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FDIC Commences Rulemaking Process to Review
Approach to Brokered Deposit Regulation

December 20, 2018

On December 18, 2018, the Federal Deposit Insurance Corporation (FDIC) issued an Advance
Notice of Proposed Rulemaking (ANPR) seeking comment on the regulatory approach to
brokered deposits and the interest rate caps applicable to banks that are less than well
capitalized.” The FDIC for some time has been exploring the extent to which the current
regulatory approach for brokered deposits requires reform. The ANPR’s indication that the
agency is “undertaking a comprehensive review” of the approach signals the start of an
extensive rulemaking process that should result in significant changes to the way brokered
deposits are identified and regulated. Comments must be submitted to the FDIC within 90 days
after the ANPR is published in the Federal Register.

Background

Brokered deposits, as simply defined in FDIC regulations, are deposits that are “obtained,
directly or indirectly, from or through the mediation or assistance of” a “deposit broker.” The term
“deposit broker” means, subject to certain important exceptions, (1) “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; and (2) an agent
or trustee who establishes a deposit account to facilitate a business arrangement with an
insured depository institution to use the proceeds of the account to fund a prearranged loan.”

The FDIC and other federal and state banking agencies historically have viewed brokered
deposits as presenting greater risk than non-brokered (i.e., core) deposits because brokered
deposits may (1) be used to facilitate a bank’s rapid growth and expansion into riskier asset
classes, (2) be associated with increased volatility due to the tendency of deposit brokers (and
customers of such brokers) to “chase” the highest rates by withdrawing and moving funds to
deposit products at different banks offering the higher rate at the time, and (3) have less
franchise value (i.e., value to prospective purchasers of a failed bank) than core deposits.?

Under section 29 of the Federal Deposit Insurance Act (FDI Act) and the FDIC’s regulations, a
bank that is less than well capitalized under regulatory capital standards is either prohibited from
accepting, renewing, or rolling over a brokered deposit or restricted from doing so if the bank

' FDIC, Advance Notice of Proposed Rulemaking Relating to Brokered Deposits, 12 C.F.R. Part 337, RIN
3064-AE94, available at https://www.fdic.gov/news/board/2018/2018-12-18-notice-sum-i-fr.pdf.

2 The ANPR acknowledges that “most institutions that use brokered and higher-rate deposits have done
so in a prudent manner and appropriately measure, monitor, and control risks associated with brokered
deposits.”
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has not applied for and received a waiver from the FDIC. Such a bank also is prohibited from
paying rates on deposits that significantly exceed rates paid in their normal market area or the
national rate established by the FDIC by regulation.

Prior Regulatory and Legislative Action

Although the ANPR represents the first opportunity for comprehensive reform of the regulatory
approach to brokered deposits, certain aspects of the approach have been the subject of limited
regulatory and legislative action over the past decade, including the following key actions:

Economic Growth, Regulatory Relief, and Consumer Protection Act, Pub. L. No. 115-174
(May 24, 2018) — Section 202 of the Act excludes “reciprocal deposits”—which are
deposits received by a bank through a deposit placement network with the same
maturity and in the same amount as deposits placed by the bank with other banks in the
network—from the brokered deposit restrictions in the FDI Act up to $5 billion or 20
percent of the bank’s total liabilities, whichever is less.® The FDIC issued a final rule
implementing section 202 concurrently with issuance of the ANPR.#

FDIC Identifying, Accepting, and Reporting Brokered Deposits: Frequently Asked
Questions (rev. July 14, 2016) — The FAQs collect and restate a number of existing
FDIC advisory opinions regarding brokered deposits and also provide new guidance in
certain areas of the regulatory approach. The FDIC initially issued the FAQs in January
2015 without public notice and comment and re-issued the FAQs after receiving
considerable informal input from the banking industry.

Dodd-Frank Act Study on Core Deposits and Brokered Deposits (July 8, 2011, updated
to reflect 2017 data in Appendix 2 in the ANPR) — The study was submitted to Congress
pursuant to section 1506 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act and shows that higher brokered deposit use is associated with higher
probability of bank failure and higher deposit insurance fund loss rates. The study also
serves as a helpful resource in restating and analyzing prior FDIC advisory opinions
regarding the applicability of the brokered deposit regulations to products such as sweep
deposits and prepaid products.

