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PROCEEDI NGS
9:35 a.m

CHAI RVMAN TANOUE: GCkay. Wiy don't we get started?

Good norning, everyone. |'m Donna Tanoue, Chairnman of
the FDIC, and |I'm pleased to wel cone everyone to this Roundtable
on Deposit Insurance Reform

Now, you know at the FDIC, we always say that one
should fix their roof when the sun is shining, but it's awfully
wet out there today, but we're going to start anyway.

You know, our goal today is really to take a fresh
| ook at deposit insurance reform and this norning, we'd like to
start out by really honing in on three issues.

The first is howto price deposit insurance, and the
second issue is really how to maintain the insurance funds at
appropriate levels, and the third issue is how to provide the
right level of insurance coverage.

And to that end, we're seeking a diversity, although
there are a lot of blue suits here today, a diversity of opinion
and 1'd like to underscore that the FDI C has not adopted or
endorsed any single approach to deposit insurance reform and what
I'd underscore, at the outset is that we are open-ninded, and
that's what we're here for today, to listen and to really obtain
t he val ue of your views and perspectives.

And today's roundtable is really a first step, a first
step in the process, and we're here to gain coments and
perspective fromthose of you who are so enornmously know edgeabl e
about the issues and al so have a real stake and interest in the
out cone.

| am personally | ooking forward to hearing sone very
i nsightful analysis and sonme thoughtful recomrendations and really

to hearing a very spirited and |lively discussion
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Followi ng this roundtable, the FDI C plans to continue
our discussions with you, and we plan to go, as you know, around
the country to seek input, and what we're shooting for is to
devel op a set of policy options some tine in July.

Now, this norning, |'ve asked Art Murton, who is the
Director of our Division of Insurance at the FDIC, to help | ead
the di scussion or maybe | should say to hel p noderate the
di scussions, and for those of you who don't know him Art
characterizes hinself, and | quote here, "as a recovering
econom st". But for nmost of his adult life, he has been invol ved
wi th deposit insurance issues.

We al so have up here Roger Watson, who is the Director
of our Research Division, and he is soneone that | characterize as
really enbodying the heart and soul of the FDIC, and he's
extrenely know edgeable in the issues as well

And | also want to take a few nonments to recognize a
very special person, and that is our Vice Chairman Skip Hove. For
those of you with long nenories or short nenories, good nenories,
it was under Skip's |eadership that the FDIC held its first
Synposi um on Deposit | nsurance Reformtwo years ago, and that
synposium | aid the groundwork really for today's roundtable
di scussi on and where we go from here.

I"d like to thank Skip for his trenendous vision and

for participating also in today's discussion as well, and with
that, let's begin, and I'Il turn it over to Art to really open it
up.

MR. MJURTON: Thank you, Chairman Tanoue.

My role as noderator today is to make sure that we
cover the topics in the tine that we have, and that everyone gets
the opportunity to weigh in.

As the Chairman said, we'd like this to be an open
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di scussion with give and take. So, | would just |ike to ask that
the participants try to keep their remarks brief, so that the
di scussi on can keep novi ng.

If everyone is able to do that, | wouldn't expect any
heavy- handed regul atory interventi on woul d be necessary.

(Laughter)

MR, MURTON: Wth that, I'lIl cover a couple of
| ogistics. W're going to try to take Q%A from the audi ence at
the end of each session, tinme permtting, and as your materials
i ndi cate, tonmorrow norning, this session will be web-cast, and the
relevant information is in the package.

What |'d like to do nowis just go around the table
and have the participants introduce thenselves, and |I'd like to
start at this end of the table.

MR SMTH M nane's JimSnmith. |'mFirst Vice
President with the American Bankers Association, and |I'm al so
President and CEO of the Union State Bank and Trust in Clinton,

M ssouri, $150 million bank in rural M ssouri, about 70 niles
out si de of Kansas City.

MR, FITZGERALD: |1'mBill Fitzgerald, Chairman at
Anerican Comrunity Bankers, also Chairman at Commerci al Federal
Bank, headquartered in Oraha, Nebraska, about 13 and a half
billion.

MR. NORTH: |'m Nol an North, Chairnman of the Board of
t he Association for Financial Professionals, and | am Vice
Presi dent and Assistant Treasurer of T. Rowe Price.

MR. CARNS: |'m Fred Carns, with the Division of
I nsurance at the FDIC.

MR. SHEEHAN: |'m Tom Sheehan. | am President of the
I ndependent Communi ty Bankers Association. | am al so Chairman,

Presi dent and CEO of Grafton State Bank. We're a $120 million
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community bank | ocated just north of M| waukee, W sconsin.

MR, McELDOWNEY: |'m Ken MEl downey. |'m wearing two
hats today. It seens |like everyone's wearing two hats. |'m
Presi dent of Consuner Federation of America, and I'm al so
Executive Director of Consumer Action, a San Franci sco-based
consuner education advocacy group that works through a nationa
network of nore than 5,000 comuni ty-based organi zati ons.

MR. GREEN. |'m Roy Green. | only have one hat,
that's the Legislative Representative for Financial Services at
AARP.

MR. CARNELL: |I'm Rick Carnell, Associate Professor of
Law at Fordham University in New YorKk.

MR. THOVAS: |'m Ken Thomas, Lecturer of Finance at
The Wharton School

MR. MJURTON: Ckay. Thank you.

VWhat | would like to do nowis start the Session on
Pricing, and to kick it off, 1'd like to ask Fred Carns to provide
alittle background material on sone of the pricing issues.

Session on Pricing

MR. CARNS: Thank you, Art.

Pricing is the first topic. Let's take a |ook first
at a brief history of FDI C prem uns.

VWhen the FDI C began operations in 1934, the assessnent
rate was set by statute at 1/12th of one percent of assessable
deposits or eight and a third basis points.

The Fund eventually grew to about a billion dollars in
1950, and the FDI Act of 1950 established the refund system at
that time. The FDIC refunded 60 percent of the excess of current
assessnent income above its operating costs and i nsurance | osses,
and the refund took the formof a credit against future

assessnents.
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This systemessentially remained in place with ninor
changes until 1980, with effective premiuns after the refunds
averagi ng around three and a half basis points.

In 1980, bank failures were rising, and insurance
| osses began to nmount, and the refunds were reduced over tine and
finally discontinued in 1983.

As the banking crisis later took hold, eight and a
third basis points proved to be insufficient, and Congress
aut horized a series of increases in the rate, which continued
until prem uns becane 23 basis points in 1991. That was the year
that FDI Cl A was passed, anong other reforms, which introduced
deposit risk-based prem uns for deposit insurance, and the average
premium at that tinme remained at 23 basis points until the BIF was
recapitalized in 1995 and the SAIF in 1995.

1996 was the year that the Deposit |nsurance Funds Act
becanme | aw, and the constraints on pricing contained in this Act
formed the basis for nmuch of our discussion here this norning.

The Deposit Insurance Funds Act inposes a prem um of
zero for nost institutions that are well-capitalized. Under the
Act, whenever the insurance fund is above its target or designated
reserve ratio, the FDIC has limted flexibility to charge anything
to a well-capitalized institution, unless it has a conposite
CAMELS rating of 3, 4 or 5.

The result today, given the strong condition of nost
institutions, is that nmore than 93 percent of the industry pays
not hi ng for deposit insurance, and you can focus on the red
portion of the pie charts here.

We see fromthis slide that when the risk-based
prem um system was originally established, 75 percent of the
i ndustry was in the best-rated category. Today, again, it's over

93 percent.
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We want to consider the concerns raised by the '96
constraint in conmbination with the other factors of our system
and these concerns relate, first, to whether the system pronotes
cost-sharing for deposit insurance in a fair and equitable manner
second, whether the systemis sufficiently forward-I|ooking; and,
third, whether it can respond appropriately to energing risks and
changes in the industry structure.

These concerns mani fest thenselves in several ways.

For purposes of our discussion, we've grouped sone exanpl es under
two headi ngs, Deposit Gowmh and Risk Differentiation

Let's start with deposit growth. The general point to
make about our present systemis that institutions can grow their
i nsured deposits without paying any extra prem uns.

In today's environnent, given the increasing size of
the largest institutions and the blending of financial services
wi t hin hol di ng conpanies as well as technol ogi cal devel opnents,
rapid i ncreases in aggregate deposit levels are increasingly
possi ble, and this raises the prospect that actions by one or a
few firms could trigger premuns for the entire industry.

We're all aware of recent press reports regarding
pl ans of an investnent banking firmto sweep funds from cash
managenent accounts into insured deposits, perhaps as nuch as a
$100 billion. Wre this to occur all at once, it would reduce the
BIF year-end reserve ratio from1.37 to 1.31

It's worth considering that the SAIF is equally
subject to these forces, although the exanple we' re considering
i nvol ves a BlIF-insured institution. Another investnent banking
firmor insurance conpany could choose a SAlF-insured depository,
and a $100 billion increase in insured deposits for the SAIF would
reduce that ratio from1l.45 to 1.27.

Less dramatically perhaps, we can |ook at the top 25
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percent of institutions in terns of insured deposit growth since
the funds were capitalized. The fastest growers have increased
their deposits by $178 billion w thout paying any additiona
assessnents.

Meanwhi | e, 814 new banks have been chartered over this
peri od, and they now hold $44 billion and have never paid anything
to the insurance funds.

The de novo or new bank issue takes on additiona
signi ficance when we | ook to our historical experience. Both in
the '80s and recently, we've seen a nunber of well-rated
i nstitutions suddenly devel op probl ens and sonetines fail

G ven the increasing nunmber of new banks, it's
probably just a matter of tine before the industry will be paying
for failures through the insurance funds for institutions that
haven't contributed to the BIF or SAIF.

The flip side of charging zero for deposit growh is
that there are several institutions that are shrinking, |osing
core deposits, reducing the exposure that's attributable to them

These institutions get nothing back fromthe insurance funds.
Many of them were asked to pay substantially in the past to
capitalize the funds, and, so, we think we need to take a | ook at
the fairness of the systemin this area.

The second set of exanples we've chosen to illustrate
we group under risk differentiation, and, here, we ask the
guesti on whether we should use additional information to allow
finer distinctions, whether we can nake the system nore forward-
| ooki ng and nore responsive to structural changes.

Let's first |ook at an exanple using reported year-end
informati on. These are actual nunbers reported by insured
institutions in the best-rated category. They all pay the sane

zero prem um
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We show here the top 10 percent and the bottom 10
percent for a nunber of performance factors. There are clearly
significant differences anong these two groups of institutions,
but, again, these are all in the best-rated category.

You can see particularly comrercial |oan growh and
volatile liability growth, very significant differences.

What about the responsiveness of the pricing systemto
changes in industry structure? 20 years ago, the snmall est
institutions held half of all core deposits. Today, the situation
is reversed. |If you look at the red bars, the |argest
i nstitutions now hold over 50 percent of core deposits.

This is the fanm liar barbell structure to the industry
that we've all discussed in the past with many small institutions
on one end and a few institutions with consi derable assets on the
other, and this reflects what we all know, that risk to the funds
is becomi ng nore concentrated in the |argest institutions.

But what's also significant is that the | argest
institutions have substantially different characteristics than the
other institutions in the industry.

For exanple, the | argest banks have different
asset/liability structures than the rest of the industry, and this
means that there's information available for these institutions
that is not available for smaller institutions.

Some of this information obviously is market
i nformati on, which is inherently forward-|ooking. Here, we show a
chart with yield spreads over conparable maturity Treasuries for
bank hol di ng conpani es’ subordi nated debt from 1997 to the
present.

The red line is the nean spread for all 800sone
institutions that issued sub-debt over this period, and the bars

above and bel ow show the dispersion, the 90th and 10th percentile,
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respectively, for spread over Treasuries.

You can see pretty clearly fromthis diagramthat with
the Russian default in the Fall of '98, the nmean spread increased
substantially and so did the dispersion, and this has not been
reversed.

The market is pricing risk in the largest institutions
differently than it was prior to 1998, and the FDIC is not.

I would Iike to hear your views on this as well as the
ot her issues we've highlighted in our agenda with respect to
pricing.

