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The Use o f  Market  I n f o r m a t i o n  i n  P r i c i n g  Depos i t  Insurance  

A b s t r a c t  

Th i s  paper argues t h a t  i n f o r m a t i o n  about t h e  va lue  o f  the  

depos i t- insurance  guarantee i s  a v a i l a b l e  f r o m  market- generated da ta .  Under 

c e r t a i n  assumptions, an unbiased es t imate  o f  t h e  market v a l u e  o f  t he  depos i t  

guarantee i s  r e a d i l y  a v a i l a b l e .  I n  p r a c t i c e ,  however, i t  i s  o n l y  p o s s i b l e  t o  

observe a  lower  bound a g a i n s t  which es t imates  o f  deposi t - i nsu rance  premia can 

be compared. 

I n  t he  absence of depos i t- insurance  re fo rms,  t h e  t o t a l  guarantee 

assoc ia ted  w i t h  f e d e r a l  d e p o s i t  insurance i nc l udes :  1  ) t h e  guarantee on 

i n s u r e d  depos i t s ,  2 )  a c o n d i t i o n a l  guarantee on un insured  depos i t s ,  and 3) a  

c o n d i t i o n a l  guarantee of  t h e  s t ockho lde rs '  r e s i d u a l  c l a i m  on t h e  f u t u r e  

ea rn i ngs  o f  t h e  bank. 

I n t r o d u c t i o n  

The debate on p r i c i n g  d e p o s i t  insurance has gone f r o m  a  p u r e l y  academic 

concern t o  a  p u b l i c  p o l i c y  concern.  The Federa l  Depos i t  Insurance  Co rpo ra t i on  

(19831, t he  Federa l  Home Loan Bank Board (1983>,  and t h e  U.S. Treasury  

Department (The Working Group o f  t h e  Cabinet  Counc i l  on Economic A f f a i r s  1985) 

have a l l  i ssued  r e p o r t s  on r i sk- based  depos i t- insurance  p r i c i n g .  These execu- 
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t i ve- agency  s t u d i e s  accompany a  l a r g e  body o f  academic r e s e a r c h  on 

d e p o s i t - i n s u r a n c e  p r i c i n g  (see,  f o r  example, Avery ,  Kawst, and Hanweck 119851; 

H o r v i t z  [19831; Kane [1983, 1985, and 19861; Merton [1977, 19781; P y l e  11983, 

19861; Rochester  and Walker [19851; and Ronn and Verma C19851). 

I f  t h e  Federa l  D e p o s i t  I nsu rance  C o r p o r a t i o n  (FDIC) charges a 

d e p o s i t - i n s u r a n c e  premium equal  to  the  r i s k  premium t h e  marke t  would r e q u i r e  

to  p r o v i d e  t h e  same l e v e l  o f  r i s k - b e a r i n g  s e r v i c e s ,  t h e n  t h e  i n s u r a n c e  i s  

a p p r o p r i a t e l y  p r i c e d . '  The purpose o f  t h i s  paper i s  t o  show (1 )  t h a t  i f  

u n c o n d i t i o n a l l y  u n i n s u r e d  d e p o s i t o r s  e x i s t ,  t h e  m a r k e t ' s  ex a n t e  e s t i m a t e  o f  

t h e  f a i r  v a l u e  o f  d e p o s i t  i n s u r a n c e  can be observed;  and ( 2 )  i n  t h e  absence o f  

d e p o s i t - i n s u r a n c e  re fo rms ,  t h e  d e p o s i t  i nsu rance  guarantee c o n s i s t s  o f  t h e  

d e p o s i t  i n s u r a n c e  p u t  on t h e  i n s u r e d  d e p o s i t s ,  a  c o n d i t i o n a l  guaran tee  on t h e  

u n i n s u r e d  d e p o s i t s ,  and a  c o n d i t i o n a l  guarantee of  t h e  s t o c k h o l d e r s '  r e s i d u a l  

c l a i m  o n  t h e  f u t u r e  e a r n i n g s  o f  t h e  bank. 

