upon the end of
the term of such deposits. Customers often renew Listing Services Deposits, with the same
financial institution, as a result of: the level of service provided by the financial institution;
customer loyalty; the brand name of the financial institution; and the customer’s comfort level in
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dealing with the financial institution. As a result, these Listing Services Deposits are stable
products that are akin to traditional core deposits.

In the case of both Listing Services Deposits and brokered deposits, the Credit
Card Banks’ generally do not utilize deposits that offer interest rates which are significantly
above the prevailing market rate, a telltale signal that a deposit is more volatile. In addition,
Credit Card Banks find Listing Services Deposits and brokered deposits to be stable because the
rates offered generally are not at a premium since the wholesale deposits are viewed by
depositors as safe, low risk government guaranteed products. These types of deposits (provided
that they are fully FDIC insured) are likely to remain at depository institutions, including the
Credit Card Banks and the large financial institutions, even in times of financial stress.

Based on the above, we strongly suggest that the FDIC abandon any bright-line
tests in determining whether there should be a higher insurance premium on certain funding
products. Rather, we respectfully suggest that the FDIC should consider the attributes of the
product, decide if it is in fact volatile or stable, and then make a determination as to whether
volatile deposits should pay a higher premium to the deposit insurance fund.

In addition, any new FDIC requirements should also consider the management
abilities and the quality of the financial institution’s systems in assessing and managing the
various risks associated with funding and investment strategies. While certain levels of
wholesale deposit growth might be viewed as increasing risk to a financial institution, we
suggest that the assessment of risk be based on a more comprehensive view of the financial
institution as opposed to simply a review of the absolute growth in brokered deposits and Listing
Services Deposits.

III. Recommendations

In response to the FDIC’s request for legislative or regulatory recommendations,
we respectfully would suggest that the FDIC should not simply assess a higher premium on a
deposit because it is brokered. That methodology is overinclusive and unfairly captures certain
brokered deposits that should be treated as core deposits. Rather, based upon the Credit Card
Banks’ experience, we would recommend that the FDIC revise its regulatory requirements to
take into account certain considerations in connection with brokered deposits including but not
limited to the following:

o The interest rate of the deposit compared to other rates in a financial institution’s
market;

e The ability or inability for the deposit to be withdrawn early;
e The term of the brokered deposits;
e Any call features inherent in the brokered deposit;

e Any concentration of maturities of the brokered deposits; and
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¢ The length of a financial institution’s experience with brokered deposits.

Based on an analysis of the above considerations, the FDIC should establish a
clear, bright line test that would enable banks to determine if any deposit insurance assessment
premium would be warranted.

Finally, in determining which products should be considered brokered deposits,
and as part of the Study, FDIC should compile and develop data to determine which types of
brokered deposits are more volatile than core deposits. It would be useful, for example, as part
of its Study, for the FDIC to obtain data on: 1) the interest rate paid for certain types of brokered
deposits and if such rates are higher than market rates; and 2) whether there are standard non-
interest rate characteristics for stable deposits, such as penalties for early withdrawals, and if the
non-interest rate characteristics of certain brokered deposits are not consistent with the generally
prevailing practices in this context. Such information would help the FDIC make sound
regulatory determinations as to which types of brokered deposits are indeed stable and therefore
should be included in a core deposit definition rather than a brokered deposit category.

1Vv. Conclusion

We hope these views are useful as the FDIC completes this important Study. We
believe it would be prudent for the FDIC to focus on risk reduction for bank funding products,
while also considering appropriate changes or weaknesses in the current regulatory approaches in
this context. While it is desirable to reduce the overall risk for deposits utilized by financial
institutions, it is also important to properly characterize the risk in funding sources.

We also believe that the FDIC should move deliberately in evaluating any new
regulatory regime for core and brokered deposits and pertinent data should be gathered and
studied. This is an important Study and inevitably some changes will need to be made to the
current regulatory regime for core and brokered deposits. However, during the past few years,
there have been multiple, significant changes with respect to the FDIC’s deposit insurance
methodology and assessment base calculations. Stakeholders need predictability in the deposit
insurance regulatory framework and the related cost associated with obtaining bank deposits, and
the possible surcharges they will be required to pay, so they can appropriately manage their
businesses. Based upon our experience as counsel to the Credit Card Banks, we believe that
appropriate regulatory changes by the FDIC can reduce risk, while still permitting access to a
variety of sources of funding to depository institutions.

Sincerely,

Timothy R. McTaggart
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StoneCastle Cash Manaﬁgement, LLC
120 West 45™ Street, 14" Floor

New York, New York 10036
212-354-6500 (T)

212-354-6565 (F)

STONECASTLE

CASH MANAGEMENT .

May 1, 2011

Sheila C. Bair, Chairman

Federal Deposit Insurance Corporation
550 17" Street, NW

Washington, DC 20429

Dear Chairman Bair:

Thank you for the opportunity to comment as the FDIC studies how core and brokered
deposits should be defined pursuant to its directive from Congress in Section 1506 of the Dodd-
Frank Wall Street Reform and Consumer Protection Act.

StoneCastle Cash Management, LLC (“StoneCastle”) is a wholly owned subsidiary of
StoneCastle Partners, LLC, one of the largest investors in community banks during the past
decade and has developed a large network of relationships with banking institutions located
throughout the U.S. StoneCastle is an investment adviser registered with the Securities and
Exchange Commission and offers cash management services to its customers, including its
Federally Insured Cash Account (“FICA”). The FICA account allows depositors to place their
funds into interest bearing FDIC insured accounts at multiple banks with the assistance of
technology to ease the administrative burdens of accounting for the funds held at each bank.
FICA depositors open their accounts directly with the bank that acts as the custodian for the
program. Under the current FDIC rules, StoneCastle may be considered a deposit broker under
existing banking laws because it assists in the placement of deposits of third parties with insured
depository institutions. Consequently, the deposits themselves may be deemed to be brokered
rather than core deposits.

The current rules that define deposits as core or brokered are too narrowly focused on the
mere existence of a third party in the process of a deposit account being opened at a bank, rather
than the specific attributes and quality of the deposit.

For example, if a Fortune 500 company opens an account and deposits funds in a bank
after using an external asset liability consultant to assist in the corporation's cash management
functions, the deposit may be considered brokered under current rules. However, even if the
account type, features, term, and rate, among other deposit attributes, were exactly the same, but
the person advising the corporation is an employee rather than a consultant, the deposit
would likely not be considered brokered. In fact, it is unlikely that the bank would have enough
information to determine if the account is brokered or not when it is opened. It would seem clear
that the performance and ultimate quality of this deposit account, whether opened through the
recommendation of an external or internal party would be the same.

Clearly the presence of an asset-liability consultant to the Fortune 500 Corporation does
not, in and of itself, change the quality of the deposit. Moreover, a bank would not necessarily
know whether a depositor was assisted by a third party if the depositor were to open an account at
a bank. As a result, if the same depositor was to open accounts at two banks, these two banks
could treat the same depositor in two different ways (brokered and non-brokered) while both are
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acting in their best faith. Either way, the quality of the deposit has not changed. In analogy,
StoneCastle’s role as an asset-liability consultant to its corporate, municipal and institutional
depositor does not change the nature or quality of the deposit made by these corporations,
municipalities or institutional depositors, if they were to make the deposits themselves at each
bank rather than taking advantage of the administrative benefits of FICA.

The difficulty with the current brokered deposit rules for banks is that it does not always
draw the correct distinction between a higher quality deposit (one with longer duration and lower
volatility of balance for a bank) and a lower quality deposit (one with shorter duration and higher
volatility of balance for a bank).

In § 337.6 Brokered Deposits, the definition of a Brokered Deposit is “any deposit that is
obtained, directly or indirectly, from or through the mediation or assistance of a deposit broker.”
In addition, the definition of Deposit Broker is “(A)} Any person engaged in the business of
placing deposits, or facilitating the placement of deposits, of third parties with insured depository
institutions, or the business of placing deposits with insured depository institutions for the
purpose of selling interests in those deposits to third parties.”

According to the definition, while extreme, if a corporation identified a bank in a region
of the country other than its locale, and contracted with a law firm or financial professional to
open the account for the bank, that party might be considered a deposit broker and consequently
the deposit would be brokered. However, if an employee for the company traveled by air to visit
the bank, it would not be considered a brokered deposit. We would submit that the presence of
the third party does not, in and of itself, change the quality of the deposit or the nature of the
relationship of the depositor to the bank and that the current framework for categorization of
deposits as “brokered” or “core” are not sufficient for banks or the FDIC to determine the quality
of the deposit.

As we will set forth in this letter, we believe that the FDIC study is timely because it is
important to move away from the broad generalization of brokered deposits that currently exists
and move toward a more specific categorization that centers on the quality of deposits. We
believe that deposits in the FICA Program are stable sources of relatively low cost deposits that
are not interest rate sensitive and that the features of the program clearly differentiate it from
other methodologies being used to place deposits with banks. We also agree that rapid advances
in technology are changing the landscape in every industry and banking is no exception. The
ability of consumers and businesses to use technology to gather information quickly, make
choices and act upon them efficiently will only increase in the future. This evolution will impact
the manner in which deposits are made as well as the traditional flow of deposits. In light of this
fact, it is wise for Congress to ask the FDIC to re-examine the definition of brokered deposits.
Today, certain deposits that are higher risk are not deemed as such, and are considered core
deposits. Other deposits that are relatively stable, e.g., ten year certificates of deposit that are
sourced by a third party, are frequently discouraged by regulators despite their long and fixed-rate
duration.

In the case of FICA, StoneCastle has developed proprietary technology that specifically
enables community and regional banks to obtain stable deposits that would normally flow to large
money center banks or to money market funds. This is accomplished with minimal
administrative burden and the deposits eamn interest at the same rate that the participating bank
pays to its other deposit customers.
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We are mindful of concerns that have arisen in the past over the use of brokered deposits
by banks to grow too quickly, to fund lending, withdrawals and other activities in reliance on
deposits that might not be stable and to pay higher interest rates for such deposits. Many banks
that failed, particularly in the 1980’s and 90’s, and in the financial crisis of 2008, had relied
heavily on brokered deposits. In response, Congress placed new restrictions on deposits obtained
through a third party broker including preventing undercapitalized banks from accepting them. In
the ensuing years, the nature of deposits placed with banks with the assistance of a third party has
evolved considerably and with additional sophistication created by enhanced telephonic systems,
the internet and mobile banking related networks. Of course, not all of these developments have
negative consequences. Some of these advancements, which StoneCastle utilizes in the FICA
Program, make it possible for large corporate, municipal and high net worth depositors to place
certain of their core savings deposits in community banks. FICA helps to redistribute deposits
away from money center banks, money market funds and United State Treasury securities back
into community banks to promote lending in their local communities which are often rural and
serve small business owners and borrowers in the agricultural industry. We would submit, after
discussions with various state and federal banking regulators, that the FICA Program does not
give rise to the concerns of the past.

Our view is that banks should be able to accept deposits under the FICA Program and
other, similar methods of placing deposits without being subjected to harsh economic
consequences or additional regulatory scrutiny by the FDIC, provided that such deposits meet
certain standards of quality and are taken by banks in moderation.

Overview of the FICA Program

StoneCastle developed its FICA Program after numerous meetings and consultations with
banking industry professionals, federal and state banking regulators and corporate depositors in
order to deliver a program consistent with the needs and concerns of each of these constituencies.
Unlike other deposit programs, depositors affirmatively choose to place their money with a FICA
Program custodian bank. Each depositor signs an account opening agreement with the custodian
bank, the same as they would do for any other traditional bank account, to participate in the FICA
Program. The custodian serves as an agent and administrator and as a fiduciary for the depositors’
funds. Pursuant to directions from StoneCastle, as the depositors’ asset/liability consultant, the
custodian places the funds in multiple insured depository institutions so that the depositors’ funds
are FDIC insured. We refer to this deposit, where the deposit is a traditional bank deposit but
divided into smaller FDIC insured amounts, as an “Administrative Deposit”.

The funds are deposited by the custodian, taking direction from StoneCastle, in
participating community and regional banks around the country. StoneCastle performs extensive
due diligence on each prospective FICA Program bank before asking a bank if it wishes to
participate in the FICA Program. If a bank permits the custodian to open an account with it, a
standard money market or savings account is opened and the interest rate is set by the bank at a
rate that is no higher than the rate paid to other depositors at the bank. Depositors are not
permitted to shop for rates among the banks but rather accept the rates paid by each bank. In
addition, there are no contracts, special processes, technology or ongoing human resource
involvement required and virtually no ongoing service requirements imposed on the bank. Thus,
FICA deposits are originated by the bank on a cost efficient basis and can be maintained at lower
costs than other deposits which may result in higher profits for the bank. Because each bank sets
the amount of growth or absolute balance level and can change these variables as warranted, it
can fit its FICA deposits into its broader asset/liability management strategy.

3
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These deposits are not similar to the “hot money” deposits that have in the past been
synonymous with certain brokered deposit programs. They are not time deposits with fixed
maturities; rather they are overnight deposits, akin to traditional checking or savings account
deposits. The characteristics noted above, among others, distinguish Administrative Deposits
from those programs and can be assessed by the FDIC in determining the cost to banks that
should be associated with such deposits. In addition, the fact that the deposits brought in through
FICA would ordinarily flow to larger banks and can be deployed by smaller banks in their own
communities should be a positive industry factor considered by the FDIC in assessing these
deposits.

Stability

Stable funds are essential to a bank’s ability to manage its balance sheet and deploy its
resources most efficiently. The FDIC should consider the stability of deposits placed with banks
with the assistance of third parties as a factor in determining how to classify deposits and whether
such deposits should warrant additional financial costs or regulatory scrutiny for banks. FICA
provides banks with deposits that are quite stable because of the nature of the customers, the
source of the cash from those entities and StoneCastle’s screening, monitoring and product
features.

Banks which accept deposits through other sources, such as services which advertise
interest rates for banks on the internet, will experience much more volatility with these deposits
as the depositors are likely to move their funds whenever another bank is offering a higher
interest rate. Yet this method of deposit taking, when paired with fixed rate advertising fees, is
considered to yield core deposits under current FDIC regulations. Depositors in the FICA
Program do not use day to day operating cash, which is subject to more variability, but rather
their core cash reserves, cash that represents their long term liquidity position. When potential
depositors are sourced, StoneCastle ensures that this is the case. StoneCastle also monitors
deposits to ensure that no individual customer is using the program as a more transitory account
and will take action to exclude any depositor that is using the deposit account in a volatile
manner.

In considering stability, it is not necessarily the presence of a broker but rather the nature
of the bank’s relationship with the depositor and the purpose of the deposit which can cause a
lack of stable funding. If a banks posts its certificate of deposit rates on the internet via a portal
and a customer deposits funds, these deposits are considered core because there is no third party
assistance. Yet, it is likely that the customer will move those funds to another bank once the
certificate of deposit matures if it finds a bank offering higher interest rates.

In the FICA Program, the depositor is not seeking the best rate of interest or a specific
term for its deposit. The primary appeal of FICA and other Administrative Deposits to customers
is the safety of their funds and the benefit of a single bank statement through the custodian
process. Our customers choose to deposit their money in a FICA account rather than invest it in a
money market fund or keep non-insured funds at a money center bank. In fact, the rate earned by
most FICA depositors is often lower than what a bank might offer to a single depositor as FICA
depositors value safety over interest rate.

The FICA Program is structured in such a manner that it is more attractive to customers
who are seeking to place funds in longer term deposits and who want to ensure that their deposits
are FDIC insured. Many depositors are institutions which, under law or policy, are limited in the
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types of deposits or investments they can make. For these depositors, fully insured bank deposits
are a permissible and desirable long term investment strategy.

In addition, withdrawals under FICA are currently limited to once a week and
StoneCastle has the right to terminate a depositor’s participation in FICA if it were to make
frequent deposits or withdrawals. Depositors who choose to open a FICA Account are clearly
informed of the limited nature of withdrawals and thus participate in the program with the intent
of keeping their funds on deposit for a long term period although the balances may increase or
decrease slightly over time, similar to balances from traditional retail and savings accounts.
Adding to the stability of the funds, a depositor’s cash is allocated among many banks when it
opens a FICA Account; therefore, the impact on any single bank is mitigated in the event of a
withdrawal as the withdrawal will never be funded from a single depository institution.
Conversely, other deposit programs may aggregate deposits across the fewest number of banks
and therefore may have slightly larger balances at any given bank (but in all cases, less than
$250,000).

Interest Rates

One of the causes of volatility in bank deposits is rate shopping by depositors. Such rate
shopping is available through various services and is as simple as a click on a virtual box to open,
close or move deposits from bank to bank. To open a FICA Account, however, a depositor signs
the account opening agreement directly with the custodian bank. StoneCastle determines into
which banks a customer’s funds will be deposited and so advises the custodian. The banks are
selected based upon a number of factors including extensive analysis of the bank’s balance sheet
and capital structure using industry information and StoneCastle’s proprietary data and models. A
bank would not be asked to accept deposits from the custodian if the analysis led one to conclude
the bank was under stress, regardless of whether it was well capitalized.

