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Dear Mr. Feldman:

I 'am writing to comment on two notices of proposed rulemaking (NPR) published in the
Federal Register (FR) on November 24, 2010, which I have labeled as the Large Bank NPR and the
Assessment Base NPR. Although the Supplementary Information differs between the two NPRs,
the proposed regulation on which comments are requested is identical for the two NPRs.

Therefore, I am submitting identical comment letters on the two NPRs. Where appropriate, I will
indicate which NPR’s Supplemental Information I am referring to, along with an FR page number,
when commenting on the FDIC’s discussion of its rationale for the proposed changes in its
assessment practices.

I'am submitting this comment letter on my own behalf and not on behalf of any client or
other organization. However, I know from numerous discussions with bankers and others that I am
not alone in finding numerous flaws in the proposed regulation as well as conflicts between the
proposed regulation and the Federal Deposit Insurance Act. (FDIA) These flaws and conflicts in
the proposed regulation are so serious and so irreparable that the FDIC should scrap the proposed
regulation and start from scratch in designing a risk-based assessment system that reflects the
actual risk of loss each insured depository institution (IDI) poses to the Deposit Insurance Fund

DIF).

The proposed regulation does not conform with the FDIA’s risk-based assessment
requirement

The proposed regulation does not conform with this provision in 12 U.S.C. Sec.
1817(b)(1)X(C): "the term ‘risk-based assessment system’ means a system for calculating a
depository institution's assessment based on the probability that the Deposit Insurance Fund will
incur a loss with respect to the institution, taking into account the risks attributable to . . ."
[emphasis supplied]. It is important to note that the statute refers only to losses that the DIF may




incur — there is no reference to losses that other elements of the Federal government, such as the
Treasury or the Federal Reserve, may incur in preventing or dealing with a bank failure.

While the intent of Sec. 331 in the Dodd-Frank Act (DFA) was to shift a portion of the
FDIC's assessment base to IDIs which rely relatively more heavily on non-domestic-deposit
funding (essentially the larger IDIs), the DFA clearly did not modify the definition of a "risk-based
assessment system" or relieve the FDIC of its obligation to reasonably estimate an individual IDI's
probability of causing a loss to the DIF, as was noted on page 866 of the Conference Report
accompanying the DFA. If Congress had intended to increase the portion of assessments levied on
large IDIs then it would have modified the FDIA’s definition of “risk-based assessment system” to
permit that. Congress did not take that step.

Because Congress did not modify the definition of “risk-based assessment system,” the
FDIC is obligated to neutralize, in its assessment rate structure, the effect of the enlargement of the
assessment base so as not to impose on larger IDIs more of the premium assessment burden than
can be justified by the FDIC's loss experience with larger IDIs. That is, however much the FDIC
might want to shift as much of the DIF assessment burden as possible to larger IDIs, that
assessment burden must still bear some reasonable relationship to the FDIC's loss experience with
larger IDIs.

The FDIC has estimated (as published in the Third Quarter 2010 Quarterly Banking Profile)
that the share of the assessment base attributable to IDIs with more than $50 billion in total assets
will rise from 59% of the total assessment base (total domestic deposits) to 69% of the total base
(total assets minus Tier 1 capital), yet the largest failed IDI in recent years (Colonial Bank) had just
$25 billion in assets; the infamous Indy Mac was the second largest, with $23.5 billion in assets.

That is, while all of the DIF's losses in recent years (since February 2007 when failures
resumed after a 31-month stretch with no failures) have occurred in smaller IDIs, the bulk of the
FDIC assessment base, and future premium collections, will come from IDIs of a size which have
not generated any losses for the DIF. It is quite possible, under the assessment system proposed in
the NPR, that IDIs with more than $50 billion in total assets will pay more than 69% of the total
DIF assessments. While there is some element of cross-subsidy within deposit insurance, from the
large to the small, the degree of cross-subsidy due to the assessment rates proposed in the two
NPRs is not defensible.

The following table' shows the distribution of the FDIC’s losses in failed IDIs for the 2007-
10 period relative to the distribution of the assessment base in 2011 by size of IDI, as estimated by
the FDIC — see lines 355 to 360 of the appended spreadsheet for the size distribution of DIF losses
in the 2007-10 period.