FDIC Deposit Insurance Assessment Rules (Feb. 25, 2011, May 20, 2016) — The FDIC
deposit insurance assessment rules generally increase the applicable deposit insurance
assessments paid by a bank if the bank’s levels of brokered deposits exceed a certain
threshold, provided that the bank’s supervisory ratings and capital ratios do not meet
certain criteria.

Identifying Brokered Deposits

Overall, identifying brokered deposits can be challenging because the definitions in the FDIC
regulation (12 C.F.R. § 337.6) are open-ended. The FDIC’s advisory opinions and FAQs provide
clarity with respect to certain specific products, but insufficient clarity for determining definitively

3 According to the ANPR, reciprocal deposits that are reported as brokered deposits fell from $48.5 billion
as of March 30, 2018, the last reporting quarter before the act took effect, to $17.1 billion as of June 30,
2018, the first reporting quarter after the Act took effect.

4 FDIC, Limited Exception for a Capped Amount of Reciprocal Deposits from Treatment as Brokered
Deposits, 12 C.F.R. Parts 327 and 337, RIN 3064-AE89, available at
https://www.fdic.gov/news/board/2018/2018-12-18-notice-sum-h-fr.pdf.
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the applicability of the rules to new products or other products not covered in the opinions or
FAQs.

Evaluating whether a deposit is a brokered deposit first entails an analysis of whether the
deposit was originated by an entity that is a deposit broker, and this analysis requires
consideration of a number of different factors, including remuneration paid to the relevant entity
and marketing conducted by the entity. If the entity is determined to be a deposit broker, the
further analysis is whether the entity is excluded from the definition of deposit broker under the
FDIC regulations. This analysis likewise may require consideration of a number of different
factors, some of which may overlap with the factors analyzed in the first step of the analysis,
particularly if the “primary purpose” exception is analyzed.> One of the byproducts of this multi-
factor approach is to introduce a level of subjectivity and, at times, inconsistency in the
identification of brokered deposits. This can have the effect of making it difficult to design
deposit products, including innovative and technology-driven deposit products that involve a
third-party fintech company, because the applicable regulatory regime may not be known with
certainty by the parties until after the product has been launched and examined by the bank’s
regulators. The rulemaking process initiated by the ANPR has the potential to address these
challenges.

The Advance Notice of Proposed Rulemaking

The FDIC’s ANPR broadly requests comment on a number of specific questions that are
intended to cover every aspect of the regulatory approach to brokered deposits. In addition to
these questions and other information about the historical use of and regulatory approach for
brokered deposits, the ANPR includes the following observations that may be of interest to
institutions:

Sweep Accounts — As of September 30, 2018, 28 insured depository institutions have
indicated to the FDIC that they receive funds swept from an affiliate broker-dealer under
conditions that qualify the affiliate for the primary purpose exception to the definition of
broker-dealer. The average amount of funds swept from the affiliated broker-dealers in
September 2018 was $724 billion.

Advancements in Technology — Questions to the FDIC about whether an entity is a
deposit broker have been related recently to “advancements in technology, and new
business practices and products that [insured depository institutions] might utilize to offer
services to customers and also to gather deposits.” The ANPR notes that “the inherent
challenge often is to distinguish between third party service providers to the [insured
depository institution] and third parties that are engaged in the business of placing or
facilitating the placement of deposits, albeit using updated technology.”

Factors Relevant to Definition of Deposit Broker — The FDIC staff reviews deposit
arrangements on a case-by-case basis to determine whether an entity is a deposit
broker, including the following factors: (1) whether the entity receives fees from the bank
that are based (in whole or in part) on the amount of deposits or the number of deposit
accounts, (2) whether any such fees can be justified as compensation for administrative
services or other work performed by the entity for the bank, (3) whether the entity’s

5 Under this exception, an entity is not a deposit broker if the entity is “an agent or nominee whose
primary purpose is not the placement of funds with depository institutions.” 12 C.F.R. § 337.6(a)(5)(i)(I).
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activities are directed at the general public versus customers or members of an affinity
group, (4) whether there is a formal or contractual agreement between the bank and the
entity, and (5) whether the entity is given access to the depositor’s account or will
continue to be involved in the depositor’s relationship with the bank.