MR. MURTON:. Thanks, Fred.

I'"d like to open up the discussion, maybe start with
the deposit growh issue that Fred tal ked about, whether it cones
fromde novo institutions or rapidly-growing risky institutions or
just new entrants into the industry.

I'd like to start it off and sonewhat arbitrarily,

"Il call on the first person who was here this norning, and
that's Bill Fitzgerald fromthe ACB.

MR. FI TZGERALD: Okay. It seens to ne the analysis
that you thought people probably had done with reference the
dol lars that you have today in the FDIC fund versus total assets
that are out there is one analysis, and then your issue is what
happens if the $100 mllion conmes in, what happens with the de
novo shops, and it seenms to nme the de novo -- obviously they start
off with nothing to begin with, and, so, if there's a three-to-
five-year risk premiumon some prem umfor them as they grow that
base, that would be a way to take a | ook at that.

I think the change in operation in any of the current
banks, if in fact they would elect to transfer in funds as was
referred to, then nmy reaction is not currently covered under your

anal ysis, and therefore there has to be a way to rate this grow h,
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and there has to be a premiumattached to that until that growth
is determ ned what the risk it brings to the fund.

And, so, it seenms to ne there ought to be a way to
price that as well. That would be a change of operation,
transferring the funds out of the institutions or other forns of
products, into an insured product, and therefore there should be
pricing.

So, | think there has to be sone way to anal yze that
and therefore protect the fund fromthose that are in it today.

Cbviously the regulators today have the risk rating
that was referred to, the CAMEL rating, and certainly that needs
to continue to be | ooked at to nmake sure that all of the
institutions currently regulated fall within the guidelines that
you perceive the current reserves are covering, and if you're
falling out of that because of riskier-type |Iending you re getting
into or new nmarkets that you're in that are untried or untested,
then obviously it seems to ne you've got to kick in sone added
premiumto that institution to protect your total fund.

So, some way, there has to be a way to neasure that.

MR, SMTH.  Art, | think, you know, obviously if
there's going to be a significant influx in noney comng into the
fund that has to be insured, | think that we can figure out a way
to charge for that or cover that.

I think, also, de novo institutions, obviously you
need to |l ook at the risk at the tine the charter is requested and
t hose type of things can be handled fromthe regul atory
st andpoi nt.

I think, also, you could see if there's going to be
any rebates back, that institutions that have not paid into the
fund during the tinme to build the fund up would not maybe be

eligible for rebates.
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MR, MURTON: Ckay.

MR, SHEEHAN. Well, | don't think there's any rea
obj ection on the part of nost of our de novo banks to pay
sonmething to get into the ganme, and it certainly would seemto be
somewhat unfair to not have to pay sonething.

I've talked to a few of our banks that have been
recently chartered, and they would not object to that. | nmean, |
think it's all part of the process.

Again, that has to be deternined in sone nmanner that
woul d be fair to those institutions. Obviously it's difficult
when you're starting a new bank to have to have the additiona
burden of deposit insurance prem uns over the short-term but
maybe there's a way that this can be bal anced so that there is
sone entry-level costs to getting into the fund, and certainly if
a conpany is conming into the fund Iike an investment banker that's
transferring huge amunts of noney from other accounts into the
fund, that has to be dealt with because it's part of the problem
with sonmething that's free.

I nean, when anything is free, you're going to sell a
ot of it, you know So, | nean, | think that's --

(Laughter)

MR, SHEEHAN:. -- part of the problem

MR. MJURTON: So, | am hearing that charging for growth
is a reasonabl e approach to take.

I guess one question that raises is, if that growth is
com ng fromexisting deposits within the industry, how do you dea
with the sort of ratcheting up of the fund bal ance relative to the
overal | deposit base?

MR, FI TZGERALD: Don't you think that ties in with the
reserve premumitsel f?

In other words, the reserves that you have, what do
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they cover today, and are they at 1.41? Are they sufficient to
cover a 10-or-15-percent growth in the insured institutions today
or do they just cover what the current base is?

MR, MURTON: Ken?

MR, THOVAS: Yes, Art. The one graph that really
bothers me up here is the fact that 93 percent are in the 1-A
category, and that's not a problem but when we | ook at that other
graph, where you had the two extrenes, we see that as a
significant differentiation, and, so, clearly, there should be
different charges, different -- on the concept of risk-based
prem um

What | proposed is not just increasing the existing
matri x but adding like a third |l evel on nost in the form of
speci al assessnents to specific categories, such as, for exanple,
all de novos would have at |east a three-basis-point specia
assessnment for the first three years. All rapidly-grow ng
institutions, at |east a three-basis-point special assessnent.
Those with targeted profiles, such as sub-prine |lending. W would
have then, of course, too-big-to-fail, ought to have a specia
assessnment for those 20-25 banks in the range of three to eight
basis points, but an entire third di nension on top of the existing
t wo- di nensi onal graph of special assessnments. That woul d be one
way | would | ook at it.

MR, MURTON: Yes, Ken?

MR, McELDOWNEY: | guess one of the questions | would
have, perhaps need nore study, is whether or not a pure risk-based
nodel is appropriate.

I think it's well agreed that all banks benefit from
the deposit insurance program and | think if you just have
sonething that's risk based, | think it has some real problens in

the long-term sense, and | think certainly when Fred was doing it,
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it sort of illustrates the type of problens you can end up with.
And | think certainly in a prosperous tine |ike now, it's

one thing. | think that if in fact you start ending up with sone

probl em banks, nore than even now, and you suddenly have to

i ncrease the premiuns, and it's totally risk-based, it seens |ike

it would put even nore pressure on the probl em banks.

So, to ne, it seens |ike one way of looking at it is
to study whether or not you can have -- certainly continue to do
premuns to a certain extent based on risk -- but also have sone
base prem unms that would apply to all banks and all deposits,
whet her or not it was not risk-based.

MR. MURTON: Rick?

MR, CARNELL: A couple of points.

First, although the law requires the risk-based
system we don't have a risk-based systemright now, and we
haven't had a risk-based system since the enactnment of this |aw
that is, the differentiation between the highest and | owest rates
is nowhere close to the differentiation in actual risk.

If | remenber correctly, the highest prem umthat the
FDI C has ever charged under the risk-based systemis in the |ow 30
basi s points.

Now, there's no way, no way that even 100 basis points
woul d approxi mate the risk posed to the FDIC by a CAMEL 4 or 5
rated under-capitalized institution.

If you think of what a commercial financial guarantee
i nsurer would charge to insure such an institution, it would be
many, many tines larger than the FDI C charges.

So, | think that should be kept in perspective, that
we don't have a risk-based system W have only the beginning of
a risk-based system and a sonewhat abortive begi nning since 1976.

Second, let's keep in mind the political constraints
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on pricing by the FDIC. |In other words, whatever the theory of
the law, and the | aw requires an actuarially-fair risk-based

prem um the FDI C does not have the sane practical freedomas a
private business. In principle, it should, but the reality is that
a governnment agency, and in particular a governnent nonopolist,
does not have the sane freedomas a private business to

di fferenti ate based on cost and ri sk.

Nobody woul d di spute that a private busi ness can
charge people different prices based on differences in costs and
differences in risk, yet when a governnent agency tries to do
exactly the sanme thing, people are up in arns, and they're meking
unrel ated policy argunents.

So, | think it's very inportant to keep in perspective
the current system

Third, | appreciate Ken Thomas's suggesti ons on ways
the system coul d beconme nore sensitive to risk, but |I would want
to take strong exception to the suggestion of chargi ng people for
too-big-to-fail risk; that is, charging an explicit prem um

To do that would be a recognition of too-big-to-fai
policies which Congress took strong action in 1991 to do away
with, and | think there's other ways to deal with that, but the
problemis that if you charge someone an explicit prem umfor
supposedly being too-big-to-fail, that creates a kind of noral
entitlenent to being treated as too-big-to-fail when worse cones
to worse, and | think that in that sense, the cure is naking the
probl em much worse

The way to deal with too-big-to-fail, | would suggest,
woul d be to require large institutions to have subordi nated debt
outstanding at the hol ding conpany | evel, which would create --
and we could go into that, but it -- | think that that idea is

getting a lot of attention
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That woul d be probably the single biggest step we
could take to inprove market discipline on large institutions,
both because they will face a market price in the pricing of their
debt, but al so because if the debt starts spiking, that will send
a signal to regulators and ot her policy-nmakers.

I would also note that there's other things that could
be done. The Federal Reserve Board's regul ation on interbank
liabilities, which is supposed to prevent a Continental-111linois-
type domino effect, is deplorably weak and i nposes no quantitative
limts on exposure to inadequately-capitalized institution, also
exposure to governnent-sponsored enterprises.

One last point is that | very nuch agree with the
poi nts raised earlier about the equity and desirability of
i nposi ng sonme charge based on rapidly-growi ng institutions, such
as an institution that noves a $100 billion of noney into a new or
grown FDIC-insured institution.

I would just note that if we're trying to single out
that kind of conduct, that we're going to create significant
potential for evasion. So, | would note that if we want a rule
that can't be evaded, can't be ganed, then have a rule that
applies across the board.

For exanple, if you had a rule that required all FDI C
insured -- and |I'm not necessarily proposing this but pointing it
out as a rule that couldn't be evaded -- required all FDI C-insured
institutions to keep on deposit in the insurance fund an anpunt
equal to one-half of one percent of their deposits, let that count
as an asset of the institution for GAAP purposes, assum ng that
that's okay with FASB, but the key thing would be that they would
have this on deposit in the fund, so that as they grew or shrank
this would grow or shrink.

Now, | have waited until now to point out that there
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is an anal ogy here to the Credit Union Fund, and | woul d not
suggest that this amount would count as capital for regulatory
purposes, but | think it's worth -- the key thing is that if
you' re not going to have an across-the-board rule, then you are
openi ng the potential for significant gamesmanship by the fast-
growers

MR. MJURTON: Thank you. We might want to cone back to
that issue on the credit union.

Could I call on Roy? | think -- and then we'll cone
back to Jim

MR. CGREEN: Yes. | probably cone at this froma
slightly different perspective. W've imediately delved into
some of the risk and baseline pricing nmechani sns.

It's inportant to, | think from our nemnbership's point
of view, recall -- in fact, | was |ooking before | cane over this
norni ng at Hel en Boosalis's coments a couple of years ago, at the
fundamental inportance of confidence, both in the generation of
peopl e who are 65 and over who do have nenories of depressions and
maj or econom c di sl ocations, and those who are younger, who have
perhaps seen the nore pronmising tines, particularly recently.

The point being here is with the change in the
financial industry that's occurring, | think we have to be very
careful in the strategies for pricing the services and the risk
that we do not in any way alter the fundanental confidence that
seni ors have in what the FDIC supports and what it can afford in
ternms of the dynami cs of the econony.

MR, MURTON: Thank you. Jinf?

MR SMTH | would disagree in the fact that | think
we do have a risk-based system because on the grid, 3, 4 and 5
rated banks do pay, and they are assessed a ri sk.

G ven the history of the last four or five years, it
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woul d seemto me when we say we have 93 percent of the banks that
aren't paying any prem ums, but given the history of the problem
banks the last four or five years, | don't find that uncommon, and
given the problemlist today, | still think that's adequate.

And | would al so say that there's a risk-based system
because for anybody that's ever had a battery of field exam ners
come in and | ook at your shop and give you a rating at the end of
the tinme, | can tell you there's a risk-based system because they
are |l ooking at your bank. They are maki ng deci si ons of whether
your bank is taking risk in any particular area, and that is being
reported back to the FDIC.

I think that's a true test, that we in fact do have a
ri sk-based system wi th peopl e | ooking at our bank on an annua
basi s.

CHAI RMAN TANOUE: But what about the category of
institutions -- the nore than 90-percent that fall in that 1-A
box? Would the bankers want to see greater differentiation in

terns of risk, in terns of those institutions?

MR SMTH | don't really think so, because everybody
runs their shop differently. Wat sonme bank will have eight or
ni ne percent capital, maybe | ower reserves, one bank will have
hi gh 1 oan | oss reserves and | ower capital. So, everybody runs

their bank a little bit differently, and | think the requirenents
that we have and the field exami nation that we have today is a
very fair assessment of how that shop | ooks and passes that
assessnment on to the regulatory authorities as to the
determ nation of the rating system

MR, MURTON: Could I just respond to that?