S e c t i o n  I o f  t h i s  paper ,  wh ich o u t l i n e s  t h e  assumpt ions used i n  t h e  

a n a l y s i s ,  shows t h a t  i f  banks a r e  c l o s e d  when t h e y  a r e  f o u n d  to  be i n s o l v e n t ,  

and u n i n s u r e d  d e p o s i t o r s  and s t o c k h o l d e r s  bear  t h e i r  f u l l  share  o f  t h e  l o s s e s ,  

t h e n  t h e  f a i r  v a l u e  o f  t h e  d e p o s i t  guarantee on $1 o f  i n s u r e d  d e p o s i t s  i s  t h e  

r i s k  premium p a i d  on $1 o f  u n i n s u r e d  d e p o s i t s .  S e c t i o n  I1 r e l a x e s  t h e  

assumpt ion  t h a t  t h e  FDIC a lways c l o s e s  banks t h a t  a r e  found  t o  be i n s o l v e n t  a t  

t h e  t i m e  o f  examina t ion .  ' W i t h  FDIC fo rbearances ,  t h e  observed r i s k  premi  um 

o n  $1 o f  u n i n s u r e d  d e p o s i t s  i s  a  lower  bound e s t i m a t e  o f  t h e  f a i r  v a l u e  o f  t h e  
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depos i t  guarantee on $1 o f  insured deposi ts .  Sect ion I11 presents a  numerical 

example showing how market in fo rmat ion  could be used i n  c a l c u l a t i n g  the  f a i r  

va lue o f  the depos i t  guarantee. The paper 's  conclusions are  presented i n  

sec t i on  IV .  

I .  The Market Value o f  Deposit  Guarantees w i thou t  FDIC Forbearances 

The f o l l o w i n g  assumptions are used i n  t h i s  ana lys i s :  

1 ) Market e f f i c i e n c y .  This assumption i s  necessary i f  the market 

p a r t i c i p a n t s  are t o  p rov ide  an accurate est imate o f  the r i s k  o f  the 

bank. The semi-strong form o f  the  e f f  i c i  ent-markets hypothesi s and 

d isseminat ion o f  adverse in fo rmat ion  regard ing  insured banks i s  

. requ i red  f o r  the ana lys i s  t o  hold. 

2 > The absence o f  ex terna l  soc ia l  benef i t s  associated w i t h  the  p r o v i  s i on  

o f  f ede ra l  depos i t  insurance a t  the margin. I f  the s o c i a l  b e n e f i t s  

associated w i t h  the l a s t  d o l l a r  o f  deposit- insurance coverage exceed 

the  p r i v a t e  b e n e f i t s  associated w i t h  the l a s t  d o l l a r  of 

deposit- insurance coverage, then the market premium i s  no t  the 

s o c i a l  l y  opt imal  deposi t- insurance premi um (see Mer r i  ck and Saunders 

[19851>. 

3 > A1 1 bank 1 i a b i  1  i t i e s  are homogeneous depos i t  1 i a b i  1  i t i e s .  The bank i s  

assumed t o  issue one type o f  deposi t  t h a t  matures on the same day the  

bank i s  examined and the depos i t  guarantee i s  r ep r i ced .  This i s  

assumed f o r  expos i t i ona l  s i m p l i c i t y .  A l l  t h a t  i s  requ i red  f o r  the 

ana lys i s  t o  ho ld  i s  t h a t  the bank issue some uninsured.  depos i t  

l i a b i l i t i e s  t h a t  mature on the examination date ( p o s s i b l y  l a rge  

nego t i ab le  CDs). 
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4) Frictionless markets. The absence of transaction costs and 

. indivisibilities in the deposit and insurance markets ensures that 

arbitrage can remove pricing errors when they occur. The size of the 

transaction costs and the indivisibilities limits the degree of 

pricing error that cannot be removed by arbitrage. 

5 1 No FDIC forbearances. The F.DIC closes all banks that are insolvent. 

Stockholders of banks with a positive net worth that falls below the 

statutory (or regulatory) minimum capital requirements are given the 

option of increasing the capital in the bank or a1 lowing the deposit 

guarantor to close the bank. Banks with positive net worth that 

exceeds the statutory (or regulatory) minimum capital requirements are 

allowed to pay out the excess net worth to their stockholders. This 

is a counterfactual assumption. It assumes that the FDIC is capable 

of and wi 1 1  ing to close banks when they are found to be insolvent. 

Negative net worth is a necessary, but not a sufficient, condition for 

the forced closing of a bank by the FDIC.' 

The following notation is used throughout the paper: 

A = value of the bank's assets, 

B, = value of a $1 risk-free discount bond at time t, 

D t  = value of the bank's deposits at time t, 

C(*> = American call option, 

c(*) = European call option, 

D = the face value of D, at t=T, 

p(*) = European put option. 
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When 100 percen t  o f  a  bank ' s  depos i t s  a re  i nsu red ,  t h e  va lue  of t h e  

deposi t- insurance  guarantee equal  s  t he  t o t a l  va l ue  o f  r i  sk-bear! ng s e r v i c e s  

p rov ided  i n  t he  market by un insured  d e p o s i t o r s  when t he  bank i ssues  o n l y  

un insured depos i t s .  Merton (1977) shows t h a t  w i t h  100 percen t  insurance  t h e  

va lue o f  t he  d e p o s i t  guarantee equals t he  European p u t  o p t i o n  p(A,T-t;D1, 

which a l l ows  t he  s tockho lders  t o  s e l l  t he  asse ts  o f  t he  bank, A, t o  t h e  

depos i t o r s  f o r  t h e  face  va lue  o f  t h e i r  d e p o s i t s ,  D, a t  t ime  t=T. F o l l o w i n g  

Merton (19741, i n  the  absence o f  the  depos i t  guarantee,  t he  t o t a l  va l ue  o f  

r i s k- b e a r i n g  se r v i ces  p rov i ded  by t he  un insured  d e p o s i t o r s  i s ,  

By Me r ton ' s  (1973) Theorem 6,  and by l e t t i n g  Do/D = d o  and AID = a, t h e  

va lue o f  t h e  d e p o s i t  guarantee ( r i s k- b e a r i n g  s e r v i c e s )  on $1 o f -  i n s u r e d  

(un insured)  d e p o s i t s  a t  t = O  i s :  

The r e s u l t  i n  equa t ion  ( 2 )  has l i t t l e  p r a c t i c a l  use i n  p r i c i n g  d e p o s i t  

guarantees i f  i t  o n l y  ho lds  when a1 1  o f  the  bank ' s  d e p o s i t s  a re  e i t h e r  i n s u r e d  

o r  un insured .  I f  100 pe rcen t  of t he  banks d e p o s i t s  a re  insured ,  then  

Bo-do cannot be observed. I f  the  un insured  d e p o s i t o r s  and t he  d e p o s i t  

guaran to r  have t h e  same p r i o r i t y  o f  c l a i m  a g a i n s t  the  assets  o f  t h e  bank, 

r e l a x i n g  t he  assumption o f  f u l l  o r  no insurance t o  a l l o w  f o r  p a r t i a l  i nsurance  

o f  t he  bank 's  depos i t s  does n o t  a f f e c t  e q u a t i o n  ( 2 ) . 4  To see t h i s ,  l e t  w, 
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be t h e  percentage o f  t h e  bank ' s  depos i t s  t h a t  a re  un insured  ( ~ , + w , ~ = l ) .  

The s tockho lders  now h o l d  two p u t  op t i ons :  p(w,A,T-t ;w,D> i ssued  by t h e  

FDIC and p(w,,A,T-t;w,,D> i ssued  by the  un insured  depos i t o r s .  By M e r t o n ' s  

(1973) Theorem 6 ,  t h e  t o t a l  va lue  o f  the  s t o c k h o l d e r s '  p u t  o p t i o n s  a t  t = O  i s :  

( 3 )  p(w,A,T;w,,D) + p(w,A,T;w,D> = (w,+w,)p(A,T;D). 

By d e f i n i t i o n ,  w,+w,, = 1.  There fo re ,  a  bank does n o t  a f f e c t  t he  va l ue  o f  

r i s k- b e a r i n g  se r v i ces  p rov i ded  by the  un insured  depos i t o r s  (FDIC) on each 

d o l l a r  o f  un insured  ( i n s u r e d )  depos i t s  by i s s u i n g  w,D i nsu red  (w,,D 

un insured)  d e p o s i t s .  The t o t a l  value of t he  depos i t  guarantee i s  

w,D(Bo-do). 