While interest rates are a consideration in approaching banks and in allocating customers’
deposits, it is not the dispositive factor. In the case of FICA or any Administrative Deposit, the
custodian accepts, on behalf of our customers, whatever rate a bank is offering to its other deposit
customers. Neither StoneCastle, nor any custodian, negotiates or contractually binds a bank to a
particular rate or rate formula. Customers are interested in the safety of their deposits first and
understand that their rate will be competitive but may not be equivalent to what they could obtain
if they chose to open individual accounts with banks across the country. In fact, in addition to
safety, the value the depositors receive is convenience because the FICA Program is administered
for them by StoneCastle and the custodian bank. StoneCastle makes no guarantee to customers
when they open an account, or at any time, as to what interest rate they will earn from the bank.

A depositor’s funds are not withdrawn or reallocated from a bank if it lowers its interest
rates after funds are allocated to that bank. Customers do not select the banks into which their
funds are deposited (they are permitted to exclude certain banks which is typically done when a
customer already has funds in that bank and its FDIC insurance may be compromised if more
money is deposited at such bank.) FICA provides no mechanism for rate shopping by our
customers nor does it induce banks to pay higher rates of interest on deposits sourced through our
program. Thus, the deposits placed with banks under our program are not subject to the volatility
associated with interest rate shopping.
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Advantages for Banks

One factor that has long been used in determining whether a deposit is core is whether the
depositor is located in the same community as the bank and could have other commercial
relationships with the bank. While participants in FICA or another Administrative Deposit
program may not be located in the communities in which their funds are deposited, FICA deposits
are often sourced from corporations, municipal entities, endowments and other institutional
investors that have a presence in many communities. Absent a program such as FICA, these
entities will often seek deposit and investment opportunities beyond their own local communities.
As we have noted, the deposits brought to the participating banks under our program are stable
and therefore allow the recipient banks to deploy them for the benefit of local residents and
businesses. The banks that currently participate in FICA are all smaller community and regional
banks rather than large money center banks. The funds that these banks receive under FICA can
supplement their balance sheets and allow them to help to meet the needs of their local customers,
to diversify their sources of funding and to replace more volatile liabilities. This can be critically
important in times of ongoing economic growth or stress and, in our view, this should outweigh
the fact that FICA Account depositors may or may not develop deeper financial relationships with
these banks. These deposits can also replace amounts that banks lose to other investments such as
money market accounts or mutual funds. And currently deposits that banks obtain through “rate
boards” that advertise to consumers directly on the internet are considered core and those
depositors are much less likely than FICA depositors to develop other relationships with the
depository bank.

The FICA Program does not impose any additional burdens on participating banks. The
FICA custodian bank opens a bank account on behalf of the depositors with each bank that
participates in the program. The accounts are opened using the account opening documents of the
community bank. The custodian is responsible for compliance with the Bank Secrecy Act and all
anti-money laundering requirements so the community bank does not have additional compliance
burdens as a result of participating in FICA. In fact, the cost of acquiring and administering the
accounts is minimal relative to other accounts.

FICA depositors do not have access to these deposits via checking accounts or other easy
access mechanisms so no individual client support is required of the community bank. A
depositor can only withdraw its money by completing a withdrawal request that it sends to
StoneCastle and to the custodian bank. The ability of community banks to access deposits from
around the country to which they would not otherwise have access, at no additional costs to them
and at the same interest rates as they pay to local depositors, should mitigate in favor of the FDIC
concluding that these deposits are high quality (or core) deposits. If banks were not subject to
additional charges or enhanced regulatory scrutiny based on the amount of brokered deposits they
hold, it is likely that more banks would choose to participate in the FICA Account or similar, high
quality Administrative Deposits.

Lastly, under the FICA Program, amounts deposited in any single participating bank are
limited to a small percentage of the bank’s total deposits. Therefore, even if StoneCastle were to
receive an unusually high amount of withdrawal requests in any given week, no participating
bank would experience large decreases in their FICA deposits as the withdrawals would be made
from a majority or all of the depository banks to satisfy the withdrawal requests.
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Third Party Placement

In our view, deposits should not be considered inherently flawed simply because a third
party is involved with the bank deposit process. Brokered deposits constituted only about 18% of
the deposits held in banks that have failed since 2004. What should be evaluated is the nature of
the brokered deposits and how banks utilize them. For example, if a significant percentage of a
bank’s brokered time deposits have terms that expire simultaneously, there may not be
replacement deposits available to the bank at expiration. This creates more volatility than a
deposit opened under the FICA Program. Conversely, if a bank properly manages its maturity
ladders for its time deposits, the refinancing risk on liquidity will be significantly lower and the
bank should pay a lower assessment for the reduced risk to the Deposit Insurance Fund. With a
FICA deposit, since all the deposits are available to the depositor on a weekly basis, there are no
specific maturity dates that would represent a concentrated risk for refinancing.

We believe that the concerns that the FDIC may have about the role of brokered deposits
in a bank failure could be mitigated by regulatory supervision of the manner in which a bank uses
its brokered deposits rather than by an absolute limit on such deposits. Bank examiners should
evaluate, among other factors, the pace of growth of brokered deposits by a bank, the related pace
and type of lending, the concentration of such deposits on a bank’s balance sheet and the timing
of the maturity of such deposits. Another important factor should be an analysis of how such
funds are deployed by the bank in its local community. FICA levels the playing field between
community banks and larger money center banks by allowing a custodian bank to break down
large corporate, municipal and not for profit institutional deposits and distribute them to these
smaller banks. These banks would likely never have an opportunity to solicit deposits from these
large reputable depositors. We believe that a deposit program such as FICA provides an
invaluable service by reallocating funds from these larger banks and from uninsured money
market funds into smaller communities throughout the United States.

Conclusion

We recommend that the FDIC end the use of the terms “core” and “brokered” to define
the deposit liabilities of FDIC insured banks. Instead, the FDIC should adopt a system whereby a
number of factors are analyzed to determine whether a deposit is of high quality. The factors
should include those enumerated in this letter including stability, cost of deposits to the banks and
the benefits to the bank and the bank’s community of accepting the deposits. Deposits that fall
into higher numerical categories as a result of applying the rating system should be available for
placement at well capitalized banks without any additional FDIC costs or charges adhering to
them. The fact that a third party places or assists in the placement of the deposits should not
compromise the characterization of such deposits as high quality.

We hope this letter is helpful to the FDIC as it completes the study. We appreciate the
opportunity to be a part of that process.

Sincerely,

StoneCastle Cash Management, LLC

Joshua S. Siegel
Managing Principal
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1585 Broadway
Morgan Stanley New York, NY 10036

April 30, 2011

Via Email

Federal Deposit Insurance Corporation
550 — 17" Street, N.W.

Washington, D.C. 20429
coredepositstudy@fdic.gov

Re: Study on Core and Brokered Deposits

Ladies and Gentleman:

Section 1506 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
requires that the FDIC conduct a study to evaluate the current definitions of core and
brokered deposits. The FDIC has indicated it “is particularly interested in: (1)
understanding how new methods of obtaining deposits have affected deposit stability and
franchise value; and (2) whether we should recommend changes to the core and brokered
deposit definitions and develop new classifications of deposits that depend on
characteristics like relative stability or volatility.”’ Morgan Stanley welcomes the
opportunity to comment on the FDIC’s study and share internal analyses which illustrate
the stability of deposits that have inherent franchise value.

Morgan Stanley believes the classification of deposits as “brokered” is outdated,
particularly as it applies to deposits gathered from affiliated broker dealers. Under
existing definitions, a brokered deposit means any deposit that is obtained, directly or
indirectly, from or through the mediation or assistance of a deposit broker.” This
definition of a brokered deposit does not distinguish between deposits collected through
affiliated or unaffiliated broker dealers. Consequently, deposits collected by Morgan
Stanley’s banks through clients of their affiliated broker dealers are classified as
brokered. In economic terms, these deposits are generated through broad and deep
relationships that Morgan Stanley has with its client base. A franchise relationship plays
an integral role in generating these deposits as opposed to merely procuring them from a
third party on a wholesale basis.

Morgan Stanley therefore recommend that the FDIC eliminate the concepts of core and
brokered deposits and replace them with a system to identify deposit characteristics that -

! See httb://www.fdic.gov/regulaﬁons/refoma/cofedeposits.html
> 12CFR. §3376
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contribute to deposit stability. Morgan Stanley also recommend that the FDIC request
that Congress repeal the brokered deposit provisions in the Federal Deposit Insurance Act
and, pending Congressional action, expand the primary purpose exemption from the
definition of deposit broker to include all deposits from an affiliated broker dealer,
particularly affiliated sweep deposits.

