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Why and What is Deposit Insurance?Why  and What is Deposit Insurance?
•Motivation behind DI schemes:

• Strengthen banking & financial system stability
• Prevent bank runs and panic
• Protect bank retail depositors from incurring large losses in the event of

bank failures.
P t b ki & fi i l t d l t• Promote banking & financial sector development

•Deposit Insurance: protects depositors against the loss of their deposits in
the event an insured institution of the deposit insurer is unable to meet itsthe event an insured institution of the deposit insurer is unable to meet its
obligations to depositors

•Financial safety net: a financial stability mechanism that usually comprisesFinancial safety net: a financial stability mechanism that usually comprises
the deposit insurance function, prudential regulation and supervision, and the
lender-of-last-resort function.
•Introduction of explicit DI typically generates moral hazard and adverse
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Deposit Insurance BasicsDeposit Insurance Basics
•Moral hazard: incentive for additional risk taking, often present in insurance contracts
and arises from the fact that parties to the contract are protected against loss.
•Adverse selection: tendency for higher-risk banks to opt for deposit insurance andAdverse selection: tendency for higher risk banks to opt for deposit insurance and
lower-risk banks to opt-out of deposit insurance when membership in a deposit insurance
system is voluntary and costly.
•Risks that are large and systemic are difficult for a private institution to insure. Pooling
them does not eliminate systemic risk that can bankrupt a private insurerthem does not eliminate systemic risk that can bankrupt a private insurer.
•Role of Government: government may insure systemic risks, but political constraints
may limit its ability to charge systemic risk premia, leading to a subsidy of systemic risk
and worsening of business cycles and financial risk
•US introduced DI in 1933. Prior to 1933, banks feared deposit withdrawals and held 99
% of all commercial paper to meet deposit outflows.
•Kane (1989) identifies the U.S. financial safety net, and notably fixed-rate deposit 
insurance and belated bank closures, as the single most important factor in explaining , g p p g
the Savings and Loan crisis of the 1980s.
•Demirgüç-Kunt and Detragiache (1998, 2002) find international evidence that
the existence of an explicit deposit insurance scheme has contributed to banking system
f ilit
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Common RemediesCommon Remedies

•Co-insurance: depositors contractually required to share in bank losses. 

•Insurance coverage: most countries specify an upper limit to amount of deposits g p y pp p

refunded in case of insolvency and typically exclude foreign currency and inter-bank 

deposits. 

•Source of funding and fund management: Many explicit deposit insurance schemes 

establish insurance funds, and most of the payments into the fund come from banks, or 

jointly from banks and the government. There is also wide dispersion in the deposit 

insurance premium that banks have to pay into the fund. 

•Risk based premia. Making deposit insurance premiums risk-based is a sensible way to 

try to reduce bank risk takingtry to reduce bank risk taking. 

• Mandatory Membership: most countries have mandatory membership of banks in the 

insurance fund
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Deposit Insurance Basics: Definitions IDeposit Insurance Basics: Definitions I

Bank run: A rapid loss of deposits precipitated by widespread fear that a bank may fail and depositors
may suffer losses.
Blanket Guarantee: A declaration by the government that all deposits and perhaps other financial
instruments will be protected.
Compulsory System: A deposit insurance system in which all targeted institutions must be member
according to law or agreement.
Coinsurance: An arrangement whereby depositors are insured for a pre-specified portion, less thang y p p p p ,
100 percent of their deposits.
Depositor priority: the granting of preferential treatment to depositors such that their claims must be
paid in full before remaining creditors can collect on their claims.
Ex-ante funding: the accumulation of a fund to cover deposit insurance claims in anticipation of the
failure of a insured bank.
Ex-post funding: an assessment levied after the failure of a insured bank to provide funds to cover
deposit insurance claims.
Forbearance: to grant an extension of time to certain distressed banks from minimum regulatory

irequirements.
Lender-of-last-resort function: the provision of liquidity to the financial system by a central bank.
Limited-coverage deposit insurance: a guarantee that the principal and the interest accrued on
protected deposit accounts will be paid up to a specified limit.
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Deposit Insurance Basics: Definitions IIDeposit Insurance Basics: Definitions II