Insured Depository Institution Exception — The FDI Act provides an exception to the
definition of deposit broker for a bank itself with respect to funds placed with that bank,
but this exception traditionally has not been applied to bank subsidiaries or other
affiliates.

Employee Exception — The FDI Act similarly provides an exception to the definition of
deposit broker for an employee of the bank, with the term “employee” being defined
narrowly and not always covering employees who may have some form of contractual
relationship with an affiliate or non-affiliate.

Pension or Other Employee Benefit Plans — The FDI Act provides an exception from the
definition of deposit broker for trustees of pension and other employee benefit plans with
respect to funds in the plan, and administrators or investment advisors provided that the
person is performing managerial functions with respect to the plan. Individual Retirement
Accounts (IRAs), 529 savings plans, and Health Savings Accounts (HSAs) are not
expressly covered by this exception but may be covered by the exception for trust
departments if a bank’s trust department serves as trustee or custodian for such a plan
and the trust has not been established for the primary purpose of placing funds with
banks.

Primary Purpose Exception — This exception has received the most attention from banks
and the FDIC staff because of its potentially broad reach. In analyzing the applicability of
the exception, the FDIC staff generally has considered whether placing or facilitating the
placement of deposits is for a substantial purpose other than deposit insurance or a
deposit-placement service—in other words, whether placing or facilitating the placement
of deposits is incidental to some other purpose. In making this determination, the staff
reviews the intent of the entity when acting as agent or nominee vis-a-vis the deposits
and other factors that indicate the entity is incentivized to place or facilitate the
placement of deposits with the bank. Factors include the existence and structure of fee
arrangements and any programmatic relationship between the bank and the entity (note,
these factors also are relevant to whether the entity is a deposit broker, see above). This
review involves an analysis of the underlying agreements between the bank and entity
and, in our experience, related marketing materials and other customer communications.
The staff does not rely exclusively on the entity’s business purpose and has not
considered the size of the entity or amount or percentage of revenue generated by the
deposit placement activity.®

Deposit Listing Services — The ANPR restates the criteria analyzed to determine
whether a service that lists available bank deposit products (including terms and rates) is
a deposit broker. In general, a listing service will not be a deposit broker if (1) the person
or entity providing the listing service is compensated solely by means of subscription
fees and/or listing fees, (2) the fees paid by banks to list products with the service are

6 The ANPR also references FDIC Advisory Opinion 05-02 (Feb. 3, 2005), which analyzes the primary
purpose exception in the context of sweep programs and establishes criteria for the exception to apply to
such programs.
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flat fees, (3) the listing service performs no services in exchange for these fees except
the gathering and transmission of information concerning the availability of deposits
and/or the transmission of messages between depositors and banks, and (4) the listing
service is not involved in placing deposits but rather all funds are remitted directly by the
depositor to the bank. The listing service may not, in publishing or displaying information
or transmitting messages to depositors, attempt to steer depositors or their funds to
particular banks. The FDIC staff has learned of listing services that offer other services,
including offering advice to banks on liability and funds management and regulatory
compliance screening, sending customer information directly to the banks listing
deposits with the service, charging a fee to banks based on asset-size, and displaying
the deposit products for “featured” or “preferred” banks at the top of the listing. The
ANPR questions whether these other services may amount to steering that would be
inconsistent with the criteria.

Accounting and Related Software Products — The FDIC staff has evaluated whether
companies that place deposits at one bank or a group of banks through accounting or
related software are deposit brokers and concluded that these companies are deposit
brokers (and not eligible for the primary purpose exception) because (1) the offering of
this software is not a sufficiently distinct purpose from providing access to a deposit
account with core banking functions (e.g., daily cash management) and (2) these
arrangements often have involved a volume-based fee being paid by the bank(s) to the
company. The fee is (in the staff's view) an incentive for the company to place deposits
at preferred banks.

