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comprehensive and uniform fashion an institution’s financial condition, compliance with laws and regulations and
overall operating soundness”; and (i) “to help identify those institutions whose financial, operating or compliance
weaknesses require special supervisory attention and/or warrant a higher than normal degree of supervisory
concern.” Similarly, the Federal Register notice accompanying the 1996 changes to the UFIRS describes the rating
system as an “internal supervisory tool for evaluating the soundness of financial institutions.”

Crucially, the UFIRS as designed circa 1979 and 1996 was not self-enforcing: that is, a poor CAMELS
rating had no substantive legal consequence or effect on the bank.™® To the extent an agency wished to compel the
bank to redress an identified deficiency, it was required to issue an order under section 8 of the FDI Act upon
determining that such deficiency constituted an unsafe or unsound banking practice or violation of law.™* Given its
self-described purpose and lack of legal effect, it is not surprising that the 1979 framework was issued as guidance,
without notice and comment.

The UFIRS’s original function as a nonbinding supervisory tool is important because it meant that the
agencies appropriately could — and actually did — design the UFIRS as a series of component ratings that were each
subjectively determined, and then subjectively combined into a composite rating. This system, which would have
been legally deficient if it had been a binding regulation with penalties attached, was, as a self-described “internal
supervisory tool,” unremarkable. And, of course, its approach was fully consistent with the statutory mandate under
which the FFIEC first developed the UFIRS - that is, to prescribe “principles and standards.” For this same reason,
an institution’s ability to seek review or appeal of an assigned CAMELS rating was also less important, as no
substantive consequence attached.

As described below, however, the purpose, function, and consequences of UFIRS ratings have since shifted
dramatically. A CAMELS rating now is self-enforcing, with dramatic and automatic consequences for the bank and
its parent holding company, yet the evaluation criteria have remained largely static and subjective, resulting in a
framework that is neither fit for purpose nor objective in practice.

B. The consequences of a CAMELS rating have become significant and legally binding.

The consequences of a CAMELS rating under the UFIRS have changed dramatically due to intervening
legal and regulatory developments occurring since 1979, and in particular the enactment of the Gramm-Leach-Bliley
Actin 1999.

First, that law created a new “financial holding company” (FHC) construct, and stated that no firm could
qualify for FHC status unless, /nfer alia, all of its depository institution subsidiaries remain “well managed,” which in
turn was defined as maintaining both (i) “a CAMELS composite rating of 1 or 2" and (ii) “at least a satisfactory rating
for management, if such rating is given.”*

& /d at 23.

® 1996 Statement at 67024-25. It went on to note that the UFIRS is used to ensure that “supervisory attention is appropriately
focused on the financial institutions exhibiting financial and operational weaknesses or adverse trends . . . . The UFIRS also serves
as a useful vehicle for identifying problem or deteriorating financial institutions, as well as for categorizing institutions with
deficiencies in particular component areas. Further, the rating system assists Congress in following safety and soundness trends
and in assessing the aggregate strength and soundness of the financial industry. As such, the UFIRS assists the agencies in
fulfilling their collective mission of maintaining stability and public confidence in the nation’s financial system.” /d. at 67025.

10 Certain procedural consequences to a poor CAMELS rating have emerged since 1979. Seeinfra n. 20.

n See12 U.S.C. § 1818. Subsequently, in 1991, Congress established the Prompt Corrective Action framework of section 38 of the
FDI Act to provide the agencies with additional tools to address capital deficiencies and other safety and soundness concerns. In
1999, Congress established a mechanism under section 39 of the FDI Act for the issuance of orders to redress specific safety and
soundness deficiencies.

2 See 12 U.S.C. §§ 1843(); 1841(0)(9). Similarly, the Gramm-Leach-Bliley Act also introduced the “financial subsidiary” construct,
and provided that a less than satisfactory rating may also impact the ability of a national bank to conduct financial activities through
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they presumably serve to ensure that the organization has the ability to operate its depository institution subsidiaries
in a safe and sound manner, so as to ensure their financial condition.

Thus, we propose that the agencies adopt by rule an explicit purpose for the UFIRS composite rating, and
thus an implicit purpose for each of its component ratings: gauging the financial condition of the bank, and in
particular the likelihood that it will fail at a cost to its creditors or insurer, or require significant financial support from
its holding company to avoid doing so.

