Promontory Interfinancial Networlk, LLC
1516 North Courthouse Road

Suite 1200

Arlington. Virginia 22201-2909

T 703-292-3400
April 3, 201% F 7035285700

www._promnefwaerk com

Board of Governors of the Federal Reserve System
20" Street & Constitution Avenue, Nl'W
Washington. D.C. 20551

Attention: Robert de V. Erierson, Secretany:

Re: Risk-Based Capital Guidelines: Implementation of Capital Requirements for
Global Systemicallly Important Bank Holding Companies (Docket No. R-1505;
RIN 7100 AE-1&)

Ladies and Gentlemen:

I am writing on behalf of Promontory Imterfinancial Network, LLC((‘F1/j)Ftotoomiment
on the proposal by the Board of Govemnors of the Eederal Reserve System to establish a risk-based capital
surcharge for the largest, most interconnected U.S.-based bank holding companies (the "Proposal™).Fodinete2.
Proposal builds on the internationall standard adopted by the Basel Committee on Banking Supervision,
but modifies it by including a "method 2. that, among other things, replaces the Basel Committes's
substitutability indicator with a short-term wholesale funding (*STH#’) score. Under method 2, other
things being equal, a higher STWE score results in a higher surcharge.Footnote3.

A principal component in calculating the STWE score for a calendar year is the daily
average of STWEF deposits during the previous calendar year. Although the STWE score reflects
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designated weightings for remainingnmaatmitiyy-otheiroposal applies the same weightings to all types of
unsecured (and often uninsured) wholesale funding provided by non-financial sector entities (" Unsecured
holleside Furdifigt]) and all types of brokered deposits and brokered sweep deposits provided by a retail
customer or counterpanty (“Retail Broiarec! Depazits).Footnotes.

PIN's comments in this letter respond to the Eederall Reserve's Question 30: “Should
brokered deposits and brokered sweep deposits provided by a retail customer or counterparty be excluded
from a GSIB s short-term wholesale funding amount?FodMetalso address the related question whether
fully-insured non-tetaiil reciprocal deposits should be excluded from the STWE amount. In PINTs view,
the Eederal Reserve should exclude from the STWE amount fully-insured reciprocal brokered dieposits,
whether or not from retail customers, and fully-insured retail brokered sweep deposits from retail
customers (“Insured Recifpooat/ and’ Rewil! Swestp Depusiigs).). At the very least, ifilnsured Reciprocal and
Retail Sweep Deposits are not excluded, the Federal Reserve should adjust their weightings to come

closer to reflecting their demonstrated stability.
Discussion.

The Proposal acknowledges that short-term wholesale funding normallly provides
benefits, but states that, during periods of stress, "reliance on short-term wholesale funding can leave
firms vulnerable to runs that undermine financial stability."Fodmsegking to address vulnerability to runs.
the Proposall treats all types of Unsecured Wholesale Eunding and all types of Retail Brokered Deposits as
if they all presented the same run risk. As the banking agencies have acknowledged, however, and as the
empirical evidence shows. Imsured Reciprocal and Retail Sweep Deposits are markedly different from,
and more stable than, other types ofideposits in the STWE amount, which includes deposits that arc
uninsured and deposits that otherwise lack the stability-promoting characteristics that Insured Reciprocal
and Retail Sweep Deposits display.
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By treating Insured Reciprocal and Retail Sweep Deposits as if they presented the same
run risk as uninsured STWE deposits, the Proposal assumes - contrary to the entire 82-year history of the
FDIC - that the presence of deposit insurance has no effect on vulnerability to runs. Indeed, the Proposal
expressly declares its indifference to the presence of deposit insurance, making the blanket statement that
Retail Brokered Deposits, which may or may not be insured, are volatile *notwithstanding the presence of
depositi nssnaaced-ootrihes Proposal also disregards the additional characteristics, such as (among others)
the relationship-based nature of reciprocal arrangements and the transactional nature of brokerage

accounts in sweep arrangements, that also make Insured Reciprocal and Retail Sweep Deposits stable.

Moreover, the Proposal’s approach not only lacks an empirical basis, but cannot be
squared with the final liquidity coverage ratio rule (the "LCHR Ruie’)) that the federal banking @gencies,
including the Federal Reserve, adopted just a few months before the Proposal was released.FodthetéCR
Rule establishes outflow rates for various types of liabilities that go to exactly the same point — concern
with am risk in times of stress - that the Proposal states it is designed to address.Fodimtke the Proposal.
however, the LCR Rule recognizes that run risks for all wholesale funding and all brokered deposits are
not the same. The LCR Rule therefore assigns different outflow rates to different types of dieposits
depending on, among other things, whether the deposits are insured, whether they arc wholesale or retail

deposits, and whether they are transactional, reciprocal, or sweep dieposits.