The Morgan Stanley Bank Deposit Progral_n

Most broker-dealers offer clients the ability to automatically invest or “sweep” the
uninvested cash in their brokerage accounts to a money market fund (“MMF”) or deposit
account at an FDIC-insured institution (a “bank deposit program”). The excess cash is
derived from daily net activity in the brokerage account including the purchase and sale
of securities, interest payments and dividends on securities, and client deposits to and
withdrawals from the brokerage account.

Morgan Stanley has a bank deposit program in which cash from Morgan Stanley Smith
Barney, LLC (“MSSB”) brokerage accounts sweeps to Morgan Stanley Bank, N.A. and
Morgan Stanley Private Bank, National Association (collectively, the “Morgan Stanley
Banks™). This program (the “BDP”) is currently the default cash sweep investment for
all eligible brokerage account types.

The Morgan Stanley Banks tier deposits based on overall client relationship with the
firm. In this manner, Morgan Stanley is able to offer relationship based pricing
competitive with other market offerings of similar products. Morgan Stanley does not
perceive an ability to use the BDP as a means of generating significant additional
deposits on short notice, i.e. as a quasi-wholesale funding source. Morgan Stanley also
does not believe that it is viable to re-price its entire deposit base to generate incremental
funding, i.e. the deposits exhibit relative balance insensitivity to level of rates, much the
way that banks view their “core” deposits today. '

Studies on Affiliated Deposit Stability

Morgan Stanley has conducted numerous internal studies to understand the stability of its
deposits and Morgan Stanley strongly believes that its affiliate deposits should be treated
on par with and classified similarly to deposits considered “core” today. Morgan Stanley
is of the view that deposits sourced from affiliated broker dealers have superior stability
characteristics as illustrated by the four studies discussed below.
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A) Stability of Sweep Deposits Generally

In late 2005, Morgan Stanley launched a strategic plan to migrate cash swept from
brokerage accounts into certain MMFs into the newly launched BDP. This was done to
offer clients the benefit of FDIC insurance through two Morgan Stanley Banks (currently
aggregate coverage is up to $500,000 for single accounts and $1,000,000 for joint
accounts) as well as to respond to competitive offerings from other brokerage firms
which had begun to include a deposit sweep program in addition to MMF sweeps.

The migration of the MMF sweeps into the BDP was undertaken in five phases utilizing a

- “drain and fill” method with negative consent from affected clients. “Drain and fill”
means that all cash debits to the brokerage account (e.g., for securities purchases, check
writing, outgoing wires, etc.) were taken or drained from the precursor MMF while all
cash credits to the brokerage account (e.g., from the sale of securities, check deposits,
incoming wires, etc.) were deposited to or filled up the BDP. The “drain and fill”
process introduced a positive bias in BDP balances and therefore a long-range analysis of
BDP and precursor MMFs was considered most meaningful to draw conclusions on
stability.

The long-range analysis of the BDP deposits and precursor MMFs indicates the strong
presence of a stable long-lived component of deposits, which is relatively immune to
interest rate changes, equity markets, economic conditions and any idiosyncratic stress
borne by the firm. In fact, the graph below demonstrates the cumulative stability of
Morgan Stanley’s sweep assets over more than 10 years in which both equity and credit
markets fluctuated significantly.

Precursor Sweep MMFs and BDP Balances

@ BDP Deposits & Precursor MMFs

Precursor Morgan Stanley MMFs, MS Active Assets Government, MS Active Assets Money, MS Liquid Asset Fund and MS US
Government Money, were included to construct historical time series, as they were considered most significant in studying behavioral
pattern of BDP clients.
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The table below represents the range of movements in the equity and government credit
markets during the period of this study.

Max Min
S&P 500 . 1565 677
1 month T-Bill 5.27 0
30yr TN 5.89 2.53

A histogram of the weekly balance changes, statistically, displays an approximate normal
distribution with a slight positive bias. For a 99% confidence level (i.e., a 3 standard
deviation measure based on the normal distribution), close to 84% of the balances would
be retained over a 1-year period thus representing strong stability characteristics and
therefore very low funding liquidity risk.

Histogram of Weekly % Change in Balance of BDP & Precusor MMFs
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Therefore, we would contend that the stability afforded by the deposits generated from
our affiliated broker dealer should not be unfairly penalized by being labeled “brokered”.
These deposits have the inherent stability afforded by tenured broad relatlonshlps and
should be recognized as such.

B) Longevity of Franchise Relationships

- The length of a client’s relationship with the firm can often be a predictor of the relative
stability afforded by their deposits. MSSB has nearly 2 million retail brokerage accounts
from its legacy Morgan Stanley business. A look at median household length of
relationship indicates a median tenure of 7.3 years. A tenured client base is likely to be
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less fickle in terms of moving its deposits, thereby translating to low funding liquidity
risk.

Notably, as of December 2010: >

Total Brokerage Accounts: 1,929,274
Total BDP Balances ($MM): 54,598
Total Client Assets (SMM): - 710,521

Account Length of Relationship - BDP Accounts median (Yr): 5.0
Household Length of Relationship - BDP Accounts median (Yr): 7.3

C) Stability of Deposits in an Idiosyncratic Stress Environment

Morgan Stanley welcomes the FDIC’s desire to define stability of deposits in terms of
their proclivity to stay with a firm in the time of a crisis. Morgan Stanley is relatively
unique in that we came under particularly severe idiosyncratic stress, a virtual “run on the
investment bank™ scenario, in September 2008 in the midst of an industry wide financial
crisis. John Mack, CEO of Morgan Stanley during the crisis, told the FCIC, “In the
immediate wake of Lehman’s failure [in] September, Morgan Stanley and similar
institutions experienced a classic ‘run on the bank,” as investors lost confidence in
ﬁnanciiﬂ institutions and the entire investment banking business model came under
siege.’

The failure of Lehman Brothers and the merger of Bank of America/Merrill Lynch in
September 2008 meant that for a short period of time the markets perceived Morgan
Stanley as particularly vulnerable. In the face of this extreme scenario, MSSB depositors
. displayed great resilience and declines were small and locally concentrated in the
September period as shown below. In general, deposits exhibited significant stability in
this period of extraordinary stress with some amount of credit sensitivity limited to
uninsured deposits.

3 This letter does not address the bank deposit program available to MSSB clients from the legacy Smith
Barney business and all of the statistics in this letter are derived solely from the legacy Morgan Stanley
business.

* John J. Mack, written testimony for the FCIC, First Public Hearing of the FCIC, day 1, panel 1: Financial
Institution Representatives, January 13, 2010, p. 6.
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Deposit Balances Aroand Local Steess - 2008
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D) Cash Management Features of Affiliated Brokerage Accounts

Over time, brokerage firms have purposely added cash management functionality and
features to their menu of services to deepen and strengthen franchise relationships with
clients. These types of services are usually associated with traditional bank deposit
accounts as well. Morgan Stanley has found that the more cash management services our
brokerage clients utilize, the more likely they are to bring more of their assets and cash to
the firm. Some of the cash management features associated with MSSB brokerage

accounts are:5

Check writing

Debit card

ACH / wires

Online money movement
Direct deposit

Direct debit

The presence of these cash management features lends greater stability to the cash
balances in the BDP and causes them to behave more like traditional “core” deposits.

’ Where appropriate, MSSB has entered into arrangements with licensed banks and other third parties to
assist in offering these banking-related services. The Morgan Stanley Banks do not provide these services
to MSSB clients,
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Conclusion

Morgan Stanley believes that classification of deposits based on their source of
origination is inherently flawed when it ignores affiliate brokerage relationships. Morgan
Stanley’s analyses, as described above, indicate that affiliate generated deposits have
excellent stability characteristics. The current classification regime unfairly stigmatizes
these deposits as “brokered” whereas in economic substance they display characteristics
very similar to deposits currently recognized as “core”. This is also true as these deposits
are garnered through broad and deep franchise relationships.

Morgan Stanley therefore recommends that the concepts of core and brokered deposits be
eliminated and replaced with a defined system of identifying deposit characteristics that
contribute to deposit stability. Sweep arrangements between a broker and its affiliated
banks should be treated as highly stable deposits under this new system, whether or not
they are technically brokered.

