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Abstract

In a long time, China has been operating an implicit deposit protection system
where by government’s protection of depositors is totally discretionary. The implicit
deposit protection system creates a problem of moral hazards in the banks industry. In
order to remove the disadvantage, to establish an explicit deposit insurance system
will be the main objectives of financial reform in the following years. In generally,
the fundamental deposit insurances system constitutes some of the main elements, in-
cluding the design of organization structure of deposit insurance institution and its
functional division, collaboration with other regulations and supervision institutions,
and the setting of deposit insurance premium rate. The latter is a sticking point and
the most difficult step, and has an important role in the introduction and operation of
deposit insurance system.

Pricing deposit insurance is the main contents of this dissertation. Learning from
the research and experience of risk management of modern commercial bank, and
with the consideