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Key Themes

* Since 1993, the FDIC has continued to refine its risk-based methodology used to assign
deposit insurance assessment rates to insured depository institutions

* The current framework could be further enhanced along several dimensions to better align
de_po§|’? insurance assessments for the riskiest institutions based on a set of design
principles.

* Principle 1: Integration between the twin theories of bank failure; insolvency risk (weak
fundamentals) and run risk would better reflect the drivers of bank failure in assessment rates

* Principle 2: Inherent nonlinearity between bank risk and failure should be captured more directly in
the deposit assessment process

* Principle 3: Deposit assessment rates should recognize impacts of extranormal growth on bank risk

* Principle 4: Risk management deficiencies should be more directly captured in the deposit assessment
rate process

* Principle 5: Overall capital position and not just leverage ratio should be captured

. Prinlciple 6: Assessment rate methodology should be transparent and relatively easy for banks to
implement.

* Principle 7: Assessment rate methodology should strive for consistency across the industry with some
variation as required.

* Principle 8: Assessment rates should be based on forward-looking risk factors as much as possible and
incorporate key risk drivers.
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Internal and External Forces Determining Bank Failure

* While the drivers of bank Flgure 1
failure are multifaceted and
have been statistically analyzed
for years, including by the
FDIC, a more structured
representation shown in Figure
1 can inform the design of
future deposit risk-based
pricing frameworks
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Current State of Deposit Assessment Rate Process

Bank Type
Risk Factors Small Large | Highly Complex
CAMELS (Composite + Individual Components) X X X

Ability to withstand asset-related stress

e The FDIC uses three scorecards S I

Concentration Risk
Growth-adjusted Portfolio Concentration X

featuring various risk factors to e x
determine a bank’s deposit e e oo Tt st x

Credit Quality Measure

a SSe SS m e nt rate’- Criticized & Classified Items § "

Underperforming Assets

X X X X

>

Market Risk Measure

[ J Sma” banks (i.e.’ <S10 bi”ion in Trading Revenue Volatility X

Level 3Trading Assets X
Market Risk Capital X

a S S et S ) ) Ability to withstand funding-related stress
Core Deposits/Total Liabilities X X

—_ 11; M Balance Sheet Liquidity Ratio X X
¢ La rge ba n ks (>_$ 10 bl I I IO n I n Average Short-term Funding/Average Total Assets X
Financial Ratios
a SsetS) NetIncome before Taxes /Total Assets
Nonperforming Loans and Leases/Gross Assets
. OREO/Gross Assets
. H Igh Iy CO m p I eX ba n ks Brokered Deposit Ratio
Loan Mix Index
1-year Asset Growth Rate
Adjustments
Unsecured Debt Adjustment
Depository Institution Debt Adjustment
Brokered Deposit Adjustment X X X

X X X X X X

< X
< X
x X
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Current State of Deposit Assessment Rate Process

The scorecards for large and highIY complex banks are a bit Risk Factors Large Highly Complex
different from those used by small banks. CAMELS (Composite + Individual Components) 30% 30%
The base assessment rate before adjustments is determined as — :
the product of the total performance score and loss severity Ability to withstand asset-related stress 50% 50%
factor. Tier 1 Leverage 10% 10%
. . .. i 1 0 0
Three primary factors are used in determining assessment Concentration Risk . , 35% 35%
* Composite CAMELS rating (weight of 30%); ggher;r;k Afsets c X §
* Factors that reflect the bank’s ability to withstand asset-related rgest Counterparty Exposure
stress (weight of 50%) and Top 20 Counterparty Exposure X
* Factors reflecting the bank’s ability to withstand funding-related Core Earnings/Average Quarter-end Total Assets 20% 20%
stress (weight of 20%). Credit Quality Measure 35% 25-35%
Loss severity is determined as the ratio of potential loss to total Griticized & Classified Items X X
domestic deposits. Underperforming Assets X X
The total f . ffectivel fth Market Risk Measure 0% 0-10%
T oL periopmance seore s effectively 2 prosy of the
) Level 3Trading Assets 20%
Key question: How effective are these scorecards at reflecting Market Risk Capital 20%
]'Eh_(le rlsl_gmess of banks such as SVB or WaMu well in advance of Ability to withstand funding-related stress 20% 20%
allure: Core Deposits/Total Liabilities 60% 50%
Balance Sheet Liquidity Ratio 40% 30%
Average Short-term Funding/Average Total Assets 20%
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Current State of Deposit Assessment Rate Process

