FDIC's New Brokered Deposit Rule Benefits Bank-FinTech Partnerships

On December 15, 2020, the FDIC issued a final rule that will be helpful to app-based FinTech
services that facilitate consumer savings accounts. This rule will allow banks and FinTechs to
structure consumer savings account partnerships that avoid triggering brokered deposit
designations. The new rule, which will become effective April 1, 2021, achieves this result
through modifications to the regulatory definition of “deposit broker” and to the “primary
purpose” exception to that definition.

Background

A brokered depositis any deposit that an FDIC-insured bank obtains, directly or indirectly, from
or through the mediation or assistance of a “deposit broker.” The definition of “deposit broker”
is broad and includes “[alny person engaged in the business of placing deposits, or facilitating
the placement of deposits, of third parties with insured depository institutions, or the business
of placing deposits with insured depository institutions for the purpose of selling interests in
those deposits to third parties.” There are several exceptions to this definition. Most notably,
under the "primary purpose” exception, "[a]n agent or nominee whose primary purpose is not
the placement of funds with depository institutions" is not a deposit broker.

The designation of a deposit as "brokered” can have important implications for an FDIC-
insured bank, depending on the FDIC's categorization of the bank's capitalization. Banks that
are less than adequately capitalized may not accept brokered deposits, and adequately
capitalized banks may only accept brokered deposits if permitted by an FDIC waiver. Banks
that are less than well-capitalized are also subject to restrictions on the interest rates that
they can pay for brokered deposits.

Modification of the Definition of “Deposit Broker” Benefits FinTechs

There are several avenues through which a FinTech or other business can constitute a deposit
broker.

One avenue is when the FinTech is “engaged in the business of placing deposits of third
parties” with banks. The final rule clarifies that a FinTech will be engaged in the business of
placing deposits of third parties with banks if it deposits third-party funds at more than one
bank. A FinTech that places third-party deposits at a single bank with which it has an exclusive
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relationship will therefore not be engaged in the business of placing deposits of third parties
with banks, and will not be treated as a deposit broker on that basis.

Another avenue by which a FinTech can constitute a deposit broker is when it is “engaged in
the business of facilitating the placement of deposits of third parties” with banks. The final
rule clarifies that a FinTech will be treated as engaged in the business of facilitating the
placement of deposits of third parties with banks if the FInTech is engaged in certain activities
with respect to deposits placed at more than one bank. For example, a FinTech will be engaged
in the business of facilitating the placement of deposits of third parties with banks when it
places third-party deposits at more than one bank and has the legal authority to close an
account or to move a third party's funds between depository institutions.

By providing increased specificity as to when a FinTech will constitute a deposit broker, the
FDIC has provided banks and FinTechs with the opportunity to structure partnerships that do
not trigger the new definition of “"deposit broker.”

Modification of the “Primary Purpose” Exception Benefits FinTechs

The FDIC historically has provided guidance in the form of fact-specific advisory opinions on
the application of the “primary purpose” exception, under which an agent or nominee whose
primary purpose is not the placement of funds with banks is not a deposit broker. The final
rule codifies many of these advisory opinions by specifying business relationships to which the
primary purpose exception will apply upon the final rule's effective date. The final rule also
goes beyond the FDIC's prior advisory opinions by codifying new business relationships to
which the primary purpose exception will apply.

Of particular note, the primary purpose exception will apply under the final rule where, with
respect to a particular business line, less than 25 percent of a FinTech’s assets under
management are placed at depository institutions (the “25 percent” test). The primary
purpose exception will also apply when 100 percent of the funds a FinTech places or assists in
placing are placed into transactional accounts that do not pay fees, interest, or other
remuneration to the depositor (the “enabling transactions” test). FinTechs (or banks on behalf
of FinTechs) will be required to submit a written notice to the FDIC detailing certain specific
information in order to rely upon the 25 percent test or the enabling transactions test.

If a FinTech does not qualify for the primary purpose exception under one of the final rule's
enumerated business relationships, such as the 25 percent test or the enabling transaction
test, the FinTech (or a bank on its behalf) may submit an application to the FDIC seeking the
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application of the primary purpose exception. The FDIC's commentary to the final rule
explains: “The FDIC will approve applications submitted under this process if the application
demonstrates to the FDIC's satisfaction, with respect to the particular business line under
which the [FinTech] places or facilitates the placement of deposits, that the primary purpose
of the [FinTech], for that business line, is a purpose other than the placement or facilitation of
placement of deposits.”

Effective Date

While the final rule is effective April 1, 2021, the FDIC has extended the deadline for full
compliance with the final rule to January 1, 2022. In other words, entities can choose to
operate under the framework of the final rule starting on April 1, 2021, or can (if they wish)
continue until December 31, 2021, to rely on the FDIC's existing staff advisory opinions and
other interpretations concerning the deposit broker definition and the primary purpose
exception. On January 1, 2022, the FDIC's advisory opinions and other publicly available
interpretations will be moved to inactive status, and entities will no longer be permitted to
rely upon them.

Concluding Thoughts

The FDIC's final rule is a boon to app-based FinTech services that facilitate consumer savings
accounts and to their bank partners. As Acting OCC Comptroller and FDIC Board member Brian
Brooks recently described it, the FDIC's current, "broad definition of brokered deposits
discourage[s] bank and fintech partnerships by imposing unnecessary burden and costs—
specifically, by deeming app-based fintech services that facilitate consumer savings accounts
potential deposit-brokering activity.” In contrast, the FDIC's final rule promises to “promote
innovation between commercial banks and the financial technology industry.
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The above article was written by Dustin Nofziger, counsel and member of Pryor Cashman’s

Financial Institutions Group, where he counsels financial institutions, executives and
investors on a wide range of regulatory, enforcement and complex commercial matters
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