One of the concerns | think we've heard is that the
subjectivity of the way we m ght choose to differentiate has been

a concern.
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Certainly | think it's fair to say that within the 1-A
category, there are one-rated institutions that are what you m ght
call recession-proof, and then at the other end, there's some two-
rated institutions that are going to experience severe
difficulties perhaps during difficult times, and they're being
asked to pay the sanme anobunt, and the question is wouldn't you
want to distinguish between those, and is the concern that we
couldn't do that in a way that was fair?

MR SMTH | think it's going to be difficult to
deci de between a one-rated institution and a two-rated institution
because | think if you force the banks to only go to a one-rated
systemto get that, you're going to really inpair the market
opportunities in those communities.

I think risk-proof -- risk recession-proof
institutions my nmeke some different decisions than maybe an
institution that's out there really trying to make their narket
work in their community and do the things, and | would hate to see
the differentiation just sinply because | don't think we can run
our shops in our comunities saying we're only going to be a one-
rated bank.

MR, CARNELL: Could | get a clarification? Wen you
say one, you nean CAMEL-1?

MR SM TH: CAMEL-1, yes.

CARNELL: Ckay.
SM TH.  CAMEL-1
MURTON: Yes, Rick?

33 3

CARNELL: 1'd like to nake a point or two here.
The first is that strong risk differentiation in the

system-- and |'mnot referring to between CAMEL-1 and CAMEL- 2.

I"'minclined to agree with you, Janes, that that's not the pl ace

to draw the |ine.
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But strong differentiation between healthy banks and
unheal thy banks is pro-stability and pro-confidence, and | think
it's that way in a couple of respects.

First, insofar as people have -- as depositors and
others have -- a sense that there are significant safeguards in
pl ace, that pronmptes confidence. But beyond that, the econonic
and reputational incentives created by significant differentiation
in deposit insurance prem uns al so pronote stability because they
promot e market-driven adjustnments in asset portfolios and
behavi or, and we saw that, | believe, after the enactnent of
FDICIA -- about the tinme the FDIC created the interimrisk-based
system

The FDIC created a system where it was possible for
nost banks to be in the 1-A category. | think that was done
consciously, and the result of that was that everybody wanted to
be 1-A, and institutions that m ght have resisted increasing
capital if it was in response to a sort of fiat demand fromthe
agency were willing to do it, so that they could have the carrot
of being in the 1-A category, which was val uable both in reduced
prem unms but also, since that's where a | ot of other people were
going to be, if there was a reputational advantage for being
t here.

So, by creating or, | should say, reinforcing market-
type incentives to be healthy, | believe the risk-based prem um
system pronotes stability and confi dence.

MR. MURTON:  Nol an?

MR. NORTH: If | could come at this pricing issue from
alittle different perspective, please.

I'"'m here representing the |large depositors in the
banks, arguably the custoners of the FDIC, and | woul d draw your

attention to the chart that Fred had up there highlighting the
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prem uns being paid in the '"91 to '95 tine frame, when the
assessnment rate was at 23 bps, and it was in that sane tinme frane,
I would point out, that many banks devel oped a custoner invoice
systemthat we call the "account anal ysis" which all owed banks to
provi de explicit pricing on each service or line item as it were,
to pass that cost, i.e. price, on through to their custoners.

Every such bank, therefore, at the same tine devel oped
aline itemto pass on to -- to pass through to -- their business
customers the FDI C assessnent, and we, the business customer, was
then charged based on our total |edger bal ances, m nus 16 and two-
thirds.

So, those of us that had tens of nillions of dollars
on deposit in our banks were paying an assessnent based on the
entire | edger balance, mnus 16 and two-thirds, and it was our
position, and our research would support, that it was largely
based on these corporate pass-through costs in that period that
brought the BIF out of red and put it past the 125 bps points that
it is today.

It's our estimate that at |east 40 percent of the
nmoney in BIF cane through from busi ness custoners of banks, and we
have therefore been subsidizing the other custonmers in the bank in
providing this noney to BIF.

Now, from that standpoint then, we think we have a say
in what the pricing should be in this discussion, and we cone at
it froma little different standpoint.

We have a fairly sinple analysis which says the
i nsurance prem um ought to be based on that which is insured, and
that which is insured is $100,000 of collected bal ances, and
therefore the pricing that we are tal king about this norning, the
i nsurance prem um the assessnment, ought to be based on a per-

custonmer basis on that $100,000 that is insured. Point 1
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Point 2. This discussion of new entrants into the
banki ng system You should be flattered that you have so many
peopl e wanting to participate with you, and |I'm not sure ny
associ ation has nmuch of a position on that topic, but nmy persona
view woul d be we're tal king about this one entrant bringing
perhaps a $100 billion into the system and | would nake the view
that size of deposits does not equal risk to the system and
therefore would nove towards M. Thomas's suggestion that there be
different types of special assessnents for different types of
activities.

And in the too-big-to-fail analysis, if we are focused
on that which is insured, which is a $100,000 of collected
bal ances, then the equation changes dramatically of what is the
risk to the system

MR. MJURTON: Thank you. Tonf?

MR, SHEEHAN. My only comrent on that would be that
there nust be in sone nanner a growth conponent and history has
shown us, | believe, that rapid growth in any institution can
create a significant amunt of risk because if you're not grow ng
locally, and you're not attracting deposits locally, and you're
garnering these deposits nationally, at prices that are obviously
hi gher than what |ocal deposits are paying, you have to do
somet hing with that noney.

| nean, the market works pretty well, and, so, a
straight arbitrage is not going to be adequate. So, you're going
to have to find investnments that are going to be adequate to give
you at |east sonme sort of a margin, and if you're rapidly grow ng
for whatever reason, and | think this happened previously, history
does tend to repeat itself, but in the early '80s, there were a
nunmber of institutions that were growi ng very, very rapidly using

deposits they attracted nationally.
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I think there was risk that was inherent in that
gromh, and if we can figure out sone way to price that growth
conponent, | think that would mitigate sone of this rapid growh
that occurs, to the disadvantage of a lot of the smaller banking
institutions in the Mdwest and other parts of the country that

are struggling for deposits and are having difficulty garnering

deposi ts.

These are being drained. They need to be repl aced
with other borrowings. | nean, it creates kind of a dom no effect
for a lot of our smaller banks. So, | think if you price that

growt h and nmake it a component so that you put a little el ement of
concern in that deposit growh, | think you mght help solve
several problens, especially in the M dwest.

MR, MJURTON: Thank you, Tom Ken?

MR. THOVAS: Yes. On this very basic issue of whether
or not we have a risk-based system | tend to agree -- |
definitely agree with Jimthat we do.

I mean, if we go back to '34, fromthe fixed system
that we used to have, we have a risk system The system today we
have is not broken. It just needs to be inproved. So, we clearly
have a systemthat exists, it's risk-based, but we need to inprove
it.

My proposal for one way of inproving it -- there are
certainly others, but we do have a systemlike that.

On the issue of sub-debt, | think it's critical to
note that, for exanple, the risk prem uns you showed, the anal ysts
that do this evaluation, the market that does it, only has a
certain anount of data to go on.

I think a conponent of this should be the mandatory
di scl osure of additional data for individual banks. | have |ong

proposed maki ng the CAMELS ratings, and | know this will not
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pl ease banks, public, just in the sane way for CRA that we nade
those ratings and a portion of the exam public.

I think we need to have nore disclosure to allow these
mar ket anal ysts when they | ook at sub-debt to see exactly what
this risk differential is. And then | get to the final question
as Rick nentioned, let's say we require sub-debt. 1It's only at 10
percent of the institutions now, and we see a very big
differentiation in a premiumfromBank A to Bank B. One of them
is three tines as risky.

How do we charge differently for that additional risk?

So, even if we went to sub-debt, and we used those market
signals, what do we do with that data? How do we use that data to
charge differently? Do we just say okay, one's three tinmes as
risky as the other or are we going to act and say this is how
we're going to charge for the additional risk?

So, we nust have a way of charging for that additiona
risk.

MR, MJURTON:. Ckay. Thank you. Rick?

MR. CARNELL: A couple points. First, just to be
clear fromny earlier coments, we do in a sense have a risk-based
system but | urge that we keep in mnd that it is a very crude
system

It has nowhere near the degree of differentiation or
the finesse that a true market-based system woul d have and thi nk
back to my point about the prem um for a bank, for an under-
capitalized bank, CAMEL-rated 4 or 5. |If you | ook at what the
statistical risk of failure of such a bank is, it's significant,
and no one would insure that bank in the private nmarket for 27
basi s points, nowhere near it, not even for probably 270 basis
poi nts.

Second, | wanted to coment on M. North's proposa
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that deposit insurance premuns only apply to insured deposits.

I would certainly acknow edge that there is potentia
for inequity in the existing systemin that by [aw, the deposit
i nsurance systemonly protects insured deposits, and yet
depository institutions pay prem uns based essentially on their
total donestic deposits. So, you' re paying prem uns on a |arger
base than is actually insured.

There is a little nore to the picture, though, that |
think we should keep in mnd here in thinking this through, and
one point we should keep in mnd is that the governnment
essentially does not charge for access to the Federal Reserve
di scount wi ndow, that is, |I'mnot talking about the anpunt charged
on advances fromthe di scount wi ndow but for the right of access
to the di scount wi ndow.

Institutions nust maintain reserves at the Fed, and,
so, there is a foregone interest cost, but reserve bal ances at
this point for the banking systemas a whole are negligible, and
the foregone interest is nowhere near the econonic val ue of access
to the discount wi ndow during a financial crisis when it becones a
matter of |ife and death.

So, the value of that access, which is as nmuch for

large institutions as for small ones, should be taken into

account, | think, in the policy debate.
MR, MJURTON: Thanks. [|'d like to try to nove on to
the next session. |'d like to take a couple questions fromthe

audi ence, if there are any, or ask if any of the other panelists
want to weigh in before we go to QRA.

(No response)

MR, MJURTON: Ckay. |If not, then why don't we nobve on
to the next portion of this, Miintaining the Funds, and Fred'|

gi ve us nore background materi al
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CHAI RMAN TANOUE: And if we could also introduce Doyl e
Mtchell at this point? Doyle, good norning.

Doyle is going to be joining us and representing the
Nat i onal Bankers Association. W're extrenely pleased that he can
partici pate this norning.

Sessi on on Mintaining the |Insurance Funds

MR. CARNS: Ckay. The next session deals with
mai nt ai ni ng the insurance funds.

Let's ook at a brief history of the BIF reserve
ratio. The reserve ratio has been as high as 1.96 in 1941 and as
low as m nus .36 percent in 1991. The current BIF ratio at 1.37
is roughly the sane ratio that resulted after the refund program
that | tal ked about earlier, which began in 1950.

This history of the reserve ratio begs a question --
why have the deposit insurance funds at all -- and there are two
answers we can consi der this norning.

One is to avoid delay in resolving failures. History
here in the United States and abroad as well shows that delay can
be very costly, and having insurance funds renoves any uncertainty
or delay regarding the financing of failure resolutions. So,
avoi ding costly delay is one reason for a fund.

A second answer mght be to save for a rainy day, if
you will, to spread | osses over tine. ldeally, the deposit
i nsurance pricing systemshould not operate in a pro-cyclica
manner, a manner that exacerbates downturns; rather, it should
charge institutions when they can best afford to pay.

Thi s has not al ways been the case, as shown in this
chart. At several junctures throughout FDIC history, assessnent
i ncome has accounted for a | arge share of banks’ net incone. This
is the blue line in the chart, and the percentage has been quite

vol atil e.
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The large spike in 1987 reflects very |large provisions
for LDC debt by noney center institutions, but even abstracting
fromthat, you can see that it's not been easy to avoid charging
banks nmore when net incone is already under pressure.