Whereas the LCR Rule assigns an outflow rate as high as 100% to some retail brokered
deposits.Foteotrittlow rate for insured retail reciprocal brokered deposits is 10%.Fotheoitflow rate for
insured retail brokered sweep deposits from affiliates is109%Foobmadetite outflow rate for insured retail
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brokered sweep deposits from non-affiliates is25W-ooffibebutflcow rates im the LER Ruie for uminsured
deposits of these same three types, which are significantly higher, indicate that the presence of insurance
alone reduces the run risk of otherwise identitatr! deposits by between 37.5% and 75%.FootieeRSopussil
completelly disregards this powerful effect of insurance on run risk, as well as the available data and the
other favorable substantive characteristics of Insured Reciprocal and Retail Sweep Deposits that, as the
LCR Rule also acknowledges, reduce the vulnerability of such deposits to runs.

Avaijbitde Datiar

Annex I and Annex 2 present data on a variety of aspects of the performance of deposits
arising, respectively, from PIN's CDARS and ICS services (as tlie primary examples of insured reciprocal
deposit services) and from PIN's IND service (as the primary example of an insured retail sweep service).
As reflected in Annexes ILand 2, deposits placed through such services demonstrate exceedingly high

levels of stability, even in times of stress.

Eirst, with respect to CDARS and ICS and referring to Annex 1

e Asshown in Figure I, CDARS reciprocal deposits display exceedingly high reimvestiment
rates, consistently and even in times of stress, for both retail and non-retail reciprocal
deposits. From Q1 2007 to Q4 2014, which included the most recent financial crisis in its
entirety, the quarterly CDARS reciprocal reinvestment rate averaged 81.0%. For 2014,
average reinvestment rates weie $8.0% for individuals, 87.72%6 for businesses, 73.9% for
public entities, and 87.0% for non-profits.

e Asshown in Figure 2. CDARS reciprocal deposits also display exceedingly high
reinvestment rates not only for CDARS reciprocal deposits with original terms of 91-180
days, which the Proposal weights at 10%, but also for those with original terms of up to
90 days, which the Proposal weights at 25-50%. Indeed, for January 2014 to March
2015, the average monthly CDARS reciprocal reinvestment rate for original terms of up
to 90 days was 89%, which was even higher than rate for original terms of 91-180 days.

As shown in Figure 3, CDARS reciprocal early withdrawall rates are extremely low for
both retail and non-retail reciprocal deposits. Erom Q1 2007 to Q4 2014, the CDARS
early withdrawmal rate averaged less than 1% of overall balances on a quarterly basis. For
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2014, average early withdrawal rates were 1L00% for individuals, 0.79% for businesses,
0.13% for public entities and 0.59% for non-profits.

As shown in Figure 4. CDARS reciprocal early withdrawal rates are also extremely low
for CDARS reciprocal deposits with remaining maturities of up to 90 days, as well as for
those with remaining maturities of 91-120 days. For January 2014 through March 2015,
the monthly early withdrawal rates for CDARS reciprocal deposits with remaining
maturities in these two cohorts both averaged less than 0.1% of balances for the cohort.

As shown in Figure 5. ICS reciprocal deposits are @lso extremely stable, as shown by
uniformly positive month-to-month balance changes for every month since imception,
even after early ramp-up growth. In 2014 and again in the first three months of 2015, the
average monthly change in ICS reciprocal deposits was +2.5%.

As shown in Figure 6. the ICS reciprocal account closure rate is consistently very low
across retail and wholesale customer classes and has always been lower than the ICS
account opening rate. For 2014, average closure rates were 2.7% for individuals. 1.7%
for businesses, 1L41% for public entities and 1.3% for non-profits, and the account opening
rate averaged 4.0%.

Second, with respect to IND and referring to Annex 2:

As shown in Figure IL IND sweep deposit balances have actually imcreased, rather than
having decreased, during crisis periods, reflecting customer perceptions of the safety of
fully-insured sweep deposits as compared to alternatives.

As shown in Figure 2, since January 2007. the percentage month-to-month change in
IND deposit balances, consistently and in times of stress, has been positive, without
material decline.

As shown in Figure 3, since January 2007, the percentage change in daily IND balances
has remained largely within +/- 0.5%, and the single largest daily outflow represented
only 11.3% of program balances.

Substantiine Chavacteristiics.