' The data in the this table as well as all other failed-bank data in this letter are derived from the appended spreadsheet
the writer of this letter has compiled for all banks which failed in the 2007-10 period at a loss to the FDIC. The data in
the spreadsheet was taken from FDIC news releases announcing bank closures and from bank call reports and thrift
financial reports. This data has also been summarized in various ways — see lines 332 to 418 of the appended
spreadsheet. Email the writer of this letter (bert@ely-co.com) to obtain a sortable Excel version of this spreadsheet by
reply email.




Portion 0of 2011

Bank asset size range % of FDIC losses assessment base
Less than §$1 billion (265 failures) 22.8% 10.9%
$1 billion to $10 billion (51 failures) 34.8% 10.4%
$10 billion to $25 billion (8 failures) 42.5% 6.3%>
$25 billion to $50 billion (0 failures) 0% 3.8%°
Over $50 billion (0 failures) 0% 68.6%

In sum, IDIs in the size range (less than $25 billion) which accounted for 100% of the
FDIC's losses in failed IDIs in recent years will account for less than 28% of the FDIC's 2011
assessment base and most likely less than 28% of total assessments paid to the FDIC. As the FDIC
notes approvingly in its Large Bank NPR (FR page 72612), the FDIA provides, in 12 U.S.C.
1817(b)(1)(D), for separate deposit-insurance assessment systems for large and small IDIs. Based
on the FDIC’s loss experience in recent years, smaller IDIs should be under a separate assessment
system which results in their paying much higher deposit-insurance assessments per dollar of
assessment base than larger IDIs would pay.

The NPRs fail to make the case for extrapolating small-bank failure data to large IDIs

The size distribution of failed IDIs relative to non-failed IDIs (as reflected in the
distribution of the assessment base by IDI size) is especially relevant given that the FDIC proposés
to extrapolate from data about small-IDI failures in determining risk factors for much larger
IDIs. That is the case because the FDIC has very limited data on larger failed IDIs because there
have been so few of them. The validity of this extrapolation is even more questionable when
extended to highly complex IDIs given the enormous difference between the size and complexity
of failed IDIs and highly complex IDIs.

In some cases, the FDIC has reached back to 2000 for data on which to base its predictive
factors (see for example in the Large NPR, FR page 72614, right column, and FR page 72620,
footnote 25), but only 29 small IDIs failed between 2000 and 2004; none failed in 2005 and
2006. Additionally, the assets of these 29 failures totaled to just $6.22 billion, not even the
equivalent of one "large" IDI in the FDIC's eyes. The largest and most costly of these 29 failures
was the 2001 closure of the notorious OTS-regulated thrift, Superior Bank (assets of $1.77 billion),
which a(3:counted for 39% ($305 million) of the $781 million loss the FDIC experienced in those 29
failures.

Worse, it appears that the FDIC has treated as failed IDIs institutions in which the
resolution did not cause a loss to the DIF, as is evident in footnote 33 in the Large Bank NPR (FR
page 72624), which states that "for the purpose of regression analysis, large institutions that
received significant government support or merged with another entity with government support"
were treated as failed institutions. The FDIC does not name these institutions nor provide the legal
justification for including them in the FDIC's failure analysis if they did not cause a loss to the DIF.

2 The writer of this letter estimated this division of the 2011 assessment based on September 30, 2010, call report data.

> On February 9, 2001, the writer of this letter wrote to Ellen Seidman, then Director of the OTS, warning her of
Superior’s insolvency; a copy of that letter was sent to Donna Tanoue, then Chairman of the FDIC. On July 27, 2001,
the OTS closed Superior. On October 16, 2001, the writer of this letter testified to the Senate Banking Committee
about the regulatory failings which led to Superior’s failure, as set forth in Senate hearing document 107-698.



The efficacy of the factors the FDIC used in developing its assessment formulae is further
open to challenge based on a statement in the Large Bank NPR at the bottom of the right column
on FR page 72629, which reads as follows:

Chart 2.1 below shows that the total score can reasonably differentiate IDIs
that failed after 2006. About the worst 12 percent of IDIs in terms of their
total score as of year-end 2006 accounted for more than two-thirds of failures
over the next three years.

This is an extremely damning admission, for this reason. There were 8,680 IDIs at the end
0f 2006; 12% of that number would be 1,042 IDIs. In the 2007-09 period (the period covered by
the FDIC analysis), there were 167 IDI failures; two-thirds of that number would be
111. Consequently, 111 of the worst 1,042 IDIs at the end of 2006 failed, which means that 931 of
the worst IDIs, or 89.3% of the worse IDIs did not fail. In effect, the FDIC's assessment
methodology, based on predicting which IDIs will fail, is itself a failure. For this reason alone, the
FDIC should go back to the drawing board and start from scratch in developing much better risk-
sensitive pricing formulae.