Set-off: Refers to situations where the claim of a creditor in an insolvent bank (for example, a deposit)
is deducted from a claim of the bank against the creditor (for example, a loan).
S t i i k A i k th t h i li ti f th l h lth f th fi i l t d hSystemic risk: A risk that has implications for the general health of the financial system and can have
serious adverse implications for financial stability and overall economic conditions.
Coverage Ratio (by value): Ratio of insured deposits divided by total insurable deposits.
Covered Item: Accounts and financial products which are at insured institutions and covered by the
deposit insurerdeposit insurer.
Risk-Adjusted Premium: A levy on a bank assessed on the basis of its risk profile.
Flat - Rate Premium: A premium assessed at a uniform rate across all insured institutions.
Hybrid Funding: A funding method used by the deposit insurers by combining both the ex-ante and
ex post funding mechanismsex-post funding mechanisms.
Insured Deposits: Types of deposits that are covered by a deposit insurance system.
Limited-Coverage Deposit Insurance: A guarantee that the principal and/or the interest accrued on
protected deposit accounts will be paid up to a specified limit.
Too Big to Fail: The practice of protecting uninsured depositors creditors and others from loss whenToo Big to Fail: The practice of protecting uninsured depositors, creditors, and others from loss when
large banks fail in order to prevent from the occurrence of a systemic risk.
Voluntary System: A deposit insurance system that a targeted institution has the right to decide to
participate in as a member.
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Banking Crises and their consequencesBanking Crises and their consequences

•Systemic bank crises and resulting insolvencies involve large costs:y g g

•Bank failures typically leads to the destruction of a bank’s information capital &
reputation
Increase in investor risk aversion and “flight to safety” leading to contagion effects•Increase in investor risk aversion and “flight to safety”, leading to contagion effects

and disrupting financial markets
•Real effects: disruption of bank lending, the credit system and of the payments
system, leading to a reduction in investment and other economic activity.
•Bank depositors and shareholder potentially lose heavily because of bank failures

Remarks:
•DI cannot deal with crises of itself and does not prevent the occurrence of crises; it may•DI cannot deal with crises of itself and does not prevent the occurrence of crises; it may
lower the costs of the crises to depositors
•The insurance schemes co-exist with the central bank lender of last resort function so
they provide an additional protection and perform an additional check on the banks’
b l h t
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27 Things you may not have known about banking crises
Systemic Banking Crises: A New Database, IMF Working Paper, Nov 2008

1 In 55 per cent of cases the banking crisis coincides with a 14. A blanket guarantee, however, reduces the instances of1. In 55 per cent of cases, the banking crisis coincides with a
currency crisis.
2. Bank runs feature in 62 per cent of the crises.
3. Banking crises are often preceded by credit booms, in 30 per
cent of the cases.
4. Non-performing loans average about 25 per cent of loans at
the onset of the crisis

14. A blanket guarantee, however, reduces the instances of
bank closures.
15. Bank restructuring agencies are set up in 48 per cent of
crises.
16. Asset management companies are set up in 60 per cent of
cases to manage distressed assets.
17 In 76 per cent of episodes banks were recapitalised by thethe onset of the crisis.

5. Macroeconomic conditions are often weak prior to a banking
crisis.
6. Extensive liquidity support is used in 71 per cent of crises.
7. Peak liquidity support tends to be sizeable and averages
about 28 per cent of total deposits.

17. In 76 per cent of episodes, banks were recapitalised by the
government, mostly with cash, government bonds or
subordinated debt.
18. Recapitalisation programs are usually accompanied with
some conditionality.
19. To the extent that debt relief schemes are discretionary,
they run the risk of moral hazard as debtors stop trying to repay8. Blanket guarantees are used in 29 per cent of crises, often

introduced to restore confidence even when previous explicit
deposit insurance arrangements are already in place, lasting for
an average of 53 months.
9. Prolonged regulatory forbearance - where banks, for
example, are allowed to overstate their equity capital in order to

id th t f t ti i l l i 67

they run the risk of moral hazard as debtors stop trying to repay
in the hope of being added to the list of scheme beneficiaries.
20. Average net recapitalisation costs to the government
amounts to 6 per cent of GDP.
21.On the bright side, recapitalisations tend to be associated
with lower output losses.
22 Monetary policy tends to be neutral during crisis episodesavoid the costs of contractions in loan supply - occurs in 67 per

cent of crises.
10. In 35 per cent of cases, forbearance takes the form of banks
not being intervened despite being technically insolvent, and in
73 per cent of cases prudential regulations are suspended or
not fully applied. Existing literature on forbearance shows it is
counterproductive with banks taking on additional risks at the