Morgan Stanley also recommends that the FDIC request that Congress repeal the
brokered deposit provisions in the Federal Deposit Insurance Act as they are out dated.
The purposes of those provisions can be better achieved by closer attention to the
characteristics of deposit funding, asset quality and rapid asset growth. Specifically, we
feel affiliated deposits should not be unfairly penalized with increased insurance
premiums or restrictions on accepting, renewal or rolling over these deposits in the event
of a bank becoming less than well capitalized. Morgan Stanley also submits that banks
may make sub-optimal economic decisions based on perceived binary risk associated
with the remote but extreme outcome of becoming less than well capitalized.
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Finally, pending Congressional action, the FDIC should expand the primary purpose
exemption from the definition of deposit broker to include all sweep arrangements
between a broker and its affiliated banks. All such arrangements share the same purpose:
providing a highly liquid and safe haven for customer funds while they are utilizing cash
management services offered by the broker and awaiting investment in securities offered
by the broker. That alone should be sufficient to satisfy the primary purpose exemption.

Respectfully submitted,

Susan E. Carroll
Chief Operating Officer
Morgan Stanley Bank, N.A.
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Paul, Hastings, Janofsky & Walker LLP

875 15th Streef, N.W.

Washington, DC 20005

telephone 202-551-1700 « facsimile 202-551-1705

May 2, 2011

Via E-Ma:l: coredepositstudy@fdic. gov

Robert E. Feldman, Executive Secretary
Federal Deposit Insurance Corporation

550 17th Street, NW
Washington, DC 20429
Re: Core and Broker it S “Study” rsuant to § 1 f the
-Frank Wall Street Refotrm n t Protection “Dodd-
Frank Act™)

Dear Mr. Feldman:

We are writing to provide comments on the Study on behalf of several bank clients
affiliated with securities brokerage firms that conduct deposit sweep programs with
their bank affiliates and other unaffiliated depository institutions. Pursuant to the
Study, the Federal Deposit Insurance Corporation (“FDIC”) is soliciting industry views
and public comment to assist the FDIC in evaluating statutory considerations relating
to core deposits and brokered deposits. As noted in the FDIC’s request for comments
on the Study, this issue has repercussions for insured depository institutions in a
number of areas, including the calculation of insurance premiums, the evolving nature
of traditional deposit types, and the role of different types of deposits in the U.S.
economy and banking sector.

In connection with the Study, the FDIC is specifically seeking comment on “how
industry changes have affected deposit stability and franchise value and whether these
innovations warrant changes to statutory or regulatory treatment of deposits.” In
particular, the FDIC is interested in:

(1)  understanding how new methods of obtaining deposits have affected deposit
stability and franchise value; and

(@)  whether the FDIC should recommend changes to the core and brokered
deposit definitions and develop new classifications of deposits that depend on
characteristics like relative stability or volatility.

Clearly, significant changes have shaped the banking industry and the financial
products and services that customers have come to expect from insured depository
institutions and other financial services firms. A particulatly dynamic area is the
growth of conglomerated financial services firms, large and small, that now provide a
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wide array of financial products and services to meet all customers’ needs. Integrated
product offerings are the norm in these structures, creating both significant consumer
opportunities and some risks, all of which must be fully understood and managed by
both the institutions providing these important fmancial services and regulators
overseeing these product offerings. We believe the changes, improvements and
developments that continue to shape and reshape the banking and financial services
sectors ate critical considerations in the development of regulatory policy. In many
respects, outdated laws and policies may not only provide a disservice to the American
consumer, but may also have unintended consequences that, left unchecked, may go
far to erode both the pace of change and the overall development of our banking
system.

With this context, and in connection with the FDIC’s Study, Paul, Hastings, Janofsky
& Walker LLP (“Paul Hastings”) appreciates the opportunity to submit the following
comments and observations to the above and following questions and issues on behalf
of our institutional clients.

A. Background

As the FDIC has recognized, use of the internet as a delivery channel for financial
services continues to expand as more depository institutions use the Web to offer
products and services ot otherwise enhance communications with consumers.! The
internet offers consumers the potential for safe, convenient new ways to shop for
financial services and conduct banking business, any day, any time. According to
leading industry research, a vast majority of U.S. households that use the internet
already access financial services online and this trend is expected to continue as
financial institutions take advantage of technological advances to find innovative ways
to offer consumers greater and easier access to financial products and services.” In
particular, competition is fierce for the growing percentage of investable wealth in the
U.S,, with financial institutions seeking new and innovative ways, including more
efficient channels, to meet the financial services needs of their customets.

Paul Hastings represents a number of the world’s leading financial institution
conglomerates that offer both retail securities brokerage services through a registered

 See FDIC Safe Internct Bankmg, Tips for Safe Banking Over the Internet, available at
ak/individual safe html.

2 S, 6.8, U.S. News and World Report, “5 New Banking Trends for 20117 (April 13, 2011) (noting that a
number of banks now have mobile apps that allow users to check their balance, make transfers and even
scan checks, and that overali, “the move to online banking is a net positive for consumers, who can
access their account easily, transfer funds, and save paper™), avaslable at

: 1 m/money/bl -0t 1/04/13/5-new-banking-trends-for-2011);
and “How Oftm Do Yau Visit Your Bank” (October 30, 2010) (reporting that a recent survey “found that
consumers ate using online tools for varied banking tasks; 83 percent use online banking to track
account balances, 60 percent pay bﬂls and transfer funds, and more than one-third are using ﬁnancml
management tools”), asailable at htep: : si

yg;ug-lzgukg .
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broker-dealer subsidiary as well as deposit and other banking products through an
insured depository institution subsidiary. Intra-company product offerings of
securities broker-dealers and their depository institution affiliates typically include
offering linked brokerage and deposit accounts held at each respective entity. In
addition, products and services offered by a securities broker-dealer may include
features that permit customers’ uninvested cash or “free credit balances” in central
assets brokerage accounts, Individual Retirement Accounts (“IRAs”) and similar
accounts to earn income on such amounts swept into deposit accounts held at an
affiliated depository institution and unaffiliated insured institutions during the interim
while the customer determines how and when the funds should be invested. Ina
typical “bank sweep” program, a broker-dealer will automatically make deposits to and
withdrawals from deposit accounts held at an affiliated depository institution and
unaffiliated institutions on behalf of their brokerage customers; typically, the customer
may opt out of the sweep program.

B. Discussion and Questions Presented

In connection with the Study, the FDIC has posed four specific questions on which it
seeks public comment. In addressing these questions, we have focused primarily on
the nature of deposits held at a depository institution affiliated with a securities
brokerage firm. We note, however, that many of the same characteristics of deposits
swept from a brokerage firm to its affiliated depository institution are exhibited in
deposits swept from the same brokerage firm to unaffiliated depository institutions
participating in the same sweep program.

(1) In times of financial stress, what types of deposits are likely to remain at
an institution and what types of deposits are likely to leave the
institution?

As evident in the most recent financial ctisis and pursuant to the long-standing
experience of the FDIC and the other federal banking agencies, when an insured
depository institution comes under financial stress and public confidence in the
institution erodes, uninsured deposits at such institution typically are the first to leave.
The reasons for this are obvious given the potential risk of loss to an individual
depositor for the uninsured amount of the deposit, and this phenomenon is
particularly evident for large institutional deposits that exceed the standard maximum
deposit insurance amount and are therefore uninsured.’

In contrast, however, what we leatrned during the most recent financial crisis is that
where the entire financial industry is under stress, z¢., not just an individual institution,
it has been the experience of our depository institution clients that insured deposits
increase — often dramatically — in response to the perceived threat to systemic stability

? Typically, this phenomenon is evident even when the rate paid on uninsured deposits is
significantly above market.
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and a puﬁsuit of safety for depositors’ funds. Not surprisingly, this is the case for all
types of deposits, including those placed for a fee by independent third parties.

Duting the financial crisis of 2008-9, several of our depository institution clients with
broker-dealer affiliates reported expetiencing an unprecedented inflow of funds to
deposit accounts linked to securities brokerage accounts held at their affiliated broker-
dealers in connection with FDIC-insured deposit sweep programs. During this period,
there was a “flight to safety” in which many clients increased their proportion of cash
to total investments (including stocks and bonds). Even as the crisis eased in 2010, our
clients have reported that there was not a significant outflow of those deposits. This,
of course, is a testament to the strength of our federal deposit insurance system,
including the extremely important “FDIC brand” that American consumers seek out
during times of overall financial stress.

In summary, it is the expetience of our clients that times of systemic stress are far more
likely to increase deposit stability than detract from it; whereas, individual institution
stress, depending on the circumstances, should be expected to cause uninsured (and
sometimes even insured) deposits to flee from a financially stressed depository
institution.

(2) Does the presence of certain kinds of deposits (e.g., brokered, internet,
listing service) inherently increase an institution’s risk? Does their
presence facilitate increased risk-taking?