In the preamble to the LCR Rules, the Federal Reserve and other federal banking

agencies identified the key characteristic, in addition to insurance, that contributes to the stabilifty of fully-

insured reciprocal brokered deposits. The agencies observed: “Reciprocal brokered deposits generally

have been observed to be more stable than typical brokered deposits because each institution within the

deposit placement network typically has an established relationship with the retail customer or

counterpantty making the initial over-the-insurance-limiit deposit that necessitates placing the deposit
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through the network.FootiR¢eiprocal deposits are also more stable because the member of the network with
which the deposits originate (i.e., at which the customer has the initial account) sets the interest rate on
the funds it places with other network members.Fooksti& data cited above reflect, non-retaiil reciprocal
deposits just as clearly display the positive effects of these stability-promoting characteristics.

In the case of fully-insured retail brokered sweep deposits, key characteristics that

promote stability include, in addition to the presence of imsurance;

¢  The customer fundis swept to banks arise out of a relationship between a retail custiomer
and a financial institution - typically a broker-dealer at which the customer maintains a
brokerage account, likely to be a long-term relationship like the customer's relationship
with its bank and. also like bank relationships, in many cases including other services.

+ Brokerage accounts are inherently ‘transactiamal” There are typically multiple aspects to
the brokerage account relationship, including not only the use of the account for
securities transactions, but also its use for transactions such as direct deposit, bill pay, and
checking.

o The customer chooses the broker, and the broker sweeps the fundis to banks with which it
has contracted. In sweep programs such as IND, the broker identifies available banks
that are acceptable to the customer. The broker is contractually obligated to fulfill the
terms of its agreements with banks.

o The combination of small per account balances — which are fully insured - and the large
number of accounts and customers in each broker-dealers program contributes to the
extraordinary stability of funds swept by a broker to individual banks across time periods,
including during periods of stress.Footnotel8.

79 Fed. Reggat&169393. EndFoot not e.

SeeTheddfinitien of tlhat er nfreciprocal dgpasits” imSSecioaB322788Gy)o loftt TFEHT G R cedd ainens,

12 CFERR §3328@(q) (" cacleanbmbeoriandT lof hdiemetverts dit sihivedst enist 10 #e [fadepald anirbaamine anount

of fumiisiitplpcases it b atherchenkr nretieers. )" ) In inai projraiodt pdaiogh to gravgs atisat treinbeniber is

custonantily referred to ass hh&lalelitrorshi pdhsikbcbaasnabdibiahahlishis trblate ashopsv hvil tddtipaslepoesi t or

proviidingt Inefiunds. Banks st mecawe fumdis phhecedi biv oghhsschia progrgoaarar e fefred a0 he ‘aisiissuing

banks™ or " {lelesiation beatks" Funds ar egplacat] &t ddsstaumeic mbdakok sninenpustelbel tlethD KDbi@stiandar d

nExinmum dejpastl inssuasoceaaeunt (¢aurcertlly$33B0) 00k osththahd ey i He Desinsdraddedde HRIEEC s Fl ow
tlirough dieposiit 1nsamanceralbss. EndFoot not e.

The average per-ssmunt catnbahaceet hald sveygipis islathatlyayodestiestn-aveevee aberidg the téars/24G8 2008
to 220t for INRD apgporaxinge b B K2LO@00a{dio bgloie ceotmnanick ¢tehdantiaviesire easeisac tuscorte ] did gl ngs
of caghaanbithisiesergge amoddstly incrensesetbtapppproxiarel el 1 $00000 the thad @ftR6fl PO14)crésy alis dl
brokerr-cleallers, (hbecena appporoxnaatlsl § @ililldnaiepesos tord thi dteovd il lnnhl immhiv ot dashk esclovasisount s
for IINID & vearenih@2044.EndFootnote.



Page 7.

o Unlike traditional brokered deposits, customer funds arc being swept to banks for
convenience and FDIC insurance coverage, not to implement aretail customer's search
for yield. When customers arc searching for yield, they use the same brokerage accounts
involved to purchase securities.

Recommendditionn and Concliusiion

For the reasons stated in this letter, we urge the Federal Reserve to exclude Insured
Reciprocal and Retail Sweep Deposits from the STWF amount. If such deposits arc included at all,
weightings for them should be substantially reduced in keeping with the LCR Rule outflow rates and the
data discussed above.