And a concern is that certain features of the current
systemwi || make this even harder going forward. First is the
hard fl oor for the designated reserve ratio, if you will.
VWenever the insurance fund falls below the floor, 1.25 at
present, the FDIC s required to charge a mni mum of 23 basis
points, unless the DRR can be achieved within a year. This neans
at least 23 basis points in tines when banks are nost |ikely
al ready struggling.

Second, the DRR only can be raised for a particular
year by identifying a significant risk of substantial future
| osses to the fund. For exanple, there's no provision for
adjusting the reserve target to reflect changes in industry
structure. For exanple, the fact that a surprise failure by one
of the largest institutions in today's environnment could threaten
t he sol vency of the fund. Essentially, we nust wait for rather
obvi ous troubl e before adjusting the DRR

These features, we think, can nake it nore difficult
going forward to avoid hitting banks with prem uns at the worst-
possible tines, and in fact, managing the reserve ratio to any
single target nunber, whether it be a floor, such as the current
DRR, or a cap, as envisioned under several rebate proposals, this
ki nd of fund managenent poses problens for spreadi ng | osses evenly
over tine.

The optiml size for the funds, whatever that is, is
not constant. It would change with the risk environment and the
vul nerability of institutions, and both conponents of the reserve

rati o have been quite volatile historically, and this neans that
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the attenpt to hit a fixed target will cause large variations in
assessments over tine.

The deposit growth conmponent of the reserve ratio has
shown consi derable volatility historically, and we need only | ook
to the recent experience to see how volatile the BIF can be.

If we | ook at the past eight quarters, it would be
difficult for us to imagine nore ideal conditions for banking than
have prevailed over these two years, and there have been no
signi ficant disturbances to deposit growth of the type we revi ewed
in the last chart, but the BIF ratio has fluctuated noticeably,
and as a result of a few nediumsized failures, the ratio is now
bel ow the | evel of two years ago and appears to be headed in the
wrong direction

The point here is only to provide sone perspective on
t he possible swings in the ratio going forward when conditions are
perhaps | ess favorable, and the issue is not so nmuch whether the
FDI C can obtain funds going forward. W think we can, but the
issue is when will the FDIC call on the industry for those funds?

A final concern in this area is the current provision
in the law for systemic risk exceptions. As you're aware, when
the decision is nade to extend protection beyond insured
depositors of a failed bank to other creditors in order to
mai ntain stability, FDICIA requires that the extra costs
associated with this protection be recovered in a tinmely manner
t hrough special assessnents on the industry.

These speci al assessnents could come on top of regular
assessnments that are already high due to adverse conditions, and
they would be levied on all institutions based on their tota
liabilities | ess sub-debt.

We'd be interested in hearing the participants' views

on this aspect of the system Is it toorigid? Is it likely to
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exacerbate problens, and is it fair? And, of course, finally,
we'd like to hear your views on rebates in light of the
consi derations we've just nentioned.

There have been several types of proposals, and the
basi ¢ question would be, under what conditions, if any, would
rebates be appropriate, and how woul d we address the concerns that
we' ve outlined previously?

MR, MJURTON: Thank you, Fred.

Before we get to the rebate issue, I'd like to talk a
little bit about how people feel about the idea of the fund as a
rai ny day mechani sm as opposed to a pay-as-you-go arrangenent or
whet her that has val ue.

Ri ck?

MR. CARNELL: | think it has real value first, for the
reasons stated, that you build up a pot of nobney that can be used
to resolve institutions in a tinely manner, and al so by buil di ng
that up during good tinmes, you avoid burden that woul d ot herw se
be i nposed during hard tines when the prem unms woul d be nore
difficult to bear.

I would al so note another reason or two why | believe
the fund systemis appropriate. | think it is in the interests
both of the taxpayers and of the banking industry to keep deposit
i nsurance funds separate, clearly separate from general tax
revenues. That benefits banks by working against any politica
desire to dip into the fund during good tinmes, and | think it also
protects the taxpayers by the notion that they would be | ooked to
only as a back-up. So, | think there's additional reasons.

MR. MURTON: Ton®

MR, SHEEHAN. Well, as long as the fund continues to
be a budget item though, it continues to be sonmething that the

political world is going to | ook at, especially if it becomes a
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fairly significant anpunt of noney, and | think that's the concern
of a nunber of bankers, is if this fund continues to grow, and it
continues to be | ooked at as part of the budget process, is it
really not going to be at sone point used for sonme other purposes
or diverted dependi ng on what Adninistration happens to be in
power at that tine?

| think if there were a reason for rebates, that's
probably the biggest driving force behind that. If we were sure
that that nopney was al ways going to be ours, be off budget, not
part of that process, the political process, then | think many of
our banks woul d be very, very happy to |l evel the prem um nmake
sure that it doesn't spike up and down, because | think that is
really very disadvantageous, especially to sonme of our snmaller
banks, in tinmes when they really can't afford those prem uns.

We would like to see a nore |evel consistent prem um
that we can at least predict in the reasonable near future, but as
long as it becones a political possibility, | think then we have
sone concern as to how big the fund gets.

MR, MURTON: Roy?

MR, GREEN. | think the survey of our nenbers
i ndicates that clearly the view towards the FDI C and the insurance
funds is that it is a rainy day fund. Anyt hi ng t hat
woul d chal | enge that assunption of confidence would, | think, in
fact lead to sonme political reactions that night not be otherw se
anticipated on the Hi Il in terns of what the individual depositor
feel s about those alternative uses of funds.

Clearly, it is perceived extensively by our nenbers as
being a rainy day fund.

MR, MJURTON: Thank you. Jinf

MR SMTH:. Well, the conbined funds is $40 billion

and that's a pretty good rainy day fund in ny opinion, and it's
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four billion over the designated 125.

The interest on that is exceeding the operating
expenses of the FDIC by $1.5 billion, and, you know, | think the
question is, do you continue to pour nmoney into the fund and take
it out of the banks and out of the comunities where they're
trying to put it to work and do things for the community or do you
continue to try to just build the fund up to who knows what | evel ?

MR. MJURTON: Ken?

MR, THOVAS: Yes. | agree with Roy's point. You know,
we have to always remenber the FDIC, the purpose is to protect the
depositor. This is one of ny favorite collections. This is a
har dbacked version of the original 1934 Annual Report, and it
clearly says here that the purpose of the FDIC is to protect
depositors and instill depositor confidence.

As Roy is saying, confidence is assunmed in this
concept of rainy day. | have |ong proposed, in fact back in '95,
| proposed that we go to 1.5 on the DRR

In fact, we ended this year, 1934, at 1.61. W' ve had
over 10 year-end periods where we were over 1.5, including 1963
when we were at 1.5. It's not that big of a nunber as far as
going to that |evel.

Had we been at 1.5, we would not have the
enbarrassnent of going negative. W nust never get to that
enbarrassi ng point of having the fund get negative again, and
believe we woul dn't have four consecutive drops the |ast period or
the loss in the |ast period.

And my other comment is, that goes with this, is that,
I would not allow any rebates, and I would not have a cap on the
fund, which I think follows fromny view of rainy day.

MR, MJURTON: Roger, did you want to -- we got taken
back to 1934.
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(Laughter)

MR, WATSON: We now cone to the reason why |I'm here
It's not because | can add any wi sdom but |'ve been around | onger
t han anybody el se and know nore of the history of the FDIC

The deposit insurance fundi ng mechani sm has changed
over the years. It changed drastically from what was antici pated
in the 1934 Act. Oiginally, the FDIC was capitalized by a
contribution from Treasury, and if the original permanent fund had
been i npl enmented, it would have been funded by a further capita
contribution by nmenber banks, and then assessnents basically to
keep the fund at the level that it was originally capitalized at.

To the extent that operating | osses and expenses exceeded i ncone
fromthe fund, then that was passed directly to the banks.

That was changed in 1935. It never really went into
effect, but it would be very simlar to what the credit union
adm nistration is today. It wouldn't have the advantage of
funding gromh into the deposit insurance fund, but in other
respects, it is basically the sanme type of operation.

MR. MJURTON: Yes, Ray? Could we go to Ken first, and
then to you? Thank you.

MR, McELDOWNEY: Yes. | just want to weigh in, also,
on sort of the rainy day as opposed to pay-as-you-go, for a couple
of reasons.

| think to inprove confidence in the fund, | think
peopl e have | onger nenories than just the last two or three years,
and, also, | think that the pay-as-you-go has the danger of not
requiring banks to pay in when they're probably nost able to do it
and asking for assessments in the harder tinmes when they're |east
able to afford it.

So, | think it's sort of counterproductive.

MR. MURTON: Nol an, and then --
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MR, CARNELL: | would certainly agree with those who
have opposed |owering the reserve ratio or inposing rebates, and
in fact, | would add that | think the FDI C shoul d have greater
freedomto adjust the designated reserve ratio.

Current law only allows an adjustment for an immi nent
problem wi thin the next year, which then reduces the ability to
build up the fund in the face of foreseeable problens that don't
happen to fit within that tinme w ndow.

But nost inportantly, | wanted to respond to Tom
Sheehan's point about the risk of political nmeddling with the
fund. | think that's an understandabl e point, and Tom said t hat
he felt his nmenbers would feel confortable paying prem uns at a
stable rate even with building up the fund, if there was
confidence that this noney would not be swi ped by politicians.

I just want to be clear on sone of the safeguards that
exi st against swiping. | cannot say that this would never happen
but I would note that we've had the current system that is either
a high fund bal ance or high premumrates for 11 years. That is,
the current |egal framework on designated reserve rati o has been
in effect since 1989.

There has only been one abortive proposal, which was
by a rogue OMB staffer which is even largely forgotten now but not
by sonme of us, to tap into that, and that was dead, A, as soon as
the Treasury heard of it, and, B, as soon as the banking industry
heard of it, and either of those would have sufficed to kill it.

It was dead, dead, dead and has not been revived, but
let's say you had no confidence in that. Wat | want to enphasize
is that not only would swi ping involve anendi ng the Federa
Deposit I nsurance Act in the teeth of opposition fromthe banking
i ndustry, but it would also involve anendi ng the Congressiona

Budget Act.
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That is, right now, the rules that exist for tapping
the i nsurance fund would nmean that if you were not taking the
money for deposit insurance purposes within the scope of the
deposit insurance guarantee as it previously existed, that would
requi re a pay-as-you-go treatnment under the Congressional Budget
Act, and, so, in order to swi pe nmoney fromthe fund, it would
i nvol ve a change in the Congressional Budget Act that would be a
serious breach of fiscal discipline and woul d have political and
ot her consequences that go beyond deposit insurance and beyond
banki ng, and in a sense would nobilize a bunch of other
constituencies to help nmake sure it didn't happen

MR, MJURTON: Thank you. Nolan, and then Roy.

MR, NORTH. In regard to the |arge depositors in
banks, we fully agree that certainly the reserve fund shoul d be
mai ntai ned. The 1.25 is one of those things like 16 and two-
thirds, not whether it's relevant or the right or wong, but
that's okay.

Even though npost of our nmenbers receive virtually no
coverage fromthe FDIC, i.e., 100,000 versus the mllions we have
on deposit, the Association for Financial Professionals, in our
m ssion statenent, one of our ainms is to maintain a safe and
secure banking system and the FDIC, both from an exani nati on and
an insurance standpoint, is a keystone of that policy.

Now, whether it's a pay-as-you-go or a rainy day, we
woul d favor pay-as-you-go, and this notion that the banks woul d
have to pay when they can least afford it is at least a red
herring.

The people that pay this are the custoners of the
bank, and the |large custonmers have an explicit charge for it. 1In
many banks, the business custonmers pay at |east as much as the

bank owes to the FDIC, and on a macro basis, the business

EXECUTI VE COURT REPORTERS, | NC.
(301) 565-0064



© 00 N oo o b~ W N P

[ € A L S S I S e N I S e S S T T T e R o R e
, O © 00 N O 0o A W N P O ©W 00 N O 0o B W N +—» O

38

custoners pay in our analysis approaching half of all the FDIC
assessnents.

So, this notion that it's going to hurt the banks when
they can least afford it is, | think, a msdirection in how this
actual ly works.

MR, MURTON: Roy?