Interpolating the above-referenced Chart 2.1 (on FR page 72630), the one-third of the
failures not among the worst 12% of the IDIs at the end of 2006, were spread widely over the next
40% or so of the IDIs evaluated at the end of 2006. In effect, a significant portion of the IDIs
which failed in the 2007-09 period were not identified at the end of 2006 as among the worst IDIs.
Further, given that conditions were pretty good in the banking industry at the end of 2006 — there
had not been a bank failure in 18 months and there were only 50 IDIs (.56% of all IDIs at that time)
on the problem-bank list with total assets of just $8.3 billion (.07% of total industry assets) — it is
reasonable to challenge the FDIC’s contemporaneous ability to detect emerging banking problems
and therefore to properly price DIF assessments.

To assess its contemporaneous ability to detect potential IDI failures, and to set assessment
rates accordingly, the FDIC should publish data contrasting the two-thirds of failures in the 2007-
09 period among the worst IDIs at the end of 2006 with the one-third not among the worst IDIs.
That contrast will give bankers and others a better understanding of the myriad shortcomings in the
FDIC’s risk-assessment practices and techniques. A companion analysis would be to track the fate
of the 50 IDIs on the problem-bank list at the end of 2006 to see (1) how many of them later failed
and (2) the degree of overlap between those IDIs, the 167 IDIs which failed over the next three
years, and the worst IDIs at the end of 2006 that the FDIC recently identified. Any lack of overlap
among these IDIs may be due in part to the failure of the FDIC to reflect geography in its
determination of risk-based assessments, as the next section of this letter discusses.

The proposed regulation fails to take the geography of failed banks into account

The FDIC has failed to take geography into account in constructing its assessment
formulae. That is, the DIF’s loss experience for the 2007-10 period varied dramatically by the state
in which the IDI was chartered, which, in the case of smaller IDIs, usually is the state in which the
IDI experienced much, if not most, of the losses that sank it. This geographical data can be
summarized as follows and will be found on lines 414 to 418 of the appended spreadsheet:



% of FDIC % of US,PR  Loss per

States losses population capita

CA, FL, GA, IL (169 failures) 58.9% 25.2% $603
AL, NV, OH, PR, TX, WA (43 failures) 27.5% 17.4% $409
30 other states with failures (112 failures) 13.6% 51.2% $69
11 states + D.C. with no failures 0% 6.2% _-0-
United States + Puerto Rico 100.0% 100.0% $258

While the national per-capita loss for the 2007-10 period was $258, for the nine states plus
Puerto Rico with the greatest aggregate amount of loss, the loss per capita for that period was
$524; for the rest of the country, the per-capita loss was just $61. This difference in per-capita
losses is a stark indicator of the importance of geography in IDI failures and DIF losses.

Not only have the DIF's losses varied greatly geographically in recent years, as was the case
during the S&L crisis, but this data reinforce the value of a geographic dispersion of risks,
especially real-estate-related risks. Geographical risk dispersion is much more likely to be an
attribute of, and therefore a strength of; larger IDIs yet the FDIC assessment formulae provide
absolutely no recognition of, or more importantly, credit for geographical risk dispersion in the

premium assessment formulae it has proposed for large IDIs and highly complex institutions.

The FDIC’s proposed assessment formulae also completely ignore another geographical
factor that is especially important with regard the largest IDIs — their non-U.S. risk
exposures. Possibly one reason for the absence of that factor is that, to the best of this writer’s
knowledge, none of the 324 IDIs which have failed since 2007 had any meaningful non-U.S.
losses. Implicitly, the FDIC has extended to the non-U.S. assets of FDIC-insured institutions its
U.S. loss experience which in turn has varied greatly across the country. There is absolutely no
justification for the FDIC to have made such an assumption.