The current one-size fits all approach reflected in both the statutory and regulatory
definitions of “brokered deposit” does not achieve the FDIC’s objective of decreasing
tisky behavior by insured depository institutions. By the FDIC’s own interpretation,
not all brokered deposits are high-rate deposits fueling rapid growth by banks,* which
was the genesis of the restrictions on brokered deposits in the first place. Moreover,
we believe that statutory and regulatory exemptions from the definition of “brokered
deposit” have been applied inconsistently, guided at times by the circumstances of a
particular bank rather than the source of the deposit. Accordingly, it is important to
distingunish between and understand the nature of different types of deposits to avoid
unintended consequences.

The excess risks taken in the lead up to the most recent financial crisis were taken
primarily on the asset side of the balance sheet, and many of the adverse Liquidity
situations that institutions found themselves in during the crisis were the result of asset
problems that manifested themselves as overall balance sheet liquidity problems.
Nothing about the classification of deposit sources as “broketed” or the fact that a
bank’s delivery channel for deposits is internet-based inherently causes an institution to
take more risk. For depository institutions with broker-dealer affiliates, acceptance of
sweep deposits from an affiliated broker-dealer is an example of a program under

4 See, 68, 12 CF.R. § 337.6 and FIL-69-2009 (2 brokered deposit that does not pay a rate that exceeds a
prevailing national or local (if approved) rate cap would not be considered a high-rate deposit).
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which the deposits technically could meet the current definition of “brokered,” as these
deposits are not retail deposits generated by the insured bank, yet the institution’s
funding is very stable and this can be empirically documented. Rather than using
swept deposits to fund risky assets, our clients have reported that the vast majority of
these funds are used to invest in low risk, highly stable assets, including government-
guaranteed and sitnilar investments, consistent with the need to manage liquidity and
sustain earnings growth and maintain profitability.

In contrast, higher-priced deposits will typically cause an institution to seek out higher
yielding assets in order to create a large enough spread to cover those costs. High-
priced deposits are not automatically classified as “brokered” (unless the institution
becomes less than well capitalized, in which case the FDIC looks at the rate paid to
attract the deposits®), nor are they necessarily internet-based deposits. Under the
typical fee structure of our bank clients participating in FDIC-insured sweep programs
with their broket-dealer affiliates, generally the bank pays the same rate for deposits
that the affiliated broker-dealer pays for customer free credit balances. In many cases,
the average rates paid by broker-dealers for free credit balances are lower than more
traditional bank rates.

In today’s competitive e-commerce environment among financial institutions offering
both securities brokerage services and deposit products, practically all of a depository
institution’s swept funds from an affiliated broker-dealer may technically be sourced
from the internet, yet the rate paid on the deposits is typically not the determining
factor in a customer’s decision to leave money in a sweep program. Rather, other
factors such as high consumer satisfaction leading to loyalty to a particular brand or
company, or simply convenience to the depositor with respect to linked deposit and
securities accounts, may typically be the driving forces. Consistent with this
observation, our clients have reported experiencing high retention rates with swept
deposits, which have historically been very “sticky.”

Based on the above, we do not agree with any implication that swept deposits that
technically meet the broad definition of “brokered” under current rules or that are
gathered via the internet are any longer a driver of risky behavior on the part of a
financial institution, as was obsetved in the Congressional hearings leading up to the
enactment of the statute addressing brokered deposits in 1989, as discussed below.®
Even if there is a so-called “correlation” between bank failures and the acceptance of
traditional types of “brokered” deposits, that does not mean that all institutions that
accept historically non-traditional deposits should be penalized or somehow be
thought of as engaging in unsafe or unsound behavior warranting greater regulatory
oversight and/or safeguards. As we recommend below, each institution’s source of
funding should be scrutinized in the examination process.

512 C.FR. § 337.6; see FIL-69-2009 (December 4, 2009).

$ See discussion and associated footnotes in Sections B(4)(a) and (b) below, addressing the current
statutory and regulatory guidance on brokered deposits.
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(3) What types of deposits are likely to enhance a failed institution’s

franchise value and what types of deposits are likely to reduce it?

Stable, low cost deposits generated from customers with which the organization has a
deep, multi-product relationship have the most value to investors of a failed institution.
In the experience of our clients, the deposits received from an affiliated broker-dealer
behave much mote like traditional “core” deposits, because:

Swept deposits are stable. Our clients have reported that, within the last
decade, free credit balances at securities broker-dealers have grown steadily and
substandally, which has consistently occurred through both the so-called bull-
and bear-markets, including, most importantly, through the recent financial
crisis in late 2008 and early 2009, z.z., the bottom of the worst economic cycle
since the Great Depression. Even with some easing of the crisis, our
depository institution clients and their affiliated broker-dealers offering free
credit balances have not seen a significant outflow of these funds. In particular
and with respect to one client, approximately 59 percent of the total free credit
balances held at its broker-dealer affiliate are in accounts with less than
$100,000 in cash, while less than 5 percent are in accounts with over $1 million
in cash. This is typical of the experience of our other clients with similar sweep
programs anchored by a bank affiliate. Thus, we see that these swept deposits
are not vulnerable to large swings created by the outflow of a few large
accounts.

There is a pre-existing relationship with the depositors. Deposit
customers that are referred to our banking clients through their broker-dealer
relationships typically have had long-standing relationships with the broker-
dealer. These are low cost deposits generated from customers through which
the enterprise has a deep, multi-product relationship. As noted above, brand
loyalty or sheer convenience to the depositor with respect to linked deposit and
securities brokerage accounts or interest earning free credit balances typically
play a role in a depositor’s decision to maintain funds at a particular institution,
including unaffiliated institutions participating in a sweep program, and should
not be underestimated in regard to offering a depository institution a low-cost
and stable source of funding.

The deposits are not rate-sensitive. Based on current practices, our clients
have reported that customers of their broker-dealer affiliates typically earn
interest on their cash balances based on the same tiered interest rate schedule,
regardless of whether they participate in the sweep program ot not. The
broker-dealer affiliates of our depository institution clients typically do not
proactively advertise the interest rates paid on customer cash balances, and
historically the customer cash balance levels have not been sensitive to interest
rate changes. In contrast, above market rate deposits, such as those gathered
through a promotional rate CD, while not categorized as “brokered,” are
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“)

significantly less stable than those generated in these types of brokerage sweep
programs.

What recommendations would you make for legislative or regulatory
changes with respect to core and brokered deposits?

(a) Th utory and regulatory definition of “brokered deposit”
should be clarified in terms of scope to avoid uncertainty and
inappropriate regulatory classification of what otherwise are low-
cost and stable sources of funding for man: §ito

Pursuant to Section 29 of the Federal Deposit Insurance Act (“FDIA”) and the
implementing regulations of the FDIC, a “brokered deposit” is “any deposit
that is obtained, directly or indirectly, from or through the mediation or
assistance of a deposit broker.”” A “deposit broker” is “any petson engaged in
the business of placing deposits, or facilitating the placement of deposits, of
third parties with insured depository institutions.”® Since the enactment of
Section 29 and through the development of e-commerce and innovative means
for the provision of products and services by banks and other financial
institutions, such broad definitions of “brokered deposit” and “deposit broker”
have resulted in the need for interpretive guidance and research into the
legislative intent of Section 29.

It is clear from the legislative history of Section 29 that the statutory definition
of “brokered deposit” and restrictions placed on such deposits were driven by
Congress’ concern about “the ready availability of brokered funds, obtained
through the payment of above-market rates, [and used] to support risky and
speculative asset investment by weak and insolvent institutions.” In contrast,
swept deposits held at depository institutions and originating from broker-
dealers secking to offer customers security for and a means to earn interest on
their uninvested funds may appropriately be characterized as stable, low-rate,
and long-term deposits. The swept deposits associated with the sweep
programs in which our banking clients and their affiliated broker-dealers
participate carry none of the indicia of “hot” money, and to characterize them
as brokered deposits is to lose sight of the purpose of Section 29. Accordingly,
the legislative history of Section 29 supports the recognition of a distinction in
the characteristics of swept funds versus other types of deposits that may
otherwise fall within the broad definition of “brokered deposit.”

712 US.C. § 1831£(g); 12 CER. § 337.6(2)(2).
812 U.S.C. § 1831£g)(1)(A); 12 C.FR. § 337.6(2)(5).

%5ee Senate Proceedings and Debates of the 101 Congress, First Session, on the Financial Institutions
Reform, Recovery, and Enforcement Act of 1989 (“FIRREA™) at 135 Cong. Rec. $4084 *S4096 (April
18, 1989).
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Given the broad definition of what constitutes a “brokered deposit” under
existing FDIC guidance, several of our clients have had to report swept
deposits as “brokered” on periodic reports filed with their regulators not
because the deposits contained the typical features of brokered deposits, but
because the affiliated broker-dealer’s sweep program did not fit squarely within
the technical requirements of the FDIC’s existing and technically non-binding™
advisory opinion exemption for swept deposits (“Advisory Opinion 05-027)."
With respect to the regulatoty classification of such deposits, we note that
some financial institutions do not report swept deposits falling outside of the
parameters of the FDIC’s Advisory Opinion as “brokered.” In addition to
leading to a competitive disadvantage down the road for institutions that do
report swept deposits as such, a lack of uniform and consistent FDIC guidance
creates uncertainty with respect to the appropriate treatment of swept deposits
and the potential for inconsistent treatment of such deposits during the
examination process.

