February 28, 2020

Via Electronic Mail

The Honorable Jerome Powell

Chairman

Board of Governors of the Federal Reserve System
20th Street & Constitution Avenue NW
Washington, DC 20551

The Honorable Jelena McWilliams
Chairman

Federal Deposit Insurance Corporation
550 17th Street NW

Washington, DC 20429

Chairmen Powell and McWilliams:

Thank you for requesting public input on the Uniform Financial Institution Ratings
Systems, better known by the CAMELS acronym, that governs how banks are rated by
regulators. | commended you both for asking important questions regarding the adequacy,
transparency, consistency, and quality of the current system’s performance. Financial
regulation is based on assumptions that the CAMELS system is high functioning, predictive,
responsive, and timely. Given the significant regulatory mistakes in the 2000s, exposed by the
Great Financial Crisis of 2007-2008, and the structural reforms undertaken to fix these
problems, now is an opportune time to critically examine the CAMELS system with shared goals
of increasing functionality, improving transparency, consistency, and accuracy of ratings within
and across financial institutions.

The proposal in this comment is simple: make public the composite CAMELS ratings for
all regulated insured depository institutions. This proposal may seem radical, given the
extremely confidential nature with which existing CAMEL ratings are treated. Until 1997 bank
regulators did not even disclose CAMELS ratings to the bank being rated! However, careful
analysis proves that today, for the largest financial institutions in America CAMELS ratings are
already made public, or more precisely negative CAMELS for only the largest institutions are
made public. That select institutions ratings would be made public, only at the lowest ratings,
creates a series of perverse incentives that hamper the effectiveness of the CAMELs system.

Making all institutions ratings public is one solution to level the playing field. It has many
other positive ramifications, which should be actively considered, debated, and in my opinion,


















financial regulators regarding the CAMELS ratings between financial institutions and regulators.
This experience made evident that CAMELS are ratings are inconsistent between financial
regulators and occasionally inconsistent within a given regulator. Individual CAMELS elements
are also highly subjective with significant flexibility given to examiners and less consistency and
formality applied that | had thought would be the case. The aggregate rating, an
understandably not well defined non-mathematical blend of the individual elements, is thus
itself subject to multiple levels of inconsistency. Making public the aggregate rating would
enhance pressure for consistency, while maintaining substantial examiner discretion at the
elemental level.

| served on the Treasury’s TARP Investment Committee where | had access to the
CAMEL reports, ratings, and analysis of a subset of financial institutions: those who had applied
for TARP capital and where the then four financial regulators disagreed upon the fundamental
health and viability of the financial institution. Put simply, at least one of the four regulators
thought the bank was not financially viable without receiving a TARP injection, and at least one
thought it was. In other words, they had fundamental disagreements about what the entity’s
overall CAMEL rating would have been for the subset of institutions likely to receive a 3,4, or 5
according to at least one regulator.

My tenure on the Committee began in the summer of 2009 when the investment
committee was reviewing mainly smaller financial institutions (generally $10 billion or less,
rarely over S50 billion according to my memory). | observed many financial institutions that
were similar but were treated differently by different regulators, both primary regulators and
secondary regulators or non-direct regulators. All were making judgements on the basis of
current data and had access to primary regulator reports. Seeing the differences between
financial institutions’ individual subsection CAMELS scores there was substantial variation not
explainable on the basis of hard data. It appeared a combination of examiner discretion and
agency culture. Further, in at least one instance, the examiner in charge substituted his
judgment for the objectives of the institution, over the objectives of the bank’s management
and ownership, providing a negative rating that was unjustified (in my opinion). Yet, for that
institution there was no recourse.

This unique experience witnessing multiple financial regulators openly debate
differences of opinion on the same institution, made clear that CAMELS ratings could
substantially benefit from greater consistency both across regulators and within regulators.
Primary examiners wield substantial discretion. That discretion may be merited and in fact
necessary given the idiosyncratic nature and differences between banks business models.
Similar aggregate data profiles do not necessarily justify similar CAMELS ratings when bank
specific factors are brought account. For example, high exposure to commercial real estate
(CRE) is a classic red flag for potential trouble for smaller financial institutions. However, loans
given to houses of worship and loans given to retail space are both classified as CRE, even if



their risk profiles substantially differ. Thus, there is logic and importance in providing flexibility
to examiners to modify ratings based on judgment.

Concluding Thoughts

Maximizing transparency while preserving optimal value from confidential supervisory
information are twin goals in financial regulatory policy. Inherent tension between the two is a
problem in determining the quantity and type of information released to the public, as well as
the timing of such information. Provide too much information too soon and risks of bank runs
increase. Provide too little too late and economic and market incentives fail to apply, causing
inefficient and risky behavior by financial institutions.

The existing system has through an underappreciated set of differing regimes created a
two-tiered regime subjecting the largest financial institutions to a different de-facto level of
CAMELS publicity than smaller institution. Regulators need to acknowledge this and appreciate
the distortions it creates. Compounding this is the lack of data and external information
available to depositors, creditors, market participants, academics, and others to conduct
meaningful research and make important economic decisions based on many of the important
guestions asked. From my unique but limited experience, heterogeneity in CAMELS ratings are
the norm and consistency are less common than appreciated.

What was once considered radical and unwise levels of transparency with monetary
policy decisions has become the norm. Similarly, a small step in making CAMELS ratings more
transparent was undertaken in the late 1990s with positive impacts. The Board and Corporation
are to be commended for asking these important questions and should have the courage to go
where the answers take them, even if it results in substantial changes. Given the experience of
the financial crisis and the substantial changes in regulation brought in its aftermath this is a
wise moment to consider how increased transparency into CAMELS ratings could enhance
regulation and efficiency and why such transparency should not be feared as it has been in the
past.

Submitted Respectfully,

Aaron Klein, Fellow, Economic Studies, and Policy Director of the Center for Regulation and
Markets, Brookings Institution, Washington, D.C.