The FDIC has failed to provide the data on which it has based its proposed assessments

The Large Bank NPR presents copious results — values, scores, cutoff values, weights, etc.
— which are the product of extensive FDIC analyses of IDI data, results which purportedly
demonstrate the analytical soundness of its risk-based assessment scheme. However, the FDIC has
not provided public access to the data on which the results published in the NPR are based.
Consequently, it is not possible for an outsider to evaluate the logic, methodology, reasonableness,
or accuracy of those results. Instead, the FDIC is asking bankers and members of the public to take
these results on faith. Since the calculations from which the published results were derived
presumably are based on publicly available data, i.e., call reports, thrift financial reports, and other
public data, it should be feasible for the FDIC to post on its website the data on which it based its
calculations. Making the underlying data publicly available would permit independent verification
of the results on which the proposed assessment regulation in the NPRs is based.

The quantitative validity of the results the FDIC presents in the Large Bank NPR are highly
suspect given the numerous references in that NPR to the opinions of FDIC analysts as to the
relative riskiness of large IDIs. See, for example, “based on a consensus view of FDIC analysts”
(FR page 72613, right column); “The rank ordering for larg [sic] institutions as of the end of 2009
(based on a consensus view of staff analysts)” (FR page 72614, footnotel1); “The FDIC
believes . . .” (RF page 72618, right column); “This discretionary adjustment . . .” (FR page 72623,
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left column); “providing the FDIC with flexibility to give sufficient weight to the idiosyncratic
factors or other risk factors not included in the scorecard.” (FR page 72623, center column); or “the
FDIC’s view, based on its experience and judgment, of the proper rank ordering of risk (the expert
Jjudgment ranking)” (FR page 72624, right column).

FDIC staff may have devoted substantial effort to developing rank orderings of the
riskiness of large and highly complex IDIs, but those rank orderings are merely opinions untested
by actual failures which created a loss for the DIF. As noted above, the FDIA clearly limits the
FDIC’s risk-based assessment system to a system “based on the probability that the Deposit
Insurance Fund will incur a loss with respect to the institution.” The NPRs fail to adequately make
the case that the opinions of FDIC staff are sufficiently reliable predictors of a potential IDI failure
that will cause a loss to the DIF.

The proposed regulation fails to take the charter-type of failed banks into account

The type of charter of failed IDIs is another risk factor the FDIC has chosen to ignore. Of
the eight IDIs with over $10 billion in assets which have failed since 2007, five of them were OTS-
regulated thrifts while a sixth was a Puerto Rico bank — Westernbank. Only two of the failures —
Colonial Bank and United Commercial Bank in California — were what could be characterized as
even approximating a mainstream commercial bank.

Of the eleven failures since 2007 with losses over $1 billion, five of them, including the
two most expensive failures (IndyMac and BankUnited) were thrifts. Although OTS-regulated
thrifts account for only 13.3% of the failures by nose-count, they accounted for 37.8% ($30.1
billion) of the FDIC's $79.6 billion loss in failed IDIs since 2007 — see line 352 of the appended
spreadsheet. The recent years have been the S&L crisis redux.

The FDIC's overall loss experience since 2007 has varied greatly based on who the failed
IDI's primary federal regulator was. This holds true whether measuring the FDIC's loss as a
percentage of the failed IDI's assets or total deposits, as is evident in the following table, taken
from lines 346 to 353 of the appended spreadsheet.

Lossas a Lossasa
Regulator % of assets % of deposits
FDIC 24.28% 29.58%
OCC 16.73% 19.64%
Federal Reserve 22.30% 26.67%
OTS 28.44% 43.08%

The FDIC’s proposed assessment formulae give absolutely no recognition to an IDI's
primary federal regulator. It is clear from this data that on average OCC-regulated banks that failed
experienced a lower loss percentage than failed IDIs regulated by other agencies

The proposed regulation fails to calculate bank-by-bank assessments for the riskiest banks
The proposed regulation continues the FDIC’s long-standing practice of not calculating
(except for the unsecured debt and brokered-deposit adjustments) bank-by-bank risk-sensitive

premiums for IDIs with less than $10 billion in assets classified by the FDIC as riskier Category II,
111, and IV IDIs, yet these are the categories where failures are far more likely to
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occur. Accordingly, these are the IDIs where the FDIC's bank-by-bank assessment rates potentially
are the most likely to deter risky banking and the prospect of failure. If FDIC staff are at all
competent in identifying riskier IDIs, then most IDIs which failed in the 2007-10 period should
have been classified as Category I1, III, or IV institutions more than a few months before they were
closed. The FDIC should publish data as to its accuracy and timeliness in classifving as Category

1L, III, or IV IDIs those IDIs which later failed.