With respect to the definition of a “brokered deposit,” we believe that a broad
one-size fits all definition is not appropriate. Rather, examiners should review
each institution’s situation to identify risks, and be guided by uniform rules and
guidance, consistently applied to all institutions based on an accurate
assessment of their deposit base reflected in the institution’s own historical
experience. We believe that the underlying stability and price volatility of
deposits is 2 more appropriate focus of inquiry as opposed to the delivery
channel. The fact that an account was opened on the internet or that the
institution does not have a physical location in the immediate geography of the
customer does not increase the volatility or stability of a deposit. Technology
is such that even in a one-bank small town, a local long-term customer who is
netvous about the stability of the institution can and will electronically move
excess ot uninsured balances to another financial institution. Similarly, large,
long-term uninsured institutional deposits will typically become market
sensitive, and thus volatile, when a bank encounters difficulties. Accordingly,
the designation of some deposits as “brokered” is not as relevant in
determining whether such deposits should be considered “core” deposits, as a
designation of “potentially volatile” or “market sensitive” might be.

(b) Current FDIC guidance on the regulatory treatment of sweep
eposits imposes an arbitrary 10 percent standard that does no

10 S e Introductlon to FDIC Adwsory Staff Op1mons available at

{(“The letters express the views and
oplmons of mdmdual FDIC staff lawycrs and are not bmdmg on the FDIC, its Board of Directors, or
any board member; any representation to the contrary is expressly disclaimed. The letters should only be
considered advisory in nature, and the reader bears the responsibility for relying on them.”).

11 FDIC Advisory Opinion 05-02, William F. Kroener, III, General Counsel (February 3, 2005).
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adequately take into account differen iness models an

therefore should be withdrawn or significantly revised.

Pussuant to Advisory Opinion 05-02, the FDIC provides that it will not treat as
“brokered deposits” certain funds swept from a brokerage firm’s cash
management and retirement accounts to an affiliated bank’s money market
deposit or transaction accounts, provided certain conditions are satisfied.”
Under the Advisory Opinion and as referenced in the FDIC’s October 16,
2008 notice of proposed rulemaking on deposit insurance assessments,'’ funds
swept from a brokerage firm into an affiliated bank are not viewed as
“brokered deposits” by the FDIC where:

1. The funds are swept for the primary purpose of facilitating customers’
purchase and sale of securities rather than the placement of funds into the
bank, and the deposits are not time deposits at the bank;

2. The swept funds do not exceed 10 percent of the brokerage firm’s cash
management and retirement account assets (referred to as the
“Permissible Ratio” in the Advisory Opinion), calculated on a monthly
basis;'* and

3. The payment of fees by the bank to the brokerage firm are for
administrative services rather than for the placement of deposits, and are
not based on the amount of the funds placed at the affiliated bank but
rather are paid on a “per customer” or “per account” basis.

Advisory Opinion 05-02 interprets the “primary purpose” statutory exemption
to the definition of “deposit broker” under Section 29 of the FDIA, and the
purpose and rationale for such exemption appears clear from the statute’s
legislative history." Specifically, in providing for the restrictions on brokered
deposits under Section 29, Congress’ concern was the threat posed by “hot”
money to troubled depository institutions. In the hearings leading up to the
enactment of Section 29, “hot” money is described as short-term funds that a
deposit broker seeks to place in whichever depository institution providing the

127,
1373 Fed. Reg. 61560, 61566 n. 26 (QOctober 16, 2008).

14 With respect to the 10 percent threshold in the second condition above, the FDIC Advisory Opinion
provides that the calculation of the “Permissible Ratio” is based on the “total Central Assets Accounts
and Retirement Account assets” of the brokerage firm. Similarly, the Permissible Ratio 1s described in
the FDIC’s proposal amending its deposit insurance assessment rule as “10 percent of the brokerage’s
cash management account and retirement account assets.”

1812 US.C. § 183162
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highest rate.® The legislative concern addressed by Section 29 was to prohibit
high-rate brokered deposits that frequently served as an unstable deposit base
to a struggling institution.'” As described in this letter, the swept deposits at
issue here are stable, low-rate, long-term deposits that carry none of the indicia
of “hot” money or risks that Congress sought to eliminate.

Although applied by the FDIC to a number of bank sweep programs seeking
to utilize the “primary purpose” exemption, Advisory Opinion 05-02 should
not be applied to financial institutions that have a completely different business
model than the particular institudon and its affiliates that requested, and are
thus subject to, the interpretive guidance. In particular, the 10 percent of
brokerage assets test imposes an arbitrary threshold, proffered for one
institution that is now being forced upon many in dissimilar circumstances.
The application of a rigid standard unfairly disadvantages financial institution
structures where the brokerage firm does not significantly outsize its bank
affiliate, as the denominator of the Permissible Ratio is not based on whether a
customer chooses to participate in the bank sweep program, but on the assets
in accounts at the brokerage firm that are eligible to participate in the sweep
program, ., sweep-able deposits. Accordingly, a less diversified and/or
smaller financial services company may therefore have less sweep-able deposits
with which to calculate the 10 percent threshold. In this regard, a single
Advisory Opinion should not alter the plain statutory language of Section 29,
which clearly states that any agent “whose primary purpose is not the
placement of funds with the depository institution” is not a deposit broker."

More importantly, it is entirely unclear why a 10 percent asset test applied at an
affiliated brokerage firm is at all predictive of the stability of deposits placed at
a depository institution pursuant to a bank sweep program. In fact, what the
10 percent threshold has come to assure is the stability of deposits that
necessarily must be swept to unaffiliated banks due to the 10 percent asset cap.
Clearly, this is a perverse result lacking any credibility with respect to the true
stable nature of the swept deposits in these programs.

As an example, in the context of a simple discount brokerage model, the
broker-dealer affiliate may not provide any investment advice, nor does it
conduct any proprietary trading. In reviewing the broker-dealet’s competitors
with sweep programs that have obtained exemptive relief from the FDIC
consistent with the Advisory Opinion, it appeats these firms are able to fit

16 Sez Statement of Robert L. Clarke, Comptroller of the Currency, before the House Subcommittee on
General Oversight and Investigations of the Committee on Banking, Finence and Urban Affairs,
Washingron, D.C., May 17, 1989, published in 8 OCC Q.J. 32 (September 1989).

17§6¢ Remarks of Sen. Murkowksi in connection with his amendment to the brokered deposit provision
in FIRREA at 135 Cong. Rec. 54238 (April 19, 1989).

18 14
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within the technical parameters of the FDIC’s opinion letter because their
businesses are more diversified and emphasize asset accumulation, which
provides a larger denominator against which to measure the 10 percent
permissible ratio under the “primary purpose” test outlined in the Advisory
Opinion. This does not appear to be an intentional policy outcome, nor does it
appear to have been the intent of the FDIC to have its Advisory Opinion
operate to differentiate among financial institutions on this basts alone.
Accordingly, we recommend that Advisory Opinion 05-02 be withdrawn or
significantly revised to eliminate, or substantially expand on an interim basis
(¢.e., pending permanent legislative improvements reflecting the stable nature of
swept deposits in bank-affiliated sweep programs), the arbitrary 10 percent
threshold and take into account the actual business activities of a broker-dealer
affiliate, including the structure of its bank sweep program, when considering
whether the level of sweep activity qualifies the broker-dealer for the “primary
purpose” exemption with respect to the treatment of brokered deposits.

(c) Congress and the FDIC should consider the significant and
evolving role of e-commerce in the provision of financial services
and should nartowly tailor the definitions of core and brokered
deposits to place appropriate weight, if any, to the fact thata
deposit was solicited through the internet.

We believe that a suggestion by the FDIC that certain types of deposits are
somehow “riskier” because of being gathered by new delivery channels than
deposits gathered at a tradittonal brick and mortar bank ignores all of the
technological advances made in the marketplace and is fundamentally
counterproductive to the development of e-commerce. As addressed above,
there is a rapidly evolving trend in the provision of financial products and
services by financial institations through the internet, and this trend is expected
to increase with technological advances.” Accordingly, in evaluating what
types of deposits should constitute “core” deposits of a bank, it 1s important
for the FDIC to consider the increasingly globalized financial matketplace and
generational preferences, where geographical limitations between a financial
institution and consumer play a diminishing role in the consumer’s choice of 2
financial services provider, and to take into account new ways in which
products and services of a financial institution are offered to the consumer.