MR. CGREEN: Well, just to build from one other
di mensi on, one of the things that the Association has taken great
care in distinguishing, given the power of the FDIC, the synbolic
power as well as the practical financial power of deposit
i nsurance, is the care that we take to try to make sure that our
menbers and consuners in general know the difference between what
types of products are in fact insured and which are not.

The value of that distinction is pal pable and one that
we should work very hard to maintain. So, the rainy day concept
versus the pay-as-you-go, | think, is an issue worth protecting.

MR, MJURTON: Thank you. Doyle, and then Bill.

MR, M TCHELL: Thank you, Madam Chai r man

For the National Bankers Association, we would favor
pay- as-you-go. Some of our banks and certainly nost of the
comunities in which we operate can't afford the | uxury of
mai ntaining any liquidity or any excess funds off to the side. W
have to enploy every dollar that we have available to us in doing
exactly what Jimsaid, in recycling that right back in our
communities, and if we pass that cost on, certainly our customers
can't afford the |uxury of maintaining such a fund.

The premiums will fluctuate over tine and sometines
drastically as we've seen. So, if there's any dip in the fund, it
will certainly be required to pay the prem uns necessary to bring
it up to satisfactory |evels.

But to have a reserve fund, a rainy day fund, is not
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sonmet hing that our communities can afford.

MR, MURTON: Bill?

MR. FI TZGERALD: The first thing we can do is merge
the two funds, the SAIF and the BIF. That gives you a little nore
capital, if we get that done.

But | do think when we | ook at the requirenent that as
soon as you drop below 1.25, you i mediately go to the 23 basis
point, | think what the whole group in effect is saying is you'd
prefer to have a systematic -- if it declined from1.25 to 1.20,
there ought to be a premiumthat kicks in, and then it ought to
pi ck up as that nunber gets down; and then it gets back to Ken's
point, | think, is 1.50 the nunber where there just isn't an
assessnent any longer or if it builds up beyond that, you know,
shoul d there be a consideration for rebate? | think we need to
| ook at both sides.

Actuarially, there has to be a way to figure out what
is the proper type of reserving to have, and | think that was the
question we discussed in the first part today as well

CHAI RMAN TANOUE: This discussion does raise just a
very fundanmental question about whose nobney is this anyway? 1Is it
the noney that refers back to the industry or is it the noney of
we, the people, the taxpayers?

MR, CARNELL: Well, | would just note there's a very
straightforward | egal answer and al so an econom ¢ answer.

Legally, the noney is the property of the governnent,
but that's not arbitrary. This is noney that was paid for
protection. It is noney that was paid for the FDIC to bear the
risk, and also as part of that, for the taxpayers to stand as a
backstop, as they did in the early 1990s, when the fund's reserves
wer e under pressure.

Again, | want to cone back to the point of the
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political difficulties of pricing for a governnent agency, in
particular the difficulties of pricing for a governnent
nmonopol i st.

No one woul d suggest that if you have car insurance
from State Farm and GEI CO and you don't have an accident, that
you get your prem um back. No one would suggest if you have car
i nsurance from State Farm or GElI CO, and they have adequate
reserves, that you'd get to have the insurance for free, and yet
the sane argunent will be nmade because it's a governnent agency
t hat because the FDI C has adequate reserves, it should charge no
prem unms to people who are getting protection now or the
suggestion will be made that the fund balance is norally the
property of the industry because they paid it in.

MR FI TZGERALD: Rich, the only problemw th that
argunment is, if you're at Safeco, and somebody el se offers you the
same product at a | ower cost, you'd just switch. So, the consuner
just transfers.

So, it gets back to what is the proper dollar anopunt
of reserves that are necessary? Actuarially, you' ve got to be to
figure it out.

MR, NORTH:. Lacking market forces. Your point is wel
t aken.

MR. MURTON:. Yes, Ken?

MR, THOVAS: Just a short point, historic point, on
t he pay-as-you-go.

Not to go back to '34, but going back to 1987, 1987

bank earnings were only 2.8 billion. They just exceeded failure
| osses of two billion. So, in '87, actual bank earni ngs pay-as-
you-go of 2.8 billion exceeded failure | osses of two billion, but
they were well below the 1988 | osses, which were 6.7 billion

So, when you | ook at the nunbers for that period, pay-
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as-you-go is clearly problenmatic.

MR MJURTON: Well, Skip, | wondered if you wanted to
coment on -- you were there when it was tinme to invoke to sone
extent the pay-as-you-go.

VI CE CHAl RMAN HOVE: Well, it was, and it was the
toughest tinme. | nean, in 1990, banks and thrifts were paying
eight and a third cents or the 1/12th of one percent, and the
deci sion then was made -- and | recall in my confirmation hearing,
a Senator from M chigan asked clearly, was | willing to raise
prem uns, if necessary, and clearly and very soon after | was
confirmed, we raised themto 12 cents and then subsequently to 23
cents, and it was probably at the toughest tine because, as Ken
menti oned, we went through the late 1980s and coning into the
1990s, earnings were a little bit better than the 2.8 billion that
you tal ked about but not a | ot better

In fact, | think fromthe period of 1983 to about 1991
or '92, the FDIC actually paid out every year in | osses a greater
anmount than what we took in in premuns in that entire period,
until we saw a real turn-around in '92 or '93, really when it
really turned around.

So, pay-as-you-go had sone real difficult times. It
added to the severity of the bank earnings or the | ack of bank
earnings in that period of tinme.

The rainy day, | don't know what the nunber is.
don't know if it's 1.25 or 1.50, but there is a reserve. | would
argue that there is a point at which we ought to think about what
to do with the excess, Rick, and you have stated that you fee
that there should not be rebates. Clearly people think there
shoul d not be, but as Bill Fitzgerald nentioned, you know, we
don't have the conpetitive pressure, so people can nove back and

forth.
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So that at some point, there is a reserve level that's
adequate. |'mnot sure where that is.

MR. MJURTON: Could | just follow up? If we were to
ever give rebates, does anyone have any ideas upon what basis one
woul d al | ocate rebates?

CHAl RMAN TANOUE: How to do it equitably?

MR, THOVAS: That's a good question. | don't have an
answer because | never thought that through

MR, MJURTON: Principles that mght --

MR, FI TZGERALD: Probably would have to figure out
sonmet hi ng over an average nunber of years goi ng backwards, whether
it was the average assets that you had in your institution over
the previous five years, if that's what it was, as opposed to just
at that point in tine.

MR. MURTON: Right. Jinf

MR, SMTH. Well, obviously any bank over five years
old has paid into the fund, and | think if they have paid into the
fund, then | think there should be sonme eligibility there for
rebat es.

As we go forward, there will be a tine that that limt
may di sappear because as new banks cone on and get invol ved, that
-- we may have to rethink that idea.

MR. NORTH: Isn't there a precedent? It may not be a
good precedent based on this set of facts, but there was a point
intime in the |ast few years when the FDIC did over-charge, |'m
going to use that term and there was a need to rebate, and they
rebat ed back sone of that over-charge over a period of tine, but
at that tinme, you could clearly go way back to the bank that nade
t he payment --

MR. MURTON: Right.

MR. NORTH: -- and nmeke the rebate, but | think a
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simlar concept is what he's discussing, is the people that paid
into the fund should get the rebate fromthe fund.

MR SMTH: And | would [ike to add to that, because
was present in the ag crisis that we had in the Mdwest and al so
the real estate crisis, we didn't have any oil problemin
M ssouri, but we paid very heavy, and the fund did not get to $40
billion because we just paid a set premumto try to keep going.
We paid extra dollars to get this fund to a level so that it is
safe and secure for our custoners, and that is one of the things
that | think we keep forgetting, because we really bit the bullet
back in the '80s, and we got this fund whole, so that it's there,
and it is $40 billion for our custoners, and, so, | think that's
what the bankers are | ooking at now.

Look, we stepped up to the plate, and we put this fund
to $40 billion, you know. Don't keep pounding on us for
additional premiuns if they're not needed, and that's what's on
the table.

MR MJURTON: Rick, and then we'll try to go to Q&A,
unl ess --

MR, CARNELL: Three points. First, 1'd certainly
agree with Jimthat that banking industry stepped up to the plate,
and | think the industry has been rewarded with the | ow prenm um
rates that we have now, and even if the FDI C were charging
sonmething, as | believe it should be, it would still be a nuch,
much smaller premiumthan in the past, reflecting the nmuch, nuch
smal l er risk of the banking systemas it exists now.

My three points. First I want to acknow edge the
point that's been made, | think by M. North and M. Smith and
maybe by sone others and by the Vice Chairnman, that the FDI C does
not operate in a fully-conpetitive market; that is, there are not

conpeting providers of deposit insurance that can offer a
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conpar abl e product, and, so, that nmeans that depository
institutions are to sone degree a captive market. So, that's a
little bit different than State Farm and GEI CO

But | think we would nake a m stake if we thought that
the noney involved was fully captive. It's also worth renmenbering
that depository institutions operate in highly-conpetitive
financial markets, and that non-depository financial institutions
of fer products that are to a significant degree substitutes for
the products, such as deposit accounts, offered by depository
i nstitutions.

What that neans is that if you don't have a fund, and
you were to have to have |large FDI C prem uns, you could see a
m gration of financial assets out of the banking industry -- |
think we saw this to sone degree during the time when we had 23
basi s point prem unms, and things worked out okay in that case --
but keep in mind that banks, as in a sense the custoners of the
FDI C, do operate in conpetitive markets, and if banks face huge
prem um spi kes, it has effects on their conpetitiveness and their
ability to retain market share

Second, | think the American people would be surprised
to hear that the |law considers one and a quarter cents in reserves
per dollar of insured deposits to be an adequate reserve and woul d
be surprised to hear that people believe that one and a half cents
in reserves per dollar of insured deposit is excessive.

| think people would be surprised that the reserves
are as low as they are, even though they're high right now by
hi stori cal standards.

The third is that | wanted to point out that we have
had an unsuccessful experience with pay-as-you-go. The insurance
rates for both the FDIC and the old Federal Savings and Loan

I nsurance Corporation were set arbitrarily by statute. 1In the
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FDIC s case, it seened to work out well for awhile, although, as
Ken points out, there was a tinme when the fund went into deficit
because the premiuns it had been collecting didn't in fact equa
its risk.

But the experinent in pay-as-you-go pricing that
didn't work out was the Federal Savings and Loan | nsurance
Corporation. The premiuns that it was collecting did not reflect
the risk to the fund, and the result is that the U S. taxpayers
eventual ly paid $125 billion to protect depositors at FSLIC
insured institutions, and to this day, the taxpayers continue to
pay the interest on that portion of the national debt.

So, we should keep in mnd that this has in a sense
been tried, and that there was a political ganble nmade in the
thrift industry around 1986 and 1987 to resist having adequate
funding for a thrift clean-up at the tine with the i dea being that
if things didn't work out, then it would be so big that it
couldn't be put on the thrift industry and would have to go to the
t axpayers.

MR. MJURTON: Ckay. Thank you.

I'd like to take questions fromthe audience, if there

are any, before we go to a break.

Ji nP
MR. CHESSEN: |'ve got one. One thing that doesn't
seemto be on the table yet, | think we've tal ked about the

opportunity costs of having too nuch noney, that's better in the
comunities that's there.

The other issue seens to me is what are the
protections that the FDIC has to neet the obligations that they
m ght have, and no one has nentioned the reserves that the FDIC
holds for future losses and the ability to manage that, and

woul d point out that, as you all know, the reason that the BIF
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fund appeared to be insolvent is because the FDIC held 16 billion
in reserves at that tinme, 13 billion of which was subsequently
recaptured and hel ped boost the fund.

So, | would be interested in the panel's observations,
if youlimt the fund, is there any authority that the FDI C needs
to maintain the obligations?

O course, | would argue that they have all the
obligations that they need or all the authority that they need.

MR. MURTON: Just for the record, that was Ji m Chessen
from Aneri can Bankers Association, for the purposes of our
nmeeti ng.