22. Monetary policy tends to be neutral during crisis episodes,
while fiscal policy tends to be expansive.
23. Average fiscal costs, net of recoveries, associated with
crisis management average 13.3 per cent of GDP.
24. The average recovery rate is just 18 per cent of gross fiscal
costs.
25 R l GDP l 20 t l ti t t d d icounterproductive, with banks taking on additional risks at the

future expense of the government. In 86 per cent of cases,
government intervention takes place in the form of bank
closures, nationalizations, or assisted mergers.
12. 51 per cent of crisis episodes have experienced sales of
banks to foreigners.
13 The more bank closures there are the higher the fiscal

25. Real GDP losses average 20 per cent relative to trend during
the first four years of the crisis.
26. There is a negative correlation between output losses and
fiscal costs: the higher the fiscal costs, the smaller the loss of
output
27. Inflation and currency devaluation help reduce the
b d t b d d th h b f t f th13. The more bank closures there are, the higher the fiscal

costs.
budgetary burden and thus have been a feature of the
resolution of many crises in the past.
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Deposit Insurance  Systems World Wide

Source:  IADI Web Site.  This list includes Mongolia, South Africa and Thailand
Source:  IADI Web Site
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Deposit Insurance Coverage Limits
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Deposit Insurance in MENA:Deposit Insurance in MENA:

Countries with explicit DI:
•AlgeriaAlgeria
•Bahrain
•Jordan
•Lebanon
•Morocco
•Oman
•Sudan
•Turkey•Turkey

Pending or under study:
•Egyptgyp
•Yemen (pending)
•UAE has issued a blanket guarantee of deposits, including inter-bank credits but has not
issued details of the scheme

17



Deposit Insurance IssuesDeposit Insurance Issues

How does an explicit DI system affect? :
• Bank stability,
•Market discipline,
•Financial development
•Crisis management

Source: Deposit Insurance Around the Globe: Where Does It Work? Aslı
Demirguc-Kunt and Edward J. Kane, Journal of Economic Perspectives—
Volume 16, Number 2—Spring 2002—Pages 175–195
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How Does Explicit  DI Affect Bank Stability?

Issue: credible deposit insurance contributes to financial stability by making depositor
runs less likely. On the other hand, unless capital positions and risk taking of insured
institutions are supervised carefully, DI may lead to excess risk taking and underminep y, y g
bank stability in the long run.

Explicit DI can increase the likelihood that a country will experience a banking
crisis, particularly if its design embodies features that intensify moral hazard.

Is moral hazard introduced by DI mitigated if the country has a strong institutional
environment (using indicators such as bureaucratic quality, bureaucratic delay, lack of
corruption, the quality of contract enforcement and legal efficiency)? Evidence supports
hypothesis that the contribution of DI to bank fragility is significant in pooryp g y g p
institutional settings, but that this effect is offset in countries whose institutional and
regulatory environment is strong. “Thus, where the contracting environment controls
incentive conflicts, effective prudential regulation and supervision can offset the adverse
incentives created by deposit insurance so that moral hazard need not be worrisome.

Another important implication of the study is that there is no evidence that explicit
systems truly “cap” implicit guarantees and reduce moral hazard. “DI tends to
reduce monitoring by private parties. The issue is how well the reduction in private
monitoring is replaced by official regulatory and supervisory discipline.”

19



How Does DI Affect Market Discipline?How Does DI Affect Market Discipline?

Issue: DI reduces the stake that depositors have in monitoring and 
policing bank capital and loss exposures and shifts responsibility for p g p p p y
controlling bank risk taking to the regulatory system. If DI managers 
displace more discipline than they exert, bank performance is 
undermined (‘crowding out’ type effect). 

Evidence: “Studies indicate that DI displaces market discipline
everywhere, even in advanced countries. However, in countries with ay , ,
sound regulatory structure, the loss of market discipline may be more
than offset by strong regulation and supervision. Countries with poor
contracting environments are likely to suffer adverse consequences
from deposit insurance.”
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How Does DI Affect Financial Development?p

Issue: if DI bolsters depositors’ faith he banking system, itp g y
may mobilize household savings for use by the financial
system. Question: do the funds mobilized go on to support
improved patterns of real investment and sustainablyimproved patterns of real investment and sustainably
higher rates of aggregate economic growth?