111. The Ana l ys i s  w i t h  Federal  B a i l o u t s  o f  I n s o l v e n t  Banks 

Th i s  s e c t i o n  r e l a x e s  assumption 5 o f  s e c t i o n  I by assuming t h a t  a  s e t  o f  

c o n s t r a i n t s ,  z, e x i s t s  t h a t  a f f e c t s  the  FDIC's a b i l i t y  t o  c l ose  i n s o l v e n t -  

banks. The a n a l y s i s  shows t h a t  w i t h  FDIC forbearances, t he  r i s k  premium 

p a i d  on the  e x p l i c i t l y  un insured  depos i t s  i s  t h e  lower  bound o f  t h e  m a r k e t ' s  

v a l u a t i o n  o f  t h e  d e p o s i t  guarantee.  Furthermore, t he  c o s t  o f  t h e  guarantee i s  

shown t o  inc rease  when t h e  s tockho lde rs '  p o s i t i o n  i n  t he  bank i s  no t  c l osed  

o u t  when t he  bank i s  found t o  be i n s o l v e n t .  

L e t  q (z )  be t h e  p r o b a b i l i t y  t h a t  a t  t he  n e x t  examinat ion da te  the  bank i s  

i n s o l v e n t  and t he  FDIC i s  unable  t o  c lose  i t .  Fo l l ow ing  Kane (1986>, z i s  

assumed t o  be a  s i n g l e  index f u n c t i o n ,  which c o n s i s t  o f  i n f o r m a t i o n  
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constraints, staff constraints, the reserve position of the insurance fund, 

and political and legal constraints on the FDIC's ability to close insolvent 

banks. If the insolvent bank is allowed to operate, the FDIC may choose to 

operate it as a mutual institution (that is, close out the position of the 

existing shareholders) or a1 low the equity holders to retain their position. 

Initially, it is assumed that the equity holders are closed out. 

If a bank is found to be ins~lvent, both the FDIC and the uninsured 

depositors have the right to force the closing of the bank. If the FDIC 

wishes to a1 low the bank to operate until the next examination day, it must 

buy out the position of the uninsured depositors or guarantee value of the 

uninsured depositors' claim against the bank. The FDIC must provide a 

guarantee of at least the market value of the uninsured depositors' claim on 

the bank at the time of examination to keep the uninsured depositors from 

forcing a liquidation of the bank.6 It is assumed that the same set of 

constraints, z, that prevents the FDIC from closing the bank, forces it to 

guarantee the face val ue of the uni nsured depos i ts. ' 
The value of the guarantee on $1 of conditionally uninsured deposits at 

t=O is q(z)p(a,T;l>. The risk-bearing services provided by the conditionally 

uninsured depositors on $1 of deposits at t=O is: 

The observed risk premium on $1 of conditional ly uninsured deposits is shown 

below in equation ( 5 ) :  
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The f a i r  va lue  o f  t h e  d e p o s i t  guarantee on $1 o f  i n su red  depos i t s  i s  now the  

observed r i s k  premium on t h e  c o n d i t i o n a l l y  un insured  depos i t s  sca led  by  1 ,  

minus t h e  p r o b a b i l i t y  t h a t  t he  FDIC w i l l  p r o t e c t  t he  c o n d i t i o n a l l y  un insu red  

d e p o s i t o r  i f  the  bank i s  found t o  be i n s o l v e n t .  The t o t a l  va lue  o f  t he  

depos i t- insurance  subs id i es  and guarantees i s :  

( 6 )  G = w iD(B~-do)  + q(z>~,D(Bo-do).  