Notably, this purpose is consistent with the existing choice of components under the UFIRS regime; indeed,
any third-party analyst assessing the financial condition of a bank would focus foremost on capital, asset quality,
earnings, liquidity and sensitivity to market risk, including interest rate risk, as well as management capacity insofar
as it specifically impacts those measures. Thus, for purposes of reforming the UFIRS, there is no reason to revisit
those components as a categorical matter. But what /s necessary, for several reasons, is to revisit and revise how
each of those components, as well as the composite rating, is evaluated and measured.

> First, doing so will better align those components with the framework’s current functions and purposes.

» Second, the severe and automatic consequences of a CAMELS rating of 3 or below argue for a more
objective standard — in particular, one that a bank can know whether it is meeting and against which it
can appeal an adverse determination, whether to the agency issuing the rating or a court.

» Third, as a policy matter, the UFIRS can and should reflect the numerous changes to regulation since
1996, which have profoundly changed how banks are evaluated by investors and regulators — but not in
the context of CAMELS ratings.

B. Changes to the “Capital” component

The current UFIRS was adopted prior to a wide range of comprehensive capital adequacy requirements,
including:

» the development of the Basel | Accord in 1988, Basel Il framework in 1999, and Basel Ill framework in
2010, which each resulted in the development of increasingly sophisticated, granular, and stringent
capital adequacy regulations, including the definitions of (and deductions from) regulatory capital, the
standardized and advanced approaches for calculating risk-weighted assets, operational risk capital,
market risk capital, the conservation capital buffer, the countercyclical capital buffer, the supplementary
leverage ratio and enhanced supplementary leverage ratio, and the G-SIB surcharge;

> the 1991 passage of FDICIA, which set forth a Prompt Corrective Action regime that requires the
federal banking agencies to establish capital categories and impose increasingly stringent requirements
on banks as they fall into lower categories;

> the post-2009 establishment of a multi-faceted capital stress testing regime thatincludes the CCAR, the
Dodd-Frank Act Stress Tests, capital plan submission requirements, and the stress capital buffer; and

> the 2010 passage of the Dodd-Frank Act, including the so-called Collins Amendment, which requires
the agencies’ capital adequacy regulations to apply uniformly to banks and their holding companies,
and standardized approach risk-weighted assets to serve as a floor to advanced approaches risk-
weighted assets.

The Capital component should be significantly rewritten to reflect and incorporate this wide range of new,
objective, and generally applicable capital adequacy measures. Specifically, we recommend the Capital component
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The Earnings component largely captures important aspects of financial condition not otherwise captured
through other components or post-1996 regulatory developments, and therefore we recommend it generally be
retained in its current form. However, to provide greater objectivity and consistency across supervised banks, we
suggest incorporating into the assessment framework one or more additional, quantitative considerations that are
comparable across firms, such as:

L Whether the institution is subject to regulatory restrictions on capital distributions due to
insufficiency of earnings, including as a result of any applicable capital adequacy stress testing
exercises.

2. If coverage exists, private sector analyst forecasts.

E. Changes to the “Liquidity” component

As with capital, liquidity regulation has been revolutionized since 1996, and in particular since Basel Il
liquidity standards were implemented in the U.S. in 2014. These subsequent developments, none of which are
captured by the current UFIRS, include:

» the Liquidity Coverage Ratio, which is intended to promote short-term resilience of a large banking
organization’s liquidity risk profile by requiring the organization to hold sufficient high-quality liquid
assets to meet its liquidity needs during a 30-day stress scenario;

> internal liquidity stress testing requirements, which require large and certain regional banking
organizations to hold highly liquid assets to meet net liquidity outflows, reflecting institution-specific
vulnerabilities, business models, and estimations for haircuts and inflow and outflow rates; and

> resolution and recovery planning liquidity requirements, which require large and certain regional
banking organizations to maintain sources of liquidity sufficient to meet the needs of affiliates that
will operate as going concerns or be wound down in an orderly manner.

And, as with capital, the Liquidity component should be significantly rewritten to reflect and incorporate the
new standardized quantitative measures for firms that are subject to them. Specifically, for that subset of firms, we
recommend the Liquidity component be primarily based on the following new consideration, which would largely
replace the eight existing considerations:

1 Compliance by the institution with all applicable standardized guantitative liquidity requirements
(i.e., the LCR and, if adopted, the NSFR). For purposes of this consideration, a bank should be
presumed to be a “1” for these purposes if it meets all such requirements, absent demonstrable
evidence that these measures do not capture important risks (e.g., concentration risk or
idiosyncratic risk) to the bank’s capital adequacy.