MR. BRIAN SM TH. One additional point that | think is
different, also, Rick, is that unlike the prior situation where,
after the reserves and the funds were consuned, then the taxpayer
was the next stop on the financing circuit, whereas, now, ever
since the change in the law, there is the fund, the sort of petty
cash, as it were, the rainy day fund or, as it's getting to be,
the torrential downpour fund, that is the first source of paynent

for insured depositors, but there is also now a virtually

unlimted call on the capital of the banking system-- of al
i nsured depositories -- which was not present in the prior
statute.

So that the role of the federal taxpayer is pushed one
renmove back, so that that is a very, very substantial additiona
cushion, and clearly the banking institutions obviously in the
event of trouble will pay one way or another, and to sone extent,
in a way ought to have some choice as to whether they pony it up
in the petty cash or hold it within the institutions because one
way or another, they will in fact, under the new |laws, pay in a
way that was not previously the case.

MR. FITZGERALD: Brian, | think the one other added
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itemalso is that the SAIF-insured institutions today carry
reserves that are significant, whereas in 1988 and '89, there
weren't any reserves in that industry. So, there's another added
| ayer of reserving that's there that wasn't in the fund.

MR, MURTON: Right. W're trying to keep on schedul e.

MR, CARNELL: Okay. Very quick point. Some have
suggested that any noney paid into the deposit insurance fund is a
burden on the banking industry and a drain on conmunities.

I just want to point out that rational econom c
pricing in general is not a burden, and one of the things that we
saw in the presentation and that the Chairnman has nmade in her
speeches is pointing out that the |lack of a prem umright now
creates some perverse incentives for people to saddle the
i nsurance fund with risk, and, so, a rational pricing, including a
premium and if that neans building up the fund even so, is
protecting insured institutions fromsonme of the costs that they
could be saddled with from gamesmanshi p of others.

MR, MJURTON: Thank you. Wiy don't we take a break
now, 15-minute break, and then we'll cone back and do the | ast
sessi on on Cover age.

Thank you.

(Wher eupon, a recess was taken.)

MR, MURTON: If we could get started again, this third
and final session is on the deposit insurance coverage |evels, and
again I'Il turn it over to Fred to give us a |little background.

Sessi on on Deposit Insurance Coverage Levels

MR. CARNS: COkay. Thanks, Art.

The primary basis for our discussion of coverage
limts is the falling real value of the $100,000 limt.

The blue line in this chart shows the value of the

coverage limt in 1980 dollars, using the CPl deflator. W can
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see that the real value of the $100,000 linit, the blue line, has
fallen by about half since it was adopted in 1980.

The real value of coverage today is even bel ow that of
1974, when the coverage lint was raised to $40, 000.

The diagramindicates that the real value of coverage
was much | ower during the first 30 years or so of the FDIC s
operation, but the CPI's only one gauge, and other neasures show a
different result. For exanple, although | don't have a picture
for this, the $5,000 coverage limt in 1935 was al nost 10 tines
per capita incone at that tine, while the $100,000 |limt today is
just over three times per capita income.

A question arises, why was coverage increased from
40,000 to 100,000 in 1980? Again, using the CPl, an increase to
$60, 000 woul d have been sufficient for inflation. | think your
handout may say 50,000. That was actually the original Senate
proposal in 1980, but it turns out that $60, 000 woul d have been
about the right inflation adjustnment. So, why 100, 000?

There's not a | ot on the record regarding the
di scussions that took place in the Congress, but it's clear that
there was concern about the banking and thrift industries
abilities to attract funds in a high-interest rate environnment,
and thrifts in particular were experiencing problens at that tinme.

There's little doubt that raising coverage to $100, 000
pl ayed a role in the ensuing S&L crisis. The question is how nmuch
of arole. It allowed for an influx of deposits which el evated
FSLIC s liability, and this effect is nore pronounced due to the
lifting of Reg. Qceilings at the sanme tine.

The easy availability of insured funding clearly fed
into this so-called noral hazard problem that was already
operating in the thrift industry. It facilitated excessive risk-
t aki ng.
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In considering higher coverage Iinmts today, we need
to take stock of what occurred in the 1980s and be sure not to
repeat any m stakes in that experience.

We don't have sufficiently-detailed information on the
call reports to confidently project the initial inpact of an
i ncrease in coverage, say to $200,000, but we do have enough
information to take a stab at the upper linit of the increase in
i nsured deposits that we mght expect as the inmediate result of
doubl i ng coverage.

Rough estimates suggest that there are about a mllion
deposit accounts between a $100, 000 and $200, 000 at present, and
t he average size of these accounts approaches about a $160, 000.
There are about three and a half mllion accounts over $200, 000,
and we assune that these would each increase the anmount of insured
deposits by 100,000, if the limt were raised.

Now, this gives us an over-estimate, which is why we
call it a high-end estinmate, because some of these accounts
already are fully insured through the pass-through rules on
institutional deposits and simlar arrangenents.

In any case, ignoring this factor gives us an increase
in insured deposits of approximtely 400 billion by raising
coverage to $200,000. If it all occurred at once, this would
reduce the reserve ratio of the conbined BIF/ SAIF fund from 1. 38
to about 1.22.

Again, | would caution that this is a rough
cal cul ation, and we know that it would over-estimate the initia
i npact of the increase in the limt.

Finally, just for purposes of conparison, we can | ook
at coverage levels in other countries. The U S. is inline with
the average | evel of coverage worldwi de. Sone 68 countries have

explicit coverage, and on average, they provide about three tines
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per capita GDP. The U.S. is just above this.

Africa has the highest coverage |evels, averagi ng over
Six tines per capita inconme in countries with explicit deposit
i nsurance systens there. The European average is 1.6 tines
income, and this lines up with the rule of thunb that's been
suggested by the I MF that coverage | evel s sonewhere between one
and two tinmes per capita income represent appropriate limts on
deposit insurance.

We have a number of related issues to discuss in this
area, including indexing and appropri ate coverage |evels for
muni ci pal deposits. So, with that, I'll just turn it over to Art.

MR. MURTON: Thanks, Fred.

I'd like to start with the coverage issue, and what
I'"d like to suggest is maybe we hear fromthe consuner side of
things first, and maybe we can start with Roy G een.

MR, GREEN. Well, | think we have over the years, of
course, wanted to nmake sure there weren't severe deposit insurance
limtations, and taking that to the issue on the table, | think
the Association would certainly support a raise in the cap that is
insured to the $200,000 range in part based on the cal cul ations of
what the inflation rate's done to the $100,000 current insurance
policy over the years since it was raised to that point.

So, that is a fundamental issue that we woul d support
in part because, as our nmenbership and as the popul ation as a
whol e ages or when they nove into ol der age categories, they tend
to want to -- a |larger percentage of them put their assets, of
course, into insured accounts and instrunents.

So, by and large, we would favor that change in
policy.

MR, MJURTON: Ken?

MR. McELDOMNEY: | guess we think it needs nore study
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just to see in terns of what the inpact would be. The npst recent
Federal Reserve study indicated that the nmedian transaction
account was about $3,100, ranging from $500 up to $19, 000 for
peopl e maki ng nore than a $100, 000 a year

For CDs, it was an average of 15,000 with a range of
7,000 to 22,000, and even for retirenment accounts, it was 2,400
with a range of 7,500 to 93, 000.

It seens |like the one area where it is approaching an
area where it should be increased is with retirenment accounts.

The question, | think, we would have is just in terns
of who would actually benefit fromthis. Wuld it be consuners or
woul d it be businesses?

MR. MJURTON: Ken?

MR THOMAS: | would like to conclude nmy coments with
goi ng back and referencing another historic item not this tine
back to 1934 but back to 1997. This excellent book was the
"Hi story of the '80s: Lessons for the Future". It was
comm ssi oned by Former Chairman Al Firth, and the Vice Chairnman
actually wote the Foreword here, and | think this is very
i mportant, the concepts here, look for lessons for the future.

In here, they | ook back at the 1980 -- what happened
there in the increase. The question becones: how did we get to
100, 000? Everybody agrees a 100,000 then is equal to 200, 000 now.

So, the math is correct. You go to a 100 to 200. There's no
doubt about that.

But the question is, was a 100 in 1980 the right
nunber? The answer is absolutely not. It was a m stake.

First of all, back then, Chairman Sprague wanted to go
to $60, 000, based on inflation, and as Fred nentioned, there were
sone ot her people -- the actual Senate proposal was to go to

50, 000, and the 50,000 proposal was in the lawtill the very | ast
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m nute, and as noted here and also in Chairman Seidling's book
"Full Faith and Credit", at the very last mnute, in the m dnight
meeting in a conference commttee, thrift |obbyists, two

| obbyi sts, changed it over, had them change it over, and it went
to a 100,000 al nost as an afterthought.

That one factor caused the S&L crisis to significantly
increase in the cost to the taxpayers, and, so, we have to | ook
back and say yes, what happened there, it was a nistake, and if we
went back to the correct nunber, which should have been 50 or 60,
it would now be a 100.

So, we're at a 100 now, and | think that's where we
shoul d be and where we should keep it. So, that's my historic
view of the situation.

MR, MURTON:  Ji nf

MR SMTH: | think we need to raise it, and | also
think we need to look at sone future indexing for future inflation
so that we keep pace, and we don't have to revisit this.

I can tell you frommy personal experience, ny
custonmers are very cogni zant of the $100,000 limt. They're com ng
in and splitting deposits. |If it's over a 100, they're taking it
down the street to a conpetitor, and then |I'I|l have another
custonmer fromthe conpetitor walking in splitting their deposits
down there.

So, | think these deposits are being insured. It's
just being split up, and | think it's a real inconvenience to the
custoner in order to handle it, but nmy custoners are very wel
aware of the $100,000 limt and handle their deposits accordingly.

MR, MJURTON: Thank you. Tonf?

MR, SHEEHAN. We at | CBA have sort of been |eading the
fight on the increase of the deposit insurance, and we thank

Chai rman Donna Tanoue for hol ding these hearings this norning,

EXECUTI VE COURT REPORTERS, | NC.
(301) 565-0064



© 00 N oo o b~ W N P

[ € A L S S I S e N I S e S S T T T e R o R e
, O © 00 N O 0o A W N P O ©W 00 N O 0o B W N +—» O

53

havi ng this discussion.

She was gracious at our convention back in March and
made sone very appropriate comments that | think our nenbers were
encour aged by.

Many of our small banks are really having difficulty
attracting core deposits, and as it was said, a lot of this is
i nsured anyway. It's inconveniencing the consuner because the
consuner has to look for two or three banks to try to find a pl ace
to deposit their retirenment funds.

As you get older, and | amstarting to get closer and
closer to that point, you can't afford to take a Iot of risk, and
the FDIC and its full faith and credit and the entire confidence
that the depository public has in that systemis very inportant to
peopl e of that age.

They do not want to take risks. They would nuch
rather put it in an insured depository account to earn five or six
or whatever percent, be sure that they're going to get their
princi pal back, rather than taking the risks that they really
can't afford to take.

So, as that noney continues to accurul ate, and 100, 000
certainly isn't what it used to be, at |least not as nmuch as it was
20 years ago, they want that protection.

We have a nunber of depositors that have far in excess
of a 100,000, don't get ne wong, but it seens |like there is
either a total disregard for it, in other words they don't really
care all that nmuch about the insurance, they have the capability -
- generally, larger depositors have the capability of ascertaining
a value in their investnments. They are a little bit nore
sophi sticated. They tend to be a little bit nore capabl e of
anal yzi ng that.

It's the smaller depositors, the 100 to 200, 000, that
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aren't sophisticated, that do need the protection, the confidence
that they're going to get their noney back when they do retire and
when they need that noney.

So, it is extrenmely inmportant. A lot of our snall
banks are | osing core deposits because of the $100,000 limt.
think it would bring noney back into our smaller comrunities, into
our smaller banks, allow that noney to be reinvested in those
comunities, and | think it could be a very, very inportant
factor, both on the consunmer side, not just fromthe depository
side, but fromthe reinvestnent side in the communities in which
that noney will go.

MR. MURTON: Nol an?

MR, NORTH. From a busi ness standpoint or the business
custoner of the bank standpoint, for the average business, the
di fference between 100 and 200, 000 of coverage is al nost
irrelevant.

Your point for perhaps the small busi nessnen out at
the margin, the difference between 100 and 200 nay be a factor
but for those of us who have to work in the mllions to tens of
mllions of bank deposits every day, this is just not much of a
factor.

