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Problem and model assumptions
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Dividing deposits

» The amount of deposits covered by deposit insurance is usually limited

v

Depositors may divide their deposits between banks to increase their coverage

» Banks compete with deposit rates and might retain larger deposits if these are
sufficiently attractive

» Banks might find it optimal to limit deposit insurance to attract parts of larger
deposits
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Problem and model assumptions
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Differentiated accounts

» Depositors have deposits D or 2D and deposit insurance might be limited to D

» Banks offer differentiated accounts and moving deposits to another bank involves
costs depending on these differences

» Banks are one unit apart and depositors are uniformly distributed on this line with
distance d;
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No insurance
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Choosing a bank

» Depositors staying with bank j are repaid deposits if the loans are repaid to the
bank and face costs from not obtaining optimal banking services

> 11, =n(1+7r%) D~ D —cd; D

» Depositors choose bank i if this is more profitable than choosing bank j,
114, > 117,

i) J
oody <di = L4 U)oU)
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No insurance
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Bank and depositor profits

» Deposits a bank holds will consist of large deposits and small deposits.

» D; =2Xd;D+ (1 -)\)dD

» Banks profits are generated if loans are repaid, consisting of these repaid loans
after deposits are repaid

> Iy =n(1+r.)— (1+7%)) D;

» The optimal deposit rate is obtained if 8(8112’3 =0

= 1+rp=0+ry)— £
= Iy =2c(1+A\)D

Chapter 18.2.1: The optimality of deposit insurance limits Slide 8 of 19

Theoretical Foundations of Banking



Full insurance
©00

B Full deposit coverage
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Full insurance
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Choosing a bank

» Deposits are always repaid
> I = (1+7ry) D — D —ed; D
» Depositors choose bank i if this is profitable: H’b > Hi—)

(14r%)—(141%)

= di<dr=14 -
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Bank and depositor profits

>
>
=
>
| 2

v

Deposits at the bank are D; = 2Ad}*D + (1 — X\) d;*D

Maximizing bank profits gives 1+ = (1+171) — ¢

Iy = sme(1+\) D = rllj

Full deposit coverage gives banks less profits than no deposit insurance
Competition for deposits has increased as the profits of depositors have increased
and more can switch

The lower deposit rate due to the absence of risk does not compensate for this
sufficiently

e =(1+r,—c—1—cd) D=1+ (1 —7)(1+r,)D

Despite the lower deposit rate, depositors are better off than without deposit
insurance as their deposits are risk-free
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B Partial deposit coverage
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Partial insurance
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Large deposits

» Large depositors will only be covered for their deposits up to D

» They can use only bank ¢ and have D repaid for sure and D only repaid if the
loan is repaid to the bank, and bear costs for receiving banking services not fully
meeting their needs

> Iy = (1+ry)D—D+nx (147ry) D — D — 2cd; D

» They can split the deposits between the two banks and have the full deposits
insured, bearing costs for receiving banking services not fully meeting their needs

> H”—(l—H”D)D D_|_(1-|-TD)D D —cd;D — cd; D
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Deposit allocation

» Large depositors split their deposits if Hg > H{D
= gy <y = 1y b))

2

> Large depositors prefer toc keep their deposits only at bank ¢ over bank j if

114, > 117,

d; < d:** _ % +(1+7) (1+TiD)2_C(1+T%)

If 0 <d; < d;*, all deposits are held at bank ¢

If d*** < d; < d**, deposits are split between banks

» Bank i obtains deposits from those that do not split them, those close to them
that move some deposits to the other bank, and from those further away that
move some deposits to them

= DF =27 DA (4 — 4 ) D4 (47 — d**) D = 22D

4l
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Bank profits

> Small depositors are fully insured and hence behave as above: DY = (1 — \)d:*D
> Total demand of deposits for bank i is then D; = DF + D?

» Maximizing bank profits gives 1 + 775" = (1 +71) — cllJ:r’\)\

sokx 1 (1+)\)2
= Ug*=3m T, D

» We can get that 1T < II5™ < IIj

= Banks prefer the lowest possible amount of deposit insurance
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Depositor preferences

. . S ok
» Small depositors: II75 > II';7 > 117,
» Large depositors splitting deposits: 1175 > Hé’*** > 11,
> Large depositors not splitting deposits: II5; > ﬂé’*** > I,

= depositors prefer the highest possible amount of deposit insurance
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Increased competition with deposit insurance

» Banks prefer deposit insurance to be limited to smaller deposits
» Depositors prefer deposit insurance to be covering all deposits

» Deposit insurance increases competition for deposits , but also reduces deposit
rates due to the elimination of risk
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Conflict of interest

» Banks and depositors have opposite views on the provision of deposit insurance
> |If deposit insurance is charged to banks, this will entrench their view even more

> Limited coverage for deposits can be the result of a compromise between the
interests of banks and depositors
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