For that subset of firms subject to standardized quantitative liquidity requirements, we also recommend
retaining the following considerations that are currently included in the UFIRS, as they encompass other, useful
information not otherwise reflected in the new considerations above:

1 Access to money markets and other sources of funding (existing consideration #3);
2. The level of diversification of funding sources, both on- and off-balance sheet (existing
consideration #4);

3. The trend and stability of deposits (existing consideration #5);
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4, The ability to securitize and sell certain pools of assets (existing consideration #6).

F. Changes to the “Sensitivity to Market Risk” component

The Sensitivity to Market Risk component captures important aspects of financial condition not otherwise
captured through other components or post-1996 regulatory developments, and therefore we recommend it generally
be retained in its current form.

G. Changes to the “Management” component

The Management component is most in need of reform. Over time, in our experience and that of our
member banks, the Management rating has become increasingly subjective and increasingly disassociated from the
proper purpose of the UFIRS - that is, it appears to have become a largely discretionary assessment of factors
immaterial to a bank’s financial condition, rather than an objective assessment of management's ability and
resources to keep the bank’s financial condition sound. In particular, we are concerned that the Management
component has increasingly become a mechanism to enforce a variety or laws, regulation or guidance unrelated to
financial condition — laws for which, importantly, Congress has already and elsewhere established significant
penalties and provided other tools to promote adherence to compliance responsibilities and mitigate attendant risks.

For example, and in contrast with current practice, the Management component should not be applied so as
to effectively become a measure of: (i) compliance with federal consumer compliance, securities, tax, ant-money
laundering,” sanctions, and other laws; or state law; (ii) the level of “reputational risk” in the bank’s lines of
business;? or (iii) the bank’s Community Reinvestment Act (CRA) rating. Compliance or non-compliance with these
laws generally (and perhaps in all cases) has no direct (or in most cases even indirect) effect on the financial
condition of the bank — except, ironically, to the extent it currently affects the bank’s CAMELS ratings.

Including the bank’s CRA record, for example, in determining its CAMELS rating is no more appropriate
than considering its capital levels when determining its CRA rating; downgrading a bank’s CAMELS rating for an AML
violation is no more appropriate than reducing the size of a fine imposed under the Bank Secrecy Act because the
bank maintains high capital levels. They are both important things; they are also different things.

None of this is to minimize the importance of compliance with these laws. In fact, Congress has set forth
significant penalties for non-compliance with these laws.?® Congress, however, did not include among those
penallies divestiture of non-bank affiliates, higher deposit insurance premiums, potential loss of access fo Federal
Reserve liquidity, or inability to engage in strategic transactions. The agencies should not effectively amend those
statutes to add additional penalties not authorized by Congress.

% We note that banks subject to the market risk capital rule must maintain capital to address market risk arising from trading positions,
which means that the Capital component of UFIRS implicitly considers market risk as to those positions. For those banks, the
agencies should consider limiting the Sensitivity to Market Risk component of UFIRS to an analysis of nontrading positions.

% Under current agency policies, an enforcement order relating to AML controls presumptively leads to a downgrade of a bank's
Management rating. See, 6.2, OCC Bulletin 2012-30, BSA/AML Compliance Examinations: Consideration of Findings in Uniform
Rating and Risk Assessment Systems (Sept. 28, 2012). This is the case notwithstanding the powerful and varied enforcement
remedies available to federal regulators with respect to AML matters, including injunctive relief, civil penalties, and criminal
penalties. See, e.g, 31 U.S.C. §§ 5320, 5321(a), & 5322(a).

z See, e.g., SR Letter 16-11 removing reputational risk as a standalone core risk category. The change recognizes that reputational
risk is a secondary risk that results from control gaps in one or more of the primary risk categories.
% See, e.g, 12 U.S.C. §§ 1818(h), (i) (enforcement authority with respect to violations of law); 1818(s)(3) (enforcement authority with

respect to anti-money laundering violations). Moreover, in the case of federal consumer financial laws, Congress has established a
separate agency (the Consumer Financial Protection Bureau) that was vested with exclusive authority to examine for, and enforce
compliance with, such laws with respect to a bank with more than $10 billion in total assets.
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rating is not a “management” rating for purposes of prong (A)(2) of the statutory definition of “well managed” —
thereby properly focusing financial holding company status solely on the composite rating when considering the
management of a holding company’s subsidiary banks.