The thing I would point out in regard to coverage, and
it relates back to pricing, is the 100,000 is 100,000 of collected
bal ances. The FDI C has al ways poi nted out that checks in the
course of collection, i.e. float, are not part of what is insured.

When those checks are collected, they' re turned back over to the

deposi tor.

Yet froma pricing standpoint, the assessnent has
al ways been on total |edger balance mnus 16 and two-thirds. 1In a
nmeeting | had with M. Miurton a few years ago, | showed him an

account analysis | have at one of my banks, and it's fairly
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typi cal of large conpanies, and that account still runs the sane
way today.

We deposit checks in an account, and the next day, we
wire the nmoney out to our nutual funds. They are nutual fund
purchase checks. The average | edger bal ance runs about $25
mllion. The average float is about $25 million. The average
coll ected bal ance runs from $5 to $50, 000 average per nonth.

So, the coverage that | have in that business is
50, 000. The assessnment base is the 25 mllion, but since that is
all checks in the course of collection, it never would have been
covered by insurance had that bank been taken over.

So, when we tal k about coverage, | always want to
relate it back to pricing, and let's keep in mnd that the
coverage here is 100,000 or 200,000 of collected bal ances, and
that's an inportant distinction for business custoners.

MR, MURTON: Doyl e?

MR. M TCHELL: W also support the increase to
200,000. It would be nice if we could go back to 1935 and do ten
times per capita inconme, but | guess there's no point in arguing
t hat .

For the reasons stated, our custoners are al so very
conscious of the limt, and because many of them are ol der
customers, they diversify their deposits anmong different
institutions, including the non-profits, who may by a fact of
their bylaws have a policy not to keep nore than a $100, 000 in any
one institution.

We've seen as many as nine banks in sonme of our non-
profits, and | guess that's a good problemfor themto have, but
it certainly represents an inconveni ence, and we believe that if
we were to be able to consolidate sone of those deposits, again,

we can do a lot in our conmunities with that additional liquidity
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as wel | .

MR MJURTON: Bill, did you want to --

MR. FI TZGERALD: The ACB Group, obviously we support
the increase to 200, 000.

The inpact it has on the customer, we kind of have a
nm xed feeling on that, as to what will happen in the transfer of
the funds. | think our bigger concern is what's the cost of
having to put that 200,000 insurance on, and if there's an added
cost, then we need to weigh that against the value of it. But
obviously if it's up for grabs, and you want 200,000, we'd go with
t hat .

MR, MURTON:  JinP

MR SMTH.  Well, obviously nmy small bank, 1'd like to
have one of M. North's customers because | think it would be
really nice to have one of those |large custoners. But keep in
m nd when they do wire that noney to the nutual funds, | don't
think there's any insurance coverage for that.

MR, FI TZGERALD: Thank you.

MR, MJURTON: Ken?

MR, McELDOWNEY: Yes. | guess I'd like to reiterate
just in terns of who is it going to benefit? Again, the Federa
Reserve's nost recent figures, 70 percent of the househol ds have
an annual incorme of |ess than $50,000 a year

If you look at that category of 50,000 to a 100, 000,
retirement accounts are still only 31,000 nedian. CDs are 13,000,
and transaction accounts are 6, 000.

So, | think particularly in ternms of |ooking at
consuners as opposed to businesses, | think you' d need to | ook at
exactly what portion of folks are going to be hel ped by this.
That's the first point.

The second point, | think, is that I think there would
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be a premiuminpact, and certainly while a lot of it has flown
back directly to businesses, | think consuners have al so seen over
the years nmuch |lower interest rates on savings accounts, much

hi gher fees on checking accounts and credit card accounts, and
woul d hate to see increased premiumreflected into this as well
plus, as | sort of heard around the table, it appears that
stronger support, | think, is coming fromthe banking industry,
and | think that one of the things that should be considered in
terms of that, since the benefits, | think, are not going to go to
noder at e-i ncone consuners so much or | owincome consumers,
certainly it's consideration of this possible increase in
conjunction with support for sonme basic banking |egislation.

MR, MURTON: Tonf

MR, SHEEHAN. Well, just to dwell on that point a bit,
the noney that comes into a community bank, for example, if it has
to be funded by borrow ngs, higher cost acquisition of funds, that
gets passed on to the consuner, to the individual that wants to
buy a car, to the individual that wants to buy a hone.

If we are able to fund our operations and our |ending
with | ower-cost deposits, protected by the FDIC, we are able to
pass that noney on to our borrow ng public, nany of whom are your
| ower -i nconme consuners, at a price that's obviously going to be
less than if we had to go out into the noney market and acquire
those sane funds in order to provide those |oans to the | ower-
income families.

So, everybody benefits fromthat. | nmean, if we get
nore noney into our banks -- banks are nothing nore than
intermedi aries. The noney that cones in has to be reinvested in
order for us to continue to be in business.

If our cost of funding our banks continues to go up

because we have to pay nore and nore and nore to repl ace what we

EXECUTI VE COURT REPORTERS, | NC.
(301) 565-0064



© 00 N oo o b~ W N P

[ € A L S S I S e N I S e S S T T T e R o R e
, O © 00 N O 0o A W N P O ©W 00 N O 0o B W N +—» O

58

used to call core deposits, our costs to the borrowing public is
going to continue to go up, and it's going to inpact those | ow
i ncome consumers. No question about it.

MR, MJURTON: Roy?

MR. GREEN: Yes. |1'd like to make one additiona
point in agreenent actually with Ken, and that is, of course, the
Associ ation has for a long tine supported the notion of | ow cost
banki ng accounts and savi ngs accounts, and we would certainly like
to see these initiatives doubled in that regard, and we thought we
m ssed a chance with the Financial Mdernization Act to acconplish
that, and we certainly would like to work in the future to make
sure that happens.

MR. NORTH: If this were noved to 200,000, and if we
achi eved the notion of assessing insurance prenm uns on that which
is insured, in this case it would be 200,000, | would submt to
you t hat what woul d happen is each one of ny menbers, if we were
back in a paynent node, would sinply be paying twice as much as we
did when we provided 40 percent of the total into BIF, and this
woul d just double the costs on the average business, and the
average consuner, | think our statistics will point out, would
have zero costs.

And to the extent that doubling the coverage would in
any way lead to financial institution managenment thinking they had
nore flexibility in howto run their institution like it did in
the | ast decade, the last century, that we would be opposed to
that influence.

I"d like to flip this around froma little different
perspective, if | may, in regard to coverage and what it is that's
covered, because one of the things we expect to be |ooking at in
the near future com ng out of the elimnation of Reg. Q whereby

banks woul d be able to pay interest on business accounts, but for
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the next several years, it will be tied to a 24 tines sweep into
an MVDA per nonth is going to make the noney market deposit
account to be coupled with the checking or DDA account, and since
this nmoney is fungible, we would |ike froman adm nistrative
standpoint fromthe FDIC to view those as one account as it does
its adm nistration and exam nati on.

MR. MURTON:. Yes, Ken?

MR, THOVAS: A quick point. | don't want to get into
class warfare issues here, but | do want to reiterate Ken's
excel |l ent point here.

The 1998 nmpst recent Fed Survey of Consumer Finance
showed that the median transaction bal ance of all accounts was
only $3,100, a nedian CD was only 15,000. Even for the richest
category incone-wise, it's in the |ow twenties.

I'mafraid that some people m ght perceive this

proposal just as a "tax break for the rich", as a deposit

i nsurance assessnent increase for the rich. So, | just wanted to
throw that point out. | think that was an excell ent point Ken
made.

MR. MTCHELL: 1'd also like to point out that

al though there may be many people or sone people inpacted by the
i ncrease to 200,000, all of these individuals are not wealthy
i ndi vi dual s.

Particularly in our institutions, those that may be
i mpacted by the increase to 200,000 are noderate-incone
i ndividuals. They've saved for a long tinme to accumul ate what
they have put in this safe vehicle, as they see it. They nay have
a honme that's paid, and they may have a coupl e hundred t housand
dollars in the bank, but that's all they have, and they're now
wor king off of in many cases fixed i ncones which are not

substanti al .
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MR, MURTON: Tonf

MR. SHEEHAN: Just one nore comrent on Nol an's comment
about businesses paying nore if this should happen

| don't know about the rest of the bankers in the
room but | |ong ago decided that this wasn't a cost-plus
business. | nean, it would be nice if we could take our costs and
add an increnment for profit and charge that to the consuner, and
he woul d pay it.

Unfortunately, in a free market, in a very conpetitive
mar ket, especially in Southeastern Wsconsin, that just isn't
possi ble. So, market forces do have a great inpact on the anount
that we can charge, and also in credits that we give on conmercia
accounts for certain types of bal ances.

Those are all very conpetitive, and | suspect that as
we go into noney market transfers and sweep accounts, those will
al so be very conpetitive

So, | think that with our diverse financial structure
and the 5,000 or so nenbers of |ICBA and all of the community banks
around the country, | think you just need to continue to
experiment with alternatives, and | think you'll find a pretty
conpetitive environnment out there for those funds.

CHAI RMAN TANOUE: | wanted to ask a question to
clarify the trade groups' positions, and I'll direct ny question
to Jim

MR, SMTH.  Okay.

CHAI RMAN TANOUE: Jim sone time ago, | thought ABA's
position was not in support of increased coverage |evels, but nore
recently, and based on today's statenent by the ABA, it indicates
t hat ABA does support adjusting the insurance limt of $100, 000,
and in some portion of the text, it tal ks about potentially

| ooki ng at doubl i ng.
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But is ABA supporting a doubling to $200, 000, and
basically I'"masking for a clarification of ABA s position --

MR, SMTH  Okay.

CHAI RMAN TANOUE: -- and how does that position differ
from | CBA s?

MR, SM TH. The answer is yes, we are supporting an
increase in the coverage limt.

I think what we want to do is see what the cost is,
whet her we take it to 200, naybe we take it to 250. | think if
you index it for future inflation, maybe 200's not the right
nunber .

But, yes, we are in favor of raising the insurance
limt, and we would like to see future indexing to take it for
inflation in the future, so that we don't have to revisit this
situation again.

I think what we want to do is see a tota
conprehensive plan on the table, so we understand what we're
dealing with and everything, a cap, rebates, insurance coverage,
future indexing for inflation, et cetera, because | think just to
take one piece of this and say this is what we'd like to do and
then find out later what it's going to cost us, | think, is the
wr ong approach

So, we would like to see a total conprehensive
program and we are presently have sent out a survey to all of our
Governnment Rel ations Committee nenbers, and we neet in My, and
they will make a recomrendati on to our board, and we will have a
firmrecomendation at that tine.

But hopefully at that time, we'll have sonme things on
the table that we can see what this cost is going to be.

VI CE CHAIRVAN HOVE: Jim do you have a position on

nmer gi ng the funds?
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MR SMTH. We would Iike to see the funds nmerged but
not as the only alternative. There has to be --

VI CE CHAI RMAN HOVE: That's the other part of the
package?

MR SMTH Right. W have to see the tota
conpr ehensi ve package to neke sure it works, but, yes, we would
like to see the funds nmerged, but not only the funds.

MR, MJURTON: Roger? Roger, Ken had nentioned earlier
when it was increased to 100,000 in 1980, that that was a
contributing cause of the subsequent thrift problens.

Wbul d you care to comment on that?

MR, WATSON: | would, indeed. Once again, mnmy age
plays in ny favor. So, | do have sone know edge about that

m dni ght ronp in the comrittee roomthat ended up going from50 to

100, 000.

At that point in tine, Reg. Qwas in effect up to
deposits of a 100,000 or nore. Interest rates were starting to
rise rather rapidly. It becanme clear that thrifts in particular

were not going to be able to conpete effectively with banks on a
rate basis, and thus the 100,000 limt which pernmitted themto
conpete on the basis of interest rates rather than have a ceiling.
That was the secret discussion that probably wasn't all that
secret, except it never got in the Congressional Record, and
clearly we don't have the sane consideration today since we no
| onger have a deposit interest rate | aw

MR, MJRTON:. Jin®

MR. SMTH It seens to me the thene is that the
$100, 000 coverage caused the real crisis back in the '80s, but
don't forget we also had a change in the tax law. W had a crisis
inthe oil industry. W had a crisis in real estate which evol ved

somewhat fromthe change in the tax law. W had a crisis in
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agriculture that evolved fromthe real estate problem but also | ow
commodity prices.

