
The Economics of Market-Based Deposit Insurance

Edward T. Kim
Michigan Ross

Shohini Kundu
UCLA Anderson

CEPR

Amiyatosh
Purnanandam
Michigan Ross

FDIC Bank Research Conference

September 2024



Deposit insurance

Fundamental Question: How does access to deposit insurance affect
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...



Deposit insurance

Fundamental Question: How does access to deposit insurance affect
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...



Deposit insurance

Fundamental Question: How does access to deposit insurance affect
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...



Deposit insurance

Fundamental Question: How does access to deposit insurance affect
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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Traditional deposit insurance



Reciprocal Deposits: A market-based solution
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Roadmap

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?
� IO of Banking Sector: Does enhanced deposit insurance reduce the

advantage of very large banks?

More
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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

Typically takesthree to six monthsto join the network
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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


	Introduction
	factsfactsfacts
	Depositor and Bank Behavior
	Identification
	IO of Banking Market
	Conclusion
	Blank