Evidence: Explicit DI favorably impacts the level of
financial activity and its volatility only in the presence of
strong institutional development On the other hand DIstrong institutional development. On the other hand DI
retards the evolution of nonbank financing mechanisms.
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What Role Does DI Play in Managing Crises?What Role Does DI Play in Managing Crises?

Issue: common practice to issue blanket deposit insurance guarantees to prevent or stop
a banking crisis It is clear that a policy of credibly extending blanket guarantees can stopa banking crisis. It is clear that a policy of credibly extending blanket guarantees can stop
depositor runs during a banking crisis. Credibility hinges on a government’s fiscal
capacity to deal with systemic insolvency (e.g. US intervention today).

Evidence: Honohan and Klingebiel (2000) analyze the impact that blanket deposit
insurance guarantees and other crisis management strategies have on the ultimate
fiscal cost of resolving distress in a banking system. Data covering 40 financial crises
around the world indicate that unlimited depositor guarantees open ended liquidityaround the world indicate that unlimited depositor guarantees, open-ended liquidity
support and regulatory forbearance significantly increase the ultimate fiscal cost
of resolving a banking crisis.
Study also finds no trade-off between fiscal costs and the speed of economic recovery;y p y;
that is, a bailout that costs more does not bring a faster recovery!
Blanket DI guarantees create an expectation of their repeated use in similar future
circumstances. This expectation threatens to undermine market discipline in the long run
and to destabilize the financial system over longer periods

22

and to destabilize the financial system over longer periods.



ECONOMICS OF DEPOSIT INSURANCEECONOMICS OF DEPOSIT INSURANCE

Some Basics

Definitions
Banking Crises

Issues & Effectiveness

Designing Deposit Insurance Systems

Some ConclusionsSo e Co c us o s
References

23



Design of an Effective DI SystemDesign of an Effective DI System
1.Clear understanding and statement of Public Policy
ObjectivesObjectives
2.Undertake a comprehensive situational analysis of local
conditions:

I. Legal & Regulatory framework
II. Enforcement of laws

3.Specify clear Mandate, Powers and Structure
I. Transparency, Accountability & Predictability
II H d DI fit i t th d ti l l t dII. How does DI fit into the prudential regulatory and

supervisory framework?
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Design of DI to Minimize HazardsDesign of DI to Minimize Hazards
•DI impacts financial fragility by reducing the degree of private market discipline that
banks experience. Appropriate design features must be included to control and to offset
these effects.

•Design of DI should include enforceable coverage limits to ensure that large depositors,
subordinated debt-holders and other banks understand that their funds remain at risk.

•Monitoring however needs reliable information, good disclosure and transparency
standards, and sound accounting practices.

•Providing strong incentives for private parties to remain vigilant: private monitoring
must overcome potential weaknesses in official supervision. Coinsurance and related
private loss-sharing arrangements, such as subordinated debt and extended stockholder
liability sharpen these incentivesliability, sharpen these incentives.

•Source: Demirgüç-Kunt, A and Edward J. Kane, 2002.
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Some ConclusionsSome Conclusions
•Explicit Deposit Insurance schemes are now offered by some 98 countries across the
globe, though they differ in coverage, funding, co-insurance features, pricing of insurance
premia and voluntary/mandatory membership.p y y p
•Many countries, both advance and emerging market economies have increased the
scope and coverage limits of their DI in response to the financial crisis and in order to
restore public confidence in their banks.
•DI is not prevalent in the GCC or the wider MENA region•DI is not prevalent in the GCC or the wider MENA region.
•DI can be an important element in strengthen banking & financial system stability ,
preventing bank runs and panic, protecting bank retail depositors from incurring
large losses in the event of bank failures and in promoting banking & financialg p g g
sector development.
•DI should be designed as an element of a Financial Safety Net: a financial
stability mechanism that usually comprises the deposit insurance function,

d ti l l ti d i i d th l d f l t t f tiprudential regulation and supervision, and the lender-of-last-resort function
•DI should be designed to maintain market discipline and minimize incentives
that induce an increase in risk taking by covered institutions (moral hasard and
adverse selection issues)
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