Because q ( z )  i s  n o t  observed, t he  ma rke t ' s  es t ima te  o f  t he  f a i r  va l ue  of  

t h e  d e p o s i t  guarantee cannot be observed. However, s i nce  q (z )  i s  l e s s  than  o r  

equal t o  1, t he  r i s k  premium p a i d  on t h e  c o n d i t i o n a l l y  un insured  d e p o s i t s  

r ep resen t s  t h e  minimum va lue  o f  t he  depos i t- insurance  guarantee.  I t  i s  a  

lower  bound t h a t  can be used t o  eva lua te  e m p i r i c a l  es t ima tes  o f  t h e  f a i r  va lue  

of  t he  d e p o s i t  guarantee.  The upper bound o f  t h e  f a i r  va lue  o f  t h e  d e p o s i t  

guarantee would be r e f l e c t e d  i n  t h e  r i s k  premium o f  t h e  subord ina ted  deb t  

i ssued  by  t he  bank. 

Equa t ion  (6) assumes t h a t  t h e  s t ockho lde rs '  p o s i t i o n  i s  c l osed  o u t  when 

t h e  bank i s  found t o  be i n s o l v e n t .  Le t  y ( z )  be t h e  p r o b a b i l i t y  t h a t  on t h e  

n e x t  examinat ion day t h e  bank i s  i n s o l v e n t ,  and t h e  s tockho lders  r e t a i n  t h e i r  

p o s i t i o n  i n  t he  bank. By f a i l i n g  t o  always c l ose  o u t  t he  s t o c k h o l d e r s '  

p o s i t i o n  i n  i n s o l v e n t  banks, t h e  FDIC has changed t h e  va lue  o f  t he  c a l l  

o p t i o n ,  C,, which r ep resen t s  t h e  e q u i t y  o f  t he  bank and i s  now equal  t o  

Max[y(z)C,,A-Dl. The va lue  o f  t h e  c a l l  o p t i o n  C,, can be broken down i n t o  

two components: t h e  va l ue  o f  t h e  e q u i t y  w i t h o u t  t h e  depos i t- insurance  subs idy  

C, = Max(0,A-D> and t h e  depos i t- insurance  subs idy  x = Max[y(z)C,,OI. The 

t o t a l  va l ue  o f  t h e  depos i t- insurance  subs id ies  and guarantees a t  t=O i s  now: 
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Therefore,  a l l o w i n g  t h e  s tockho lders  t o  r e t a i n  t h . e i r  r e s i d u a l  c l a i m  on t h e  

asse ts  and f u t u r e  earn ings  o f  t h e  bank inc reases  t h e  va lue  of t h e  d e p o s i t  

guarantee.  

111. Market Est imates of t h e  Depos i t  Guarantee 

To demonst ra te  how market  i n f o r m a t i o n  can be used i n  p r i c i n g  t h e  d e p o s i t  

guarantee,  t h e  y i e l d s  on six-month (secondary market )  Treasury  b i l l s ,  bank 

c e r t i f i c a t e s  o f  d e p o s i t  (CDs), and pr ime commercial paper (CP) a re  

c o l l e c t e d . '  The y i e l d s  a re  the  d a i l y  quoted ones repo r t ed  i n  t h e  Federa l  

Reserve Boa rd ' s  s t a t i s t i c a l  r e l ease  H.15, "Selected I n t e r e s t  Rates," f o r  the  

t r a d i n g  day c l o s e s t  t o  January 1 and J u l y  1  f o r  each year  1980 t h rough  1985. 

A l l  r e p o r t e d  y i e l d s  a re  conver ted  t o  bond- equiva lent  ones. An annual y i e l d  i s  

computed f o r  each i ns t r umen t  by t a k i n g  t h e  geometr ic  average o f  i t s  s ix-month 

y i e l d  i n  January  and J u l y  f o r  t h a t  year .  

The r i s k  premium on CDs (CP) i s  c a l c u l a t e d  as t he  d i f f e r e n c e  between t he  

annual y i e l d  on CDs ' (cP)  and T - b i l l s .  ' O  Assuming 10 percen t  insurance  and 

d i f f e r e n t  va l ues  o f  q ( z> ,  t h e  va lue  of t h e  depos i t  guarantee i s  es t ima ted  f r om 

t h e  r i s k  premium on t h e  CDs. " By equa t i on  ( 5 ) ,  t h e  va lue  o f  t h e  guarantee 

on $1 of  i n s u r e d  depos i t s  i s  R - q .  The va lue  o f  t he  guarantee on $1 

o f  c o n d i t i o n a l l y  un insured  depos i t s  i s  q(z)R,,/(1-q(z)). 