If the agencies nevertheless continue to incorporate a management-focused rating into FHC eligibility
criteria, a 1, 2, or3 rating for Management should be considered “well managed,” for several reasons. First, counting
a 3 rating as satisfactory would be consistent with the text and structure of the statutory definition. The statute refers
to “at least a satisfactory rating for management, "yet the UFIRS’s definition of a 3 rating for the Management
component, as it has existed since Congress passed the “well managed” definition for purposes of FHC eligibility,*
expressly does nofrequire a determination of less than satisfactory management practices. Rather, UFIRS's
definition states that a 3 rating indicates “management and board performance that need improvement orrisk
management practices that are less than satisfactory given the nature of the institution’s activities” (emphasis added).
In contrast, UFIRS's definitions of 4 and 5 ratings plainly describe unsatisfactory performance. It thus appears that,
to the extent the Congress considered CAMELS in adopting the second prong of the “well managed” definition,
Congress would not necessarily have understood “at least a satisfactory rating” under the statute to be synonymous
with a 1 or 2 rating for Management. Second, the statutory definition of “well managed” still requires a bank to have a
composite rating of 1 or 2, which means that a bank could not meet the “well managed” standard if it had significant
safety and soundness issues. Conversely, this approach would prevent a subjectively-determined management
issue that does not affect the bank’s safety and soundness from unfairly resulting in divestiture of non-bank affiliates,
limitations on the organization’s ability to engage in new activities or expand, imposition of higher deposit insurance
premiums, and potential loss of access to Federal Reserve liquidity.

Finally, should the FHC eligibility criteria continue to require a 1 or 2 Management rating (even though such
a rating is not required by statute), the definition of what constitutes a 3 rating for purposes of the Management
component should be revised so as to require demonstrably unsatisfactory management practices that pose actual
risk to the bank’s financial condition — that is, to require something akin to the level of management deficiency that
currently triggers a 4 rating. Such an approach would be consistent with the LFI rating system, which includes just
four ratings levels, only two of which represent a “deficient” condition. If the agencies take this approach, they should
recalibrate the Management ratings of institutions that have a 3 rating under the current rubric. We would also
support the adoption of four ratings levels as exists under the LFI rating system.

H. Changes to the calculation of composite ratings
With respect to the composite rating, the UFIRS currently states:

The composite rating generally bears a close relationship to the component ratings assigned.
However, the composite rafing is not derived by computing an arithmetic average of the component
ratings. Each component rating is based on a qualitative analysis of the factors comprising that
component and its interrelationship with the other components. When assigning a composite

rating, some components may be given more wejght than others depending on the sifuation at the
institution. In general, assignment of a composite rafing may incorporate any factor that bears
significantly on the overall condition and soundness of the financial institution. Assigned composite
and component ratings are disclosed to the institution’s board of directors and senfor
management®’

The UFIRS also states:

The ability of management to respond fo changing circumstances and to adaress the risks that
may arise from changing business conditions, or the initiation of new activities or products, is an

% Congress adopted the definition in 1996 as part of EGRPRA. Seesupra n. 20.
& 62 Fed. Reg. 752, 752 (Jan. 6, 1997).
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This petition is made pursuant to section 553(e) of the APA, which provides that “[e]lach agency shall give
an interested person the right to petition for the issuance, amendment, or repeal of a rule,” a denial of which must be
justified by a statement of reasons pursuant to section 555(e) of the APA and can be appealed to the courts under
sections 702 and 706 of the APA.* We note that the APA requires that “[p]rompt notice ... be given of the denial in
whole or in part” of any petition under 5 U.S.C. § 553, and that any denial shall include a “brief statement of the
grounds for denial.”® If you have any questions, please contact the undersigned by phone at (202) 589-1933 or by
email at greg.baer@bpi.com.

Respectfully submitted,

Gregory Baer
President and Chief Executive Officer
Bank Policy Institute

ce: Mark E. Van Der Weide, General Counsel
Michael S. Gibson, Director, Division of Supervision and Regulation
(Board of Governors of the Federal Reserve System)

Nick Podsiadly, General Counsel
Doreen R. Eberley, Director, Division of Risk Management Supervision
(Federal Deposit Insurance Corporation)

% Seeb U.S.C. §§ 553(e), 555(e), 702, and 706; see a/so Auer v. Robbins, 519 U.S. 452, 459 (1997).

0 The D.C. Circuit has opined that while there is “no per se rule as to how long is too long” to wait for an agency action, a reasonable
time for agency action is “typically counted in weeks or months, not years.” In re Am. Rivers & Idaho Rivers United, 372 F.3d 413,
419 (D.C. Cir. 2004) (quoting Midwest Gas Users Ass'n v. FERC, 833 F.2d 341, 359 (D.C. Cir. 1987)).
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