* Some issues with the current pricing methodology center around

* Degree of complexity and transparency in the pricing methodology, (e.g., reliance
on statistical model of bank failure for small bank scorecard),

* Underrepresentation of key risks (e.g., interest rate/market risk, uninsured
deposits),
e Overrepresentation of other risk factors, (e.g., CAMELS) and

* Degree of linearity assumed in pricing by risk factor (e.g., impact of specific risk
types such as credit)
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Potential Future State Considerations: Integrate
Theories of Bank Failure into Deposit Assessment Rate Process

* Current deposit assessment rate methodology largely reflects the
insolvency (weak fundamentals) theory of bank failure.

* Risk factors indicative of a bank’s ability to withstand funding related
stress appear only in the large and highly complex bank scorecards and
underrepresent known run risk factors such as uninsured deposit
concentrations

* However, academic research such as that conducted by Morris and Shin
present a compelling case that the weak fundamentals and bank run
models together provide a better explanation for bank failure than
either model on its own

rhsmith.umd.edu/serc



Potential Future State Considerations: Integrate
Theories of Bank Failure into Deposit Assessment Rate Process

* As noted by Correia et al., “Moreover, dynamic interactions between
solvency and funding can amplify distress: declining solvency may trigger

deposit outflows and rising funding costs, which in turn further weaken
solvency.”

* This amplification effect was clearly evidenced in the 2023 bank failures
and exacerbated by high uninsured deposit concentrations and digital
banking and social media effects.

* The current deposit assessment framework does not adequately capture

this potential amplification effect between run risk, bank fundamentals
and failure.

rhsmith.umd.edu/serc



Potential Future State Considerations: Integrate
Theories of Bank Failure into Deposit Assessment Rate Process

e Enhancement to the current risk- Figure 2
based framework could consider Market/IRR/Credit Risk
using a methodology for determining
the likelihood of failure based on a
dual scoring of liquidity risk and bank
fundamentals. Tier 1

* This could be implemented in a
simplified way using a nxm matrix as
illustrated in Figure 2 where base
assessment rates Z, would be
established based on risk factors
representing each major risk type Tier 4
andZ,>72,>7,>7,

Tier 1 Tier 2 Tier 3 Tier4

Liquidity Risk

z2 Z3

Tier 2

Tier 3
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Potential Future State Considerations:
Capture Nonlinearities in Deposit Assessment Rates

* FDIC’s current scoring approach for large and Figure 3
highly complex banks accounts is linear but
the translation from score to rate imposes
some nonlinearity of risk factors

* However, capturing the degree of
nonlinearity might be improved both in
terms of transparency and operational ease
by using a distributional approach and the
matrix approach highlighted in Figure 3.

* Scores for specific risk factors could be base
on thresholds mapped into deviations away |
from the mean for peers Iookin% back over ] / >+o\
time (e.g., net charge offs/total loans > x%) |
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Potential Future State Considerations:
Capturing Risk Amplifiers — adjustments to base assessment rates

1. Extranormal growth - Excessive growth can amplify a bank’s riskiness in a
number of ways.
* First, a bank’s risk infrastructure may not be able to effectively handle a sharp increase in
assets.

e Second, to achieve such growth a bank may rely on expanding its risk appetite as was the
case for Washington Mutual when it strayed into nontraditional and subprime mortgage
lending prior to 2008.

* Third, fast growth could increase the funding risk at the bank by putting pressure on it to rely
more on noncore sources of funding.