Tab le  1 p resen t s  numer ica l  es t imates  of t he  va lue  o f  t h e  d e p o s i t  guarantee 

on $1 o f  i n s u r e d  and c o n d i t i o n a l l y  un insured  depos i t s  f o r  1980 t o  1985. Two 

p o i n t s  a r e  b rough t  o u t  i n  t h e  t a b l e .  F i r s t ,  t he  va lue  o f  t h e  guarantee on t he  
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c o n d i t i o n a l  l y  un insured  depos i t s  i s  a  p o s i t i v e  f u n c t i o n  o f  q ( z ) .  Second, t h e  

va lue  o f  t he  d e p o s i t  guarantee on i nsu red  and c o n d i t i o n a l l y  un insured  d e p o s i t s  

v a r i e s  across yea rs .  If q ( z >  i s  n o t  known, then  the  observed r i s k  premium on 

t h e  c o n d i t i o n a l l y  un insured depos i t s  can o n l y  be used as t h e  lower  bound 

a g a i n s t  which es t imates  o f  t he  d e p o s i t  guarantee can be compared. As seen i n  

t a b l e  1, the  degree t o  which t h e  observed lower  bound can be used t o  f i n e - t u n e  

r i sk- based  models o f  depos i t  guarantees decreases as q ( z>  i nc reases .  

One way o f  making q ( z )  observab le  i s  t o  fo rce  banks t o  i s sue  d i s c o u n t  

bonds t h a t  can be i n s u l a t e d  f r om the  d e p o s i t  guarantees. " These bonds 

would have t he  same m a t u r i t y  as t he  d e p o s i t  insurance p u t  and t h e  same 

p r i o r i t y  o f  c l a i m  on t he  bank as depos i t s .  The r i s k  premium on $1 o f  t h i s  

deb t  i s  R b  = Bo-do. The va lue  o f  t h e  depos i t  guarantee on i n s u r e d  

depos i t s  (BO-do) i s  now observab le .  I n  a d d i t i o n ,  q ( z>  and t h e  v a l u e  o f  

t he  guarantee on c o n d i t i o n a l l y  un insured  depos i t s  ( q ( z ) (Bo -do )>  can now be 

computed as: 

I V .  Conc lus ion  

The market p rov i des  i n f o rma t i on  on t h e  va lue  o f  depos i t  guarantees.  Under 

r e s t r i c t i v e  assumptions, t he  va lue  o f  t he  d e p o s i t  guarantee i s  obse rvab le .  I n  

p r a c t i c e ,  however, o n l y  a lower  bound can be observed. Under t h e  c u r r e n t  

system o f  f e d e r a l  depos i t  insurance,  the  d e p o s i t  guarantee c o n s i s t s  o f  ( 1 )  t h e  
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guarantee of the insured deposits, ( 2 )  a conditional guarantee of the bank's 

uninsured deposits, and (3) a guarantee of the stockholders' residual o n  the 

future earnings of the bank. Because the guarantee has real value t o  the 

banks' stockholders, insolvent banks should always be reorganized in a manner 

that closes out the position of the stockholders. 
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Notes 

1. For purposes o f  e x p o s i t i o n ,  t h i s  paper concen t ra tes  on t he  va lue  o f  FDIC 
guarantees. The a n a l y s i s  i s  v a l i d  f o r  a l l  t h r e e  federa l  d e p o s i t  gua ran to r s :  
the  FDIC, t he  Federa l  Savings and Loan Insurance  Co rpo ra t i on  (FSLIC), and t h e  
Na t i ona l  C r e d i t  Union Share Insurance  Fund (NCUSIF). 

2. L e g a l l y ,  t he  FDIC does n o t  have the  power t o  c l ose  i n s o l v e n t  banks. The 
FDIC must p e t i t i o n  t he  bank ' s  c h a r t e r i n g  agency t o  c l o s e  t he  bank. However, 
t h i s  process i s  g e n e r a l l y  a  f o r m a l i t y ,  and, i n  p r a c t i c e ,  t h e  FDIC i s  a b l e  t o  
f o r c e  t h e  c l o s i n g  o f  i n s o l v e n t  banks. 