Prepaid Cards — Likewise, the FDIC staff has declined to apply the primary purpose
exception to prepaid card companies that sell prepaid cards to the public and deposit the
sale proceeds into a custodial deposit account with the bank. While the payment
functionality of the prepaid card technically is different from the functionality of the
deposit account, the staff has not viewed this difference as being sufficient for the
primary purpose exception—that is, making payment services available through the
prepaid card is not sufficiently distinct from providing access to a deposit account since a
deposit account typically provides such features.

Software Applications for Personal Use — Certain software applications enable
customers to link their bank accounts in order to assist with personal finance planning,
bill payment, and opening new accounts. The application may aggregate information
across customers, analyze this information, and make the aggregated information
available to banks to target customers with deposit products. The application may assist
banks with targeting advertisements to these customers and facilitate the customers’
opening accounts with the banks. In certain circumstances, the application provider may
receive compensation based on the referral. The ANPR does not express a view of
whether these providers are deposit brokers but implies that they would be under the
current regulatory approach.”

In terms of requests for comments, the FDIC’s ANPR seeks comment on “all aspects of its
regulatory approach to brokered deposits and interest rate restrictions, and in particular the
following [questions].”

7 The ANPR also offers observations on the maximum interest rate restrictions that are not summarized in
this client alert.
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1.

Are there ways the FDIC can improve its implementation of Section 29 of the FDI Act
while continuing to protect the safety and soundness of the banking system? If so, how?

Brokered deposits:

2.

Are there types of deposits that are currently considered brokered that should not be
considered brokered? If so, please explain why.

Are there types of deposits that are currently not considered brokered that should be
considered brokered? If so, please explain why.

Are there specific changes that have occurred in the financial services industry since the
brokered deposits regulation was adopted that the FDIC should be cognizant of as it
reviews the regulation? If so, please explain.

Do institutions currently have sufficient clarity regarding who is or is not a deposit broker
and what is or is not a brokered deposit? Are there ways the FDIC can provide additional
clarity through updates to the brokered deposits regulation, consistent with the statute
and the policy considerations described above?

Are there areas where changes might be warranted but could not be effectuated under
the current statute? Are there any statutory changes that warrant consideration from
Congress?

Should the FDIC make changes to the Call Report instructions so that the agency can
gather more granular information about types of brokered deposits?

In general, the FDIC welcomes any additional data or market information related to
brokered deposits, particularly related to those types of brokered deposits that are not
specifically reported by institutions in their Call Reports (e.g., Master Certificates of
Deposits held in the name of DTC and deposits placed through unaffiliated sweep
programs).

Interest rate restrictions:

9.

10.

11.

12.

13.

14.

Are there alternatives that the FDIC should consider in addressing Section 29’s interest
rate restrictions for less than well capitalized institutions?

Should the methodology used to calculate the “national rate” be changed? If so, how?

Should there remain a presumption that the prevailing rate in any “market area” is the
national rate? If not, how should the FDIC define the “normal market area™?

Should the amount of the rate cap, currently 75 basis points over either the national rate
or the prevailing market rate, be revised? If so, how?

How should deposits with promotional or special features be treated with respect to the
national rate or the prevailing market rate?

How should the rates offered by internet-based or electronic commerce-based
institutions be calculated?
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If you have any questions concerning the material discussed in this document, please contact the
following members of our Financial Services practice:

Michael Nonaka
Stuart Stock
Karen Solomon
Dwight Smith
Randy Benjenk
Jenny Konko

+1 202 662 5727
+1 202 662 5384
+1 202 662 5489
+1 202 662 5329
+1 202 662 5041
+1 202 662 5025

mnonaka@cov.com
sstock@cov.com
ksolomon@cov.com

dsmith@cov.com
rbenjenk@cov.com
jkonko@cov.com

This information is not intended as legal advice. Readers should seek specific legal advice before acting with regard
to the subjects mentioned herein.

Covington & Burling LLP, an international law firm, provides corporate, litigation and regulatory expertise to enable
clients to achieve their goals. This communication is intended to bring relevant developments to our clients and other
interested colleagues. Please send an email to unsubscribe@cov.com if you do not wish to receive future emails or
electronic alerts.
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