(d) Regulatory classifications of “core” and “non-core” deposits
should take into account the distinctions highlighted in this letter

etween swi eposits from affiliated broker-dealers, which are
le and have a predictabl nd more traditional rate-
ensitive brokered d its placed at a itory institution from

unaffiliated deposit brokers or deposit placement services.

19 See supra, note 2.




Page 56

PauIHastings Robert E. Feldman, FDIC Executive Secretary
May 2, 2011
Page 12

As emphasized in the Interagency Guidance on Funding and Liquidity Risk
Management issued by the federal banking agencies in 2010, effective liquidity
risk management depends on the specific circumstances and size of each
institution.” Specifically, there is no one-size-fits-all approach and financial
institutions ate expected to manage their funding and liquidity risk using
processes and systems that are commensurate with the institution’s complexity,
risk profile and scope of operations. In evaluating a depository institution’s
liquidity position and assessing the adequacy of the institution’s liquidity
management, the FDIC and other federal banking agencies distinguish between
“core” and “non-core” deposits, and consider the degree to which an
institution funds longer-term assets {(e.g, loans, securities that mature in more
than one year, etc.) with non-core funding. Non-core funding includes funding
that can be sensitive to intetest rate changes and includes large time deposits,
borrowings, brokered deposits, and foreign deposits. Used as a measurement
tool by banking regulators in evaluating an institution’s liquidity, a high net
non-core funding dependence ratio reflects a reliance on funding sources that
may not be available in times of financial stress or adverse changes in market
conditions.

As noted above, certain types of deposits currently deemed to be “brokered
deposits,” including the vast majority of swept deposits in many bank sweep
programs, have features, including stability, stickiness and low-cost, more akin
to traditional “core” deposits. Given these features, we believe it is appropriate
from a policy perspective to treat such deposits the same as traditional “core”
deposits. Accordingly, we recommend that the following be included as “core”
deposits:

¢ Insured deposits at or below market rates; and
* Deposits placed by affiliated companies where a broader customer
relationship exists.

Similarly, we recommend that the following be included as “potentially
volatile” or “non-core” deposits:

¢ Uninsured deposits;

» Above market rate deposits; and

¢  Unilateral, “placed” deposits with no other organizational connection to
the customer.

C. Conclusion
Significant changes in the marketplace — spawned in large part by technological

innovations — have shaped the banking industry and the financial products and services
that customers have come to expect from insured depository institutions and other

- FIL-13-2010, Interagency Guidance on Funding and Liquidity Risk Management {Apsil 5, 2010),
avatlable at hitp./ [www fdic.gov/news/news/ financial /2010/£1110013 html.
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financial services firms. These developments have also varied the deposit-gathering
process. Such changes and advances certainly warrant a re-evaluation of, and changes
to, the statutory and regulatory treatment of deposits gathered via these new delivery
channels that bank customers have come to rely on and expect, including swept
deposits pursuant to bank-affiliated deposit sweep programs. In particular, while swept
deposits currently meet the broad definition of “brokered deposit,” the long-standing
experience of our clients is that swept deposits in bank-affiliated sweep programs are
stable and have a predictable cost, and therefore behave precisely as traditional core
deposits.

Accordingly, we encourage the FDIC to pursue guidance and/or regulatory changes —
and to make recommendations for statutory changes where appropriate — to take into
account the characteristics of deposits gathered outside brick and mottar branches. In
particular, with respect to swept deposits, we strongly encourage the FDIC to
withdraw Advisory Opinion 05-02 (and forgo further citing it as precedent) and/or
replace it with regulatory or other supervisory guidance either eliminating the 10
percent of brokerage assets requirement or significantly expanding (pethaps on an
interim basis pending permanent improvements to recognize the stable nature of bank-
affiliated sweep program deposits) the 10 percent threshold for swept deposits.
Further, it is extremely important that such guidance be uniformly applied to all
affected insured depository institutions.

Paul Hastings appreciates the opportunity to provide comments to the FDIC on the
questions presented in connection with the Study. If we or our clients may provide
you with any additional information or you would like to discuss our comments
further. please feel free to contact me at orat

Thank you.

Qi n f‘PfP]‘7

Kevin L. Petrasic
of PAUL, HASTINGS, JANOFSKY & WALKER LLP

(b)(6)
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Chairman

Federal Deposit Insurance Corporation
550 17th Street, N.W.

Washington, D.C. 20429

Re:  Comments on Core and Brokered Deposits

Dear Chairman Bair:

Arnold & Porter LLP hereby submits comments for consideration by the Federal
Deposit Insurance Corporation (“FDIC”) in connection with its study of core deposits and
brokered deposits pursuant to Section 1506 of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the “Core Deposits Study”).1 We believe the Core Deposits
Study provides the FDIC with a much-needed opportunity to reevaluate certain aspects of
the categorization and treatment of “brokered deposits,” particularly in connection with
the agency’s regulation on assessments, 12 C.F.R. Part 327 (the “Assessments Rule”).
Our comments aim to assist the FDIC in addressing certain of the questions it has raised
in seeking input from the public, including whether brokered deposits inherently increase
an institution’s risk, or facilitate increased risk-taking, and what legislative or regulatory
changes should be made with respect to core and brokered deposits.

In particular, our comments focus on how the current definitions of a “brokered
deposit” and a “deposit broker,” and the FDIC’s historical interpretation of that term in
various contexts, have led to treatment of certain deposits in a manner that appears
inconsistent with the purposes of Congress in enacting the brokered deposit provisions of
the Federal Deposit Insurance Act (“FDIA”), codified at 12 U.S.C. § 1831f (“Section
1831f"), as well as the FDIC’s objectives underlying the brokered deposits adjustment in
the Assessments Rule.

For example, there are circumstances in which a business strategy specifically
contemplates that deposits will be solicited through exclusive agents of a bank, who are
independent contractors but, by contract with the bank, may perform banking-related

! Pub. L. No. 111-203 (July 21, 2010).
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activities solely on behalf of that bank and no other depository institution. Such
exclusive agents of a bank are also often exclusive agents of a securities or insurance firm
affiliated with the bank, and may perform activities exclusively for these affiliated
entities to service their shared customers. Because these exclusive agents cannot solicit
deposits for any institution other than the affiliated bank, they do not “shop” interest rates
among competing depository institutions or move their clients’ funds around among
various depository institutions. Accordingly, the deposits solicited by such exclusive
agents are neither “hot money” nor volatile — in stark contrast to traditional “brokered
deposits.”

We urge the FDIC, in forming recommendations and taking action based on the
Core Deposits Study, to address the overbreadth of the definition of “deposit broker” in
connection with these exclusive agent-solicited deposits. There are three specific steps we
strongly believe the FDIC should take in this regard:

e Assessment amendment. Exempt from the brokered deposits adjustment under the
Assessments Rule deposits of an insured depository institution solicited by an
agent of that institution who is contractually bound by a written agreement with
the institution to solicit deposits solely for that institution and no other depository
institution;

e Regulatory amendment. Revise the FDIC’s regulation implementing Section
1831f, 12 C.F.R. § 337.6, to exclude from the definition of “deposit broker” an
agent of an insured depository institution who is contractually bound by a written
agreement with that institution to solicit deposits solely for that institution and no
other depository institution; and

o Legislative amendment. Recommend to Congress that the definition of “deposit
broker” in Section 1831f be amended as described above with respect to the
FDIC’s regulatory definition.

We recommend that all three of these steps be taken simultaneously; although
they could be pursued individually, they are not mutually exclusive but, rather,
complementary and mutually reinforcing.
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L Regulatory Background: Congressional and FDIC Objectives in Regulating
Brokered Deposits

In enacting Section 1831f, Congress was primarily concerned about the volatility
and higher interest rates generally associated with brokered deposits and how such
deposits might contribute to the risk of a bank failure. Between 1984 and the enactment
of the Financial Institutions Reform, Recovery and Enforcement Act of 1989
(“FIRREA”), Congress heard extensive testimony regarding the perceived relationship
between certain institutions’ acceptance of brokered deposits and such institution’s
excessively risky investments. This testimony discussed the specific reasons why an
institution’s acceptance of brokered deposits might be an indicator of risk to the federal
deposit insurance fund (“DIF”). As explained in 1985 by then-FDIC Chairman William
M. Isaac:

Prior to decontrol of interest rates [pursuant to the
Deregulation and Monetary Control Act of 1980], banks
and thrifts were pretty much prohibited from bidding for
de<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>