3.  See Kane (1986) f o r  a  d i s c u s s i o n  o f  t h e  c o n s t r a i n t s  f aced  by t h e  FDIC t h a t  
may p reven t  i t  f r o m  c l o s i n g  i n s o l v e n t  banks. 

4. C u r r e n t l y ,  t h e  depos i t  guarantee i s  e x p l i c i t l y  extended t o  t h e  f i r s t  
$100,000 o f  each d e p o s i t  account  ( t h i s  1  i m i  t i s  pe r  person, pe r  account  t ype ,  
a t  each i nsu red  i n s t i t u t i o n ) .  I f  t he  d e p o s i t  guarantee i s  n o t  extended t o  t h e  
e x p l i c i t l y  un insured  depos i t s ,  t h e  s t a t u t o r y  guarantee o f  o n l y  t he  f i r s t  
$100,000 o f  any d e p o s i t  does n o t  a f f e c t  t h e  v a l u a t i o n  o f  t h e  p o r t i o n  o f  t h e  
d e p o s i t  i n  excess o f  $100,000. A p r o o f  o f  t h i s  i s  a v a i l a b l e  f r om  t h e  au tho r .  

5 .  Th is  i s  assumed f o r  e x p o s i t i o n a l  s i m p l i c i t y .  The a n a l y s i s  i s  s t i l l  v a l i d  
i n  cases where t h e  purchase-and-assumption method i s  used t o  d ispose  o f  t h e  
bank (and any o t h e r  techn ique  used t o  hand le  a  f a i  1  i n g  bank t h a t  leaves  
un insured  d e p o s i t o r s  whole).  

6. I t  does no t  m a t t e r  whether t h e  FDIC buys o u t  t he  un insured  d e p o s i t o r s  and 
i ssues  i nsu red  depos i t s  t o  r e p l a c e  them, o r  guarantees t he  market  va l ue  o f  t h e  
un insured  depos i t s .  

7.  Th i s  assumption seems t o  h o l d  i n  p r a c t i c e .  H i s t o r i c a l l y ,  t h e  m a j o r i t y  o f  
f a i l e d  banks have been d isposed o f  us i ng  t h e  purchase-and-assumption techn ique  
(see B a r n e t t ,  H o r v i t z ,  and S i l v e r b e r g  [19771>. 

8. I f  the  bank i s  n o t  r e q u i r e d  t o  pay f o r  t h e  c o n d i t i o n a l  guarantee on i t s  
un insured  depos i t s ,  i t  r e c e i v e s  a  subs idy from the  FDIC o f  q ( z ) (Bo -do>  on 
each d o l l a r  o f  c o n d i t i o n a l l y  un insu red  d e p o s i t s  i t  issues .  Compe t i t i on  among 
banks f o r  c o n d i t i o n a l l y  un insu red  depos i t s  m igh t  r e s u l t  i n  a  f r a c t i o n ,  v,, 
o f  t he  subs idy be ing  p a i d  t o  t h e  c o n d i t i o n a l l y  un insured  d e p o s i t o r s .  The 
observed r i s k  premium on $1 o f  c o n d i t i o n a l l y  un insured depos i t s  i s  R, = 
( l - q ( z > ( l - ~ ~ ) ) ( B o - d o > .  

9. For e x p o s i t i o n a l  purposes, i t  is ,assumed t h a t  x=O. 

10. The spread between t h e  T - b i l l  r a t e  and t h e  CD and CP r a t e s  i n c l u d e s  a  t a x  
d i f f e r e n t i a l  because T - b i l l s  a r e  n o t  s u b j e c t  t o  s t a t e  and l o c a l  taxes,  w h i l e  
CDs and CP are.  Th is  makes t h e  spreads w ider  than t h e  t r u e  r i s k- i n d u c e d  
spread and b iases t h e  d e p o s i t  guarantee es t ima tes  upward. 
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11. The CDs are assumed t o  be 10 percent insured because the cur rent  c e i  1 ing  
on insurance coverage i s  $100,000, and the ma jo r i t y  o f  widely traded CDs are 
o f  a $1,000,000 denomination (see Stigum [19781). 

12. This, o f  course, assumes t ha t  y(z)=O. 
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