The Proposal assigns weightings of 50% if the remaining maturity is 30 days or less, 25%
if the remaining maturity is 31 to 90 days, 0% if the remaining maturity is 91 to 180 days, and 0% if the
remaining maturity is 81 to 365 days.Fodvsdisussed above, however, the data show that Insured
Reciprocal and Retail Sweep Deposits with remaining maturities of 90 days or less or with no maturities,
which the Proposal weights at 25-50%, arc at least as stable as those with remaining maturities of 91 to
1180 days or more, which the Proposal weights at only 10%. Accordingly, if Insured Reciprocal and
Retail Sweep Deposits are included in the STWFE amount at all, their maximum weighting should be 10%.

even when they have remaining maturities of 90 days or less or no maturities.

On a number of occasions, most recently in connection with the LCR Rule, we and others
have provided documentation of the stahility of Insured Reciprocall and Retail Sweep Deposits.
Although, in our view, the evidence we have identified supports even more favorable treatment of such
deposits, the LCR Rule acknowledges that different types of wholesale and brokered deposits present
very different run risks, as reflected in the comparative outflow rates discussed above. The Federal

Reserve and other banking agencies should adhere to the LCR Rule's recognition of this fact.

Proceeding otherwise on the reflexive assumption that all wholesale or brokered deposits
are volatile, in addition to being unsupported by the evidence, would be counterproductive. If the final
rale includes Insured Reciprocall and Retail Sweep Deposits in the STWF amount, and especially if it
docs so with the same weightings as less stable types of deposits in that amount, the rule will create

competitive distortions rather than preventing them. Treating Insured Reciprocal and Retail Sweep

Supra note 4. endFoot not e.
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Thank you for consideration of our comments. Should you wish to discuss them further,

please contact the undersigned at (703) 292-3333 ((mjsculbsan@promnetwork.com).

Sincerely. Signed.

Mark P. Jacaibsom
President and Chief Executive Officer.
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DATA AND STATISTICAL TABLES FOR PROMONTORY'S RECIPROCAL SERVICES
(EDARS AND ICS)

1. CDARS reciprocal deposits display exceedingly high reinvestment rates, consistently
and even in times of stress, for both retail and non-retail reciprocal deposits.

Eigure 1 shows reinvestment rates for CDARS reciprocal deposits on a quarterly basis from Q1 2007 to
Q4 2014. Reinvestment rates for Iboth retail and wholesale customer classes were exceedingly high
throughout this period, which included the most recent financial crisis in its entirety. For the entire
period, the quarterly CDARS reciprocal reinvestment rate averaged 81.0%. For 2014, average
reinvestment rates were 88.0% for individuals, 87.7% for businesses, 73.9% for public entities and 87.0%
for non-profits.Footnotel.

Figure 1.

CDARS Reciprocal Quarterly Reinvestment Rate by Customer Class
2007 20114k aphi sdi scribedinthepreviousparagraph.
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2. CDARS reciprocal reinvestment rates are even higher for original maturities of up to 90
days than for original maturities of 91-180 days.Page2.

Figure 2 shows, for Januamy 2014 through March 2015, monthly reinvestment rates for CDARS reciprocal
deposits with original maturities of up to 90 days, which the Proposal weights at 25-50%. and for deposits
with original maturities of 91-180 days, which the Proposal weights at only 10%.FoAtisoteftected in Figure
2, the reciprocall deposits in the up-to-90 days cohort had even higher reinvestment rates, averaging 89%,
than those in the 91-180 days cohort, which averaged 81%.

Figure 2.

Moohtlily CDARS Retiiprocall Reimvestment Rates by Origimal Nigttori tyy
January 2014 - March22d16gr aphi sdi scri bedi nt hepr evi ouspar agr aph.

3. CDARS reciprocal early withdrawall rates are extremely low for both retail and non-
retail reciprocal deposits.

Figure 3 shows early withdrawall rates for CDARS reciprocal deposits on a quarterly basis from Q1 2007
to Q4 2014. Over that period, the CDARS reciprocal early withdrawal rate averaged less than 1% on a
quarterly basis. Early withdrawall rates throughout the period were extremely low across all customer
classes. For 2014, average early withdrawal rates were 1.00% for individuals, 0.79% for businesses,
0.13% for public entities and 0.59% for non-profits.

The CDARS reciprocal monthly reinvestment rate for a maturity cohont is (i) the maturing amount for deposits
with original maturities in the specified range that matured that month and were reinvested as a percentage of (ii) the
maturing amount for all deposits with original maturities in the specified range that matured that month.EndFootnote.



Figure3

CDARS Reciprocal Early Withdrawal Rate by Customer Class
2007 - 201 4yraphi sdiscribedinthepreviousparagraph.