So, | don't think we can say that the $100, 000
i ncrease in coverage was the reason we had the problem There was
a whol e bunch of problens that created the thrift crisis, and
let's just don't lay the increase in coverage on just to be the
bl ame for that.

MR, THOVAS: | agree, totally. M comment was just to
i ncrease the costs, it increased the costs of the bail-out. The
125 billion perhaps would not have been a 125 billion, it'd be
significantly |ess.

Certainly you're absolutely right. There were nany
causes, MRNy nore causes.

CHAI RMAN TANOUE: | have anot her question. This one
direct to Tomor Jimor Bill

There seens to be a presunption in sone circles that
if we increase the deposit insurance coverage levels, that it'll

correlate to significantly nore core deposits for small comunity

banks.

But there's a significant unknown with that -- how
savers or how consuners will react, and will they really shift
their funds fromone small community bank to another or will they

go to the larger institutions and have their noney there?

Now, is there any hard evidence or statistical surveys
that have been conpiled to support any of this type of presunption
or do you have any suggesti ons about how we, and | use the roya
"we", whether individually as entities or collectively nmight go
about trying to gather this type of data to get a better handle on
what the likely reaction of consunmers would actually be to higher
coverage |evels?

MR, SHEEHAN. Well, | think we're finding in some of
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the smaller conmunities, and again, | don't think there's been any
hard statistical evidence as to how these deposits flow, but as it
becomes more evident that there are institutions in this country
that are too big to fail, many of our snaller depositors that are
aware of that will look for alternatives for their deposits, and
oftentinmes, they will place their deposits in branches of |arger
institutions, that they feel there is a less risk involved because
of that.

It hasn't exactly been a hidden nedia event, you know,
that this does exist, and | think the recent bail-outs of various
-- even the long-termcapital group -- | nean, those kinds of
i ncidences tend to reinforce that perception anong the depositors
that are interested in that.

In smaller communities, yes, | think noney is going
ot her places, and it would be nice if it could stay in those
comunities, in those banks. There are a number of people that
have far in excess of $100,000. The old 80/20 rule still is valid.

In fact, it nay be even 90/10 in some cases, but a small nunber
of our depositors nunerically fund our banks nore and nore and
nore. They have larger and | arger deposits, and if those deposits
continue to | eave our snmall banks, we continue to have funding
pr obl ens.

So, | think those are the kinds of things that can be
statistically analyzed. | nean, Lord knows, there's enough
informati on available with the databases we have today, we should
be able to do that analysis, although | don't think it's been done
up to this point.

VI CE CHAI RMAN HOVE: Tom are these primarily consumner
accounts or business --

MR. SHEEHAN: Yes.

VI CE CHAI RMAN HOVE: -- accounts?
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MR, SHEEHAN. No. Alnpbst all of what |I'mtalKking
about, Skip, are consuner accounts.

Surprisingly, the business accounts don't tend to be nearly
as sensitive to that as the consuners are. The businesses tend to
be a little bit nore sophisticated, tend to have a little
different relationship with their banks.

As Nol an has said earlier, this is not going to change
the dynam c as far as business accounts are concerned. They do
busi ness with larger banks or snmller banks depending on their
ot her rel ationships, not necessarily the deposit side, but the
consumers, especially the older consunmers, are very cogni zant of
this insurance |evel.

VI CE CHAI RMAN HOVE: You know, we've made some
sinplifications of deposit insurance regul ations.

Are they aware of some of these changes? In other
words, a joint account can be $200, 000 today.

MR, SHEEHAN. Ri ght.

VI CE CHAI RVAN HOVE: Are consuners generally aware of
that, your custoners, so that a husband and wife can have a
$200, 000 account, and it's all insured?

MR, SHEEHAN. Oh, yes, yes. |In fact, they can
actual ly have nore than that, but --

VI CE CHAI RVAN HOVE: ©h, yes, yes.

MR, SHEEHAN. -- with various conbinations, but nany
of themjust don't want to bother with that. They're aware of it.

It's funny how people like to have their own accounts in their
own nares.

We have nuch nore of an independence that has been
created in our country over the last couple of years. The genders
tend to be nore i ndependent now. They don't want to be

necessarily -- they'd like to have their own accounts.
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So, that does tend to happen, and we have a | ot of
wi dows, we have a | ot of wi dowers, those types of situations,
single nmons, you know. So, it isn't the sane dynamic that it was
10 years ago when you had the atomic family of a husband and a
wife and two kids. | nean, it's a different society today.

MR SMTH. | don't know of any specific study that we
have that can say with a degree of certainty this is what will
happen if we go to 200, 000.

We are | ooking at sone things, at the ABA, and we're
doi ng sone surveys in light of that to try to get a handle on
t hat .

I will say that | think the 200,000 will help us. It
will help us to hold sone core deposits in our banks and in our
communities that may be seeking that coverage sone place el se, and
| agree with Tom

W're in an era of a |ot of single older people, and,
you know, if the spouse passes away, and there's 200,000 in the
account, all of a sudden they just have coverage on 100. So, they
start trying to figure out what they're going to do with that
noney, and amezingly, some of it nmay go to the securities firns
that's uni nsured or sonmething of this nature.

So, | think if we can help keep those funds in our
institutions to fund our comunities and our banks and our | oans,
it would be a real help to us.

MR, MJURTON: Wth the time we have remaining, 1'd like
to nove on to nunicipal deposits and the idea of covering
muni ci pal deposits, and if we could cover that relatively quickly.

So, I'd like to open that up for anyone who'd like to
coment on that.

MR. NORTH: We think it would be a mistake to start

targeting types of depositors in banks to be nore senior in
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standing to other types of depositors in banks, and even though
many of these nmunicipalities are nmenbers of ours, we would stil
take that position, that all depositors should be treated the
sane.

MR, SHEEHAN. Well, "Il just nmake a comment. We have
a nunber of our nenbers that do feel that rmnunicipal deposits
shoul d be insured. 1In many cases, it's for a lot of the sane
reasons. Most states and nunicipalities require sone
collateralization of those deposits anyway.

So, what happens is the bank nust use securities or
ot her types of instruments to collateralize the deposits that they
obtain fromtheir communities, fromtheir municipalities, and if
sonet hi ng shoul d happen, those securities would not be avail able
to the FDIC anyway. Those would go with the deposits.

So, | guess the obvious result of increasing the
i nsurance of deposits would be the fact that those securities
woul d then be available for other uses. They would be able to be
used, and the funding would be able to be returned to the
conmuni ty.

I don't think there's any question that there could be
a problemif it becane a bidding war, if sone bank deci ded they
wanted to increase their deposits dramatically, they could distort
the market. | think if we're going to do this, we have to have
saf eguards, speed bunps and ot her kinds of things.

| guess nobst of us that tal k about nunicipal deposits
are tal king about deposits in our own communities. | nean, these
are the deposits we get -- we don't generally get deposits outside
of our conmunity anyway, and | think the FDIC woul d have to build
in saf eguards for those kinds of activities.

But the type of deposits |I get frommy school system

fromthe village government and ot her types of deposits, they want
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to keep it in the conmunity. We would Iike to see themkeep it in
the community, and, so, | think that could be a very positive
aspect of this entire process.

MR SMTH | would just like to say in Mssouri, we
have to provide collateral for those municipal deposits and
pl edgi ng of our securities. So, our nunicipal deposits are
covered one way or the other anyway.

I think fromthe ABA, what we would like to see is
again what's on the table with this, because if we do allow ful
coverage, what's to keep sonebody from another state from com ng
i n and bidding on our |ocal nmunicipal deposits? What's to keep ne
fromgoing into another state and bi dding on munici pal deposits if
| feel like | want to do that?

So, | think there has to be all the itenms on the table
t hat addresses this, so we can understand how this will affect us
and how it will affect our local comunities and what will take
pl ace on it.

MR, SHEEHAN. We agree with that.

MR, MJURTON: |I'd now like to open it up again for
questions fromthe gallery, and 1'd like to ask you for the
pur poses of our recording to state your nane and affiliation, if
you woul d, before you ask the question.

MR. GUENTHER: Ken Guenther. [I'mwth the |ndependent
Communi ty Bankers of Anerica.

I think there's an institutional question on the table
that really hasn't been addressed. | think we are in the
strongest financial systemin the world, the nost stable financia
systemin the world, and | think since the creation, the
establishnment of the FDIC, this has been a bulwark of the very
remar kabl e financial system of the United States, which | think

has been very good for AARP nenbers, like ne.
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| think it's been very, very good for the consuners of
Anmerica, and, you know, read the press in terns of countries
el sewhere, this is really not the case, and really since 1980, the
FDI C has been withering away in inportance.

The FDIC is not as inportant now as it was 20 years
ago. |If nothing is done in terns of deposit insurance |levels, the
FDIC will continue to wither away, and | think the FDIC wil |
continue to becone less inportant, and | think this has safety and
solvency inplications. | think it has inplications in terns of
the American consuner.

I do think the npst interesting table that | have seen
in terms of the FDIC presentation is this table entitled "Deposit
Concentrations Have Shifted", and there has been this remarkabl e
shift of deposits, core deposits, fromyour smaller institutions
to your largest institutions from 1980 to 1999, and | think it's
probably worth noting that that shift noves deposits into those
institutions carrying systemc risk or, to use a term nol ogy of
Dr. Thomas, it shifts nore and nore core deposits into the too-
big-to-fail which also are those who carry nore system c risk.

| don't think that's the way we want to go, and
think the only way you can stemthat is by increasing deposit
i nsurance | evels, and again I don't think it's pro-consuner to
have nore and nore financial resources and core deposits
concentrated in fewer and fewer and fewer institutions.

Thanks.

MR. MURTON:  Nol an?

MR. NORTH: May | comment, Ken? [|'mnot sure what you
mean by withering away, and if it relates to reserve |evels
relative to deposits, then once again fromny nenbers' standpoint,
I would say that's not terribly relevant.

But what we haven't tal ked at all about this norning
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froma safety and soundness standpoint, which we all will agree
on, is the exam That's what our nenbers rely on fromthe FDIC,
is that they are nonitoring the managenent and the practices of
the institutions.

My menbers have to do their independent credit
anal ysis of each financial institution. Mst of us -- many of us
buy a service. | happen to have it done in-house. Every one of
nmy banks is analyzed every six nonths.

So, the safety and soundness aspect of what | expect,
what my menbers expect, fromthe FDIC has to do with counseling
and watchi ng the managenent of the institutions. The reserve
level is not terribly relevant in that regard.

MR, MJURTON: Any other questions or comments?

(No response)

MR. MJURTON: If not, 1'd like to turn it back over to
Chai rman Tanoue.

CHAI RMAN TANOUE: Okay. | think earlier this norning,
the point was nade that the deposit insurance systemis not
broken, and | think we fully agree with that, and | know that as
nmeet with my coll eagues from other countries to discuss deposit
i nsurance systens, it is very clear that our systemhere in the
U S is a nodel for many.

But it is clear, and | think we have a consensus here,
that we can refine the system W can reformthe system and
want to thank everyone here today for participating and to say
again that this is the first step in the process, and we | ook
forward to continuing our discussions with you, to going out
across the country again through our outreach sessions that wll
be occurring this nmonth and May and June, to gain even further
feedback and perspective from bankers and consuners alike.

Now, we are shooting to again put forward a set of
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policy options for public coment in July, and perhaps the nost

i nportant point that was nentioned over and over again today is

that we need to | ook at these issues conprehensively and not
pi eceneal fashion.

But as you | eave today, | hope you will |eave

in

convinced, as | am nore than ever that now is the appropriate

time to |l ook at these issues and to | ook at them very hard.
Wth that, | thank you. Thank you, everyone.
(Appl ause)
(Wher eupon, at 12:08 p.m, the roundtabl e was

concl uded.)
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