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depositor and bank behavior?

Theoretical literature identifies trade-offs:

1. Financial Stability: Deposit insurance protects depositors from bank failures,
reducing the risk of bank runs

2. Moral Hazard: Deposit insurance may encourage banks to take on riskier
investments, potentially increasing the likelihood of future failures

However, causal evidence is limited...




Our Setting: 2023 banking crisis
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What Is a Bank Run—and Why Was Silicon Valley Bank
Hit by One?

By Bob Henderson

Silicon Valley Bank weighted its investments in favor of longer-
dated securities. That gave them it the potential of higher
returns, but also of steeper losses when interest rates rose.

The banks had many of depositors of a similar type, with
SVB catering largely to venture capitalists and technology start-
ups and Signature Bank to cryptocurrency firms. That increased
the risk that those depositors would act in unison when
withdrawing money.

They had a lot of deposits over the $250,000 FDIC
insurance limit. That put many depositors at risk of loss in the
case of a run, which may have prompted them to try to get out
ahead of the crowd.




“Reciprocal deposits”
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US regional banks swap $220bn in deposits to
soothe insurance nerves

NEW YORK, May 24, 2023 — US regional banks are rushing to exploit rules that
allow depositors to hold tens of millions of dollars in insured accounts, offering
security far exceeding government-backed insurance to soothe clients unnerved by
the recent banking turmoil.

Among regional banks advertising high-balance insured accounts is PacWest
Bancorp, which like the former SVB often lends to start-ups and their investors.
Beverly Hills, California-based PacWest’s website says clients can “rest assured”
because the bank can offer up to $175mn in insurance coverage per depositor, or
700 times the FDIC cap.

Shares of PacWest have plunged more than a third since mid-March. The bank said
in its most recent financial filing that it was enrolling more of its customers in
“reciprocal deposit networks”, over which hundreds, or in some cases thousands, of
banks spread customers’ funds in order to stretch insurance limits.




“Reciprocal deposits”

NYCB discloses over $18.7 bln in
reciprocal deposit capacity, shares rise

February 15, 2024 — New York Community Bancorp (NYCB.N)
shares rose 5% on Thursday after it disclosed it has more than
$18.7 billion in reciprocal deposit capacity to offer its customers
expanded deposit insurance, calming investor worries around its
stability.

NYCB said if it utilizes the reciprocal deposit capacity, its share of
fully insured deposits to total deposits would be 95%.

"It's important that such a high level of deposits are insured and |
think the outright risk of a run on the bank on deposits is somewhat
muted," D. A. Davidson analyst Peter Winter told Reuters..




Traditional depositinsurance
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The standard deposit insurance coverage limit is $250,000 per depositor,
per FDIC-insured bank, per ownership category.

Credit: Saddat Sarfraz

Source: FDIC
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1. Study a new market enabled by financial innovation
History and evolution of reciprocal deposits
Description of key participants

2. Use the market as an empirical laboratory to address fundamental
questions in banking regulation

Financial Stability: Does deposit insurance affect depositor behavior?
Moral Hazard: Do banks’ risk-taking decisions change?

10 of Banking Sector: Does enhanced deposit insurance reduce the
advantage of very large banks?
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Process of network adoption
Integrate systems with provider
Obtain know your customer veri cation and custodian approval
Prepare agreements and client disclosures




1. Emergence of reciprocal deposits

Process of network adoption

Integrate systems with provider
Obtain know your customer veri cation and custodian approval
Prepare agreements and client disclosures

Typically takethree to six monthgo join the network




2. Small and midsize banks use reciprocal deposits

(a)Reciprocal Deposits ($ bns) (b)Reciprocal Share (%)




3. Network banks are everywhere (2022Q4)




4. Main clients are public entities, businesses, and nonpro ts
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