4. CDARS reciprocal early withdrawal rates are well below 0.1% of the cohort both for
remaining maturities of 90 days or less and for remaining maturities of 91-180 days.Page3.

Eigure 4 shows, for January 2014 through March 2015, monthly early withdrawal rates for CDARS
reciprocall deposits with remaining maturities of up to 90 days and for those with remaining maturities of
91-180 days.Fodtsateflected in Figure 4, the deposits in both cohorts had monthly early withdrawal rates off
less than 0.1% of deposits in the cohort. The up-to-90 days cohort averaged a 0.07% monthly early
withdrawal rate, and the 91-180 days cohort averaged a 0.03% monthly early withdrawal rate.
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Figure4

Monthly CDARS Reciprocal Early Withdrawal Rates by Time to Maturity
January 2014 - March 2015gr aphisexplianedinthepr eviousandthefollowingpar agr ap!

In addition, in 431 weekly observations since 2007, the up-to-90 days and 91-180 days cohorts have
represented highly stable percentages of total CDARS reciprocal outstanding balances. The up-to-90
days cohort has represented an average of 45% of total CDARS reciprocal outstandings, with a standard
deviation of 3%, and the 91-180 days cohort has represented an average of 24% of total CDARS
reciprocall outstandings, with a standard deviation of 1%,

5. ICS reciprocal deposits are also highly stable, as shown by uniformly positive month-to-
month balance changes, even after early ramp-up growth.

Eigure 5 shows, for ICS reciprocal month-end balances, the average monthly change since inception of
the service. As shown in Figure 5, these balances have shown positive month-to-montth changes in every
month, even after the early ramp-up growth. In 2014 and again in the first three months of 2015, the
average monthly change in ICS reciprocal deposits was 2.5%.



Figure®

Monthly Percent Change in Total ICS Reciprocal Month-end Balances
September 2010 - March 2B E5gr aphisexplainedinthepr eviouspar agr aph.

6. The ICS reciprocal account closure rate is extremely low across retail and wholesale
customer classes and has always been lower than the account opening rate.Page5.

Eigure 6 shows the ICS reciprocal account opening and closure rates since the inception of the service.Footnote4.
For 2014, average closure rates were 2.7% for individuals, 1.7% for businesses, 1.4% for public entities,

and .3% for non-profits. Since imception, the monthly reciprocal account closure rate has always been

lower than the monthly reciprocal account opening rate, which in 2014 averaged 4.0%.
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Figure®

Comparison of ICS Reciprocal Account Open and Closure Rates
September 2010 - December220 #4graphi sdi scribedintheprevoi usparagraph.
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DATA AND STATISTICAL TABLES FOR HROMONTORY'S
RETAIL SWEEP SERVICE (IND))

1. IND balances by broker have steadily risen in value, without material decline.

Broker-dealer sweep deposits have provided a stable source of funding for decades. As shown in
Figure 1, IND balances since inception have shown consistent and sustained growth. IND currently
supports the sweeping of over $110 billion from broker-dealers into nearly 105 depositary institutions.Figurelshows
20 millon dollar to 120 million dollar range from March 2006 through December 2014.
Figurel

Total IND Balance by Broker-Dealergr aphisexplainedinthepreviouspar agraph.




2. During the 2007-2009 financial crisis, IND balances increased in 30 of the 36 months,
and the largest month-to-month decrease was less than 3%.page2.

Figure 2 below shows the results of a deposit change analysis examining month-to-momth changes in
retail customers’ IND deposits during and after the 2007-2009 financial crisis.Fo@theteltstanding balance
of deposits increased in 30 of the 36 months of the financial crisis, and when the outstanding halance
decreased at all, the decrease was minimal. The highest month-to-month outflow during that period,
2.6%, was significantly below the LCR’s 10% outflow rate for affiliated sweep deposits and far below the
LCR’s 25% outflow rate for unaffiliated sweep deposits.Footnote2.

Figure2

Percent Change in Total IND MonthiyBBtdaoeesr aphisexplainedinthepr eviouspar agr aph.
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3. IND balances show very low day-over-day volatility.Page3.

As shown in Eigure 3, since Januany 2007, the percentage change in dailly IND balances has remained
largely within +/- 0.5%, and the single largest daily outflow represented only 1.3% of program balances.Footnote3.

Figure 3

Percent Change in Total IND DailyBBidaneegr aphisexplainedinthepr eviousparagraph.

Daily outflows resulting from changes in program participation unrelated to run risk are excluded from Eigure 3
(but monthly outflows resulting from such changes are included in Figure 2).EndFootnote.