FDIC staff have stated to the writer on several occasions that the FDIC lacks the staff
resources to develop bank-by-bank assessment rates for every IDI in categories II, III, and IV. The
failure to do so represents an inexcusable misuse of FDIC resources, resources provided to the
FDIC by the banking industry. Based on Table IV-B in the FDIC’s Quarterly Banking Profile for
the third quarter of 2010, as of June 30, 2010, 28.8% of all IDIs, holding 39.2% of all domestic
deposits, were classified by the FDIC as Category II, II, or IV institutions. In effect, the FDIC has
elected to devote a disproportionately high amount of its risk-assessment resources to assessing
and pricing the failure risk of the strongest 70% of the banking industry, by nose count, rather than
concentrating those resources on the weakest 30%.

This misdirection of FDIC resources ignores a key reason for any form of risk-based
insurance pricing — to deter unwarranted and undercompensated risk-taking. The FDIC, in its
Large Bank NPR (FR page 72613), said as much when it stated that it “proposes revising the
assessment system applicable to large IDIs to better capture risk at the time an IDI assumes the
risk . ..” If anything, such a philosophy is more applicable to smaller IDIs since these are the IDIs
much more likely to fail, at a cost to the DIF.

Another purpose of a risk-based assessment system is to provide a financial incentive to an
IDI to reduce its probability of failure by increasing its equity-capital ratio, which has the effect of
raising its deposit-insurance deductible. In effect, a lower assessment rate pays for an increased
equity-capital ratio which reduces the probability of failure. The proposed regulation does not
provide that incentive for the riskiest IDIs because it does not provide for bank-by-bank risk
assessments for Category II, II1, and IV IDIs with less than $10 billion in assets.

The proposed brokered-deposit adjustment is indefensible.

For a minority of IDIs, the brokered-deposit adjustment of up to 10 basis points across the
entire assessment base is punitive for special-purpose banks, such as credit-card banks, which are
not using brokered deposits to grow rapidly, but are using brokered deposits as an alternative to
building expensive retail branch networks. The NPR provided no cost justification for the
magnitude of this adjustment or the manner in which it is applied nor any justification for imposing
a brokered-deposit adjustment on large and highly complex institutions but not on smaller IDIs
classified as Category I risks. Rapid growth, which does increase an IDI's risk of failure, should be
addressed directly in assessment formulae regardless of how that growth is funded.

The unsecured-debt adjustment is inappropriately limited to long-term, unsecured liabilities

The proposed regulation’s unsecured debt adjustment is limited to "long-term, unsecured
liabilities” yet the rationale for that adjustment — "greater amounts of long-term unsecured debt
provide a cushion that can reduce the cost to the DIF in the event of failure" — also applies to
liabilities other than insured deposits, including (1) domestic uninsured deposits, (2) all foreign-

* Assessment Base NPR, FR page 72586, footnote 8.



office deposits, and (3) short-term unsecured borrowings. The proposed regulation provides
absolutely no justification for these three exclusions from the unsecured debt adjustment.

The proposed regulation fails to take fraud into account as a cause of bank failure

The FDIC's assessment formulae do not factor in the degree to which fraud plays a much
larger role in the failure of small IDIs than large IDIs. Fraud can sink a small IDI overnight, but
has not been identified as a factor causing the failure of large IDIs. For example, one of the IDIs
which was closed on December 17, 2010, First Southern Bank, with $192 million of assets,
appears to have been the victim of an internal fraud, executed by the person who effectively
controlled the IDI, involving $22 million of bogus industrial development bonds. There are any
number of small IDI failures in recent years — Keystone, Oakwood, Platinum, to name a few —
where fraud was the underlying cause of the failure. Arguably large IDIs and highly complex IDIs
should get an assessment credit because they are much less likely to fail due to fraud.

In sum, the proposed regulation on which the FDIC has sought comment, through the two
NPRs, fails on many grounds. Consequently, the FDIC should withdraw the proposed assessment
scheme and start over, taking time to develop quantitatively valid assessment formulae which
recognize, sad as it may be, that DIF losses largely, if not entirely, result from the failure of
relatively small IDIs.

I have appreciated this opportunity to offer my comments on these two NPRs. FDIC staff
can call me, at 703-836-4101, if there is any aspect of this comment letter that they would like to
discuss.

Very truly yours,

pve—

Bert Ely

Attachment: Spreadsheet of failed-bank data
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