* Abnormal growth therefore could amplify both components of bank failure risk; insolvency
and run risk.
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Potential Future State Considerations:
Capturing Risk Amplifiers — adjustments to base assessment rates

2. Risk Deficiencies - Risk management deficiencies reflect fundamental weaknesses in
critical governance, controls and processes used to manage bank risk across the
enterprise.

e Bank failures almost always point back to some significant breakdown in risk
management and governance

e Risk management is captured in CAMELS which is used as a major rating factor for
deposit assessment rates by FDIC across each component and especially the M, for
management quality.

e Currently, the weight assigned to CAMELS in all three scorecards is 30 percent.

 CAMELS ratings, however, may not at times be an accurate depiction of a bank’s
underlying risk profile or effectiveness of risk management, especially as a bank’s
position worsens.

* Alternative measures that may yield more specific insight into a bank’s risk deficiencies
include MRAs and MRIAs.
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Potential Future State Considerations:
Capturing Risk Amplifiers — adjustments to base assessment rates

3. Capital - The current assessment rate framework accounts for a bank’s Tier 1
leverage ratio.

* Alternatively, a more complete picture of the bank’s capital position is provided
by its overall regulatory capital rating which is based on the bank’s leverage and
risk-based ratios.

* |n the past the leverage ratio has been a binding constraint for many banks as
part of the reform to bank regulatory capital following the 2008 financial crisis.

* Replacing or augmenting the leverage ratio then with a bank’s CET1 risk-based
capital ratio or other risk-based capital ratios would provide a broader view of a
bank’s regulatory capital position for determining assessment rates
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Potential Future State Considerations:
Enhancing Consistency and Transparency

* In theory, the failure of a small or large bank rests on the same risk drivers, i.e.,
fundamentals (e.g., market/interest rate, credit, operational risk) and liquidity risk.

* Consequently, as enhancements are made to the current risk-based pricing methodology,
working to maintain broad consistency in assigning assessment rates across banks is a
desirable feature.

* At the same time, there are notable differences between small and large banks that may be
worth reflecting in the scoring framework.

* For example, highly complex banks with trading activities should have market risk factors

gcch)<unted for in determining their assessment rates that would not be required for small
anks.

* Moreover, the overall structure of the matrix plus risk amplifiers apBroach to deposit
t

assessments could still be used by all bank types but with different base assessment rates
and factors.

. AIIowinF some adjustments to assessment rates and risk factors based on bank type would
be largely consistent with the approach FDIC uses today.
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Potential Future State Considerations:
Other adjustments

* Other adjustments could be made to base assessment rates including those
for unsecured debt and depository debt.

 However, the current deposit insurance framework should consider
whether to eliminate the unsecured debt adjustment for large banks via
further examination of this component in the determination of loss

severity.

* Moreover, consideration of a systemic risk charge for the largest banks
provides a mechanism for connecting the SRE to deposit assessment rates.
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Summary and Takeaways

* On balance, the current deposit assessment framework enables FDIC to differentiate
assessment rates between banks based on certain risk factors, however, significant
enhancements could be incorporated going forward.

* The current framework lacks a certain cohesion in representing the twin theories of
bank failure in determining deposit assessment rates.

* Another potential enhancement to the framework would be to recognize the
nonlinear impact of risk factors on bank failure.

* This is not captured very well in the current deposit assessment rate framework and
whether it is failures from 2008, 2023 or another time period, banks that fail are
notably different in some aspects of their risk profile from other banks.

* Further enhancement of the deposit assessment framework should incorporate risk
amplifier adjustments for excessive growth, risk management deficiencies andrisk-
based capital.
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Summary and Takeaways

e Other features of the current scorecard, including loss severity should be
retained and possibly enhanced as well, however, greater alignment in the
methodology across small, large and highly complex banks should be
considered.

e Some variation in assessment rates and risk factors could conceivably be
accommodated within a more uniform scoring methodology. This would
reduce complexity of the methodology.

* Leveraging a matrix-based approach augmented with relevant risk amplifier
and other adjustments would place the deposit assessment rate methodology
on a more solid theoretical foundation, while better differentiating the riskiest
institutions from others and becoming more transparent and easier to
implement.
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nonacademic articles on banking industry topics. Dr. Rossi is frequently quoted on financial policy issues in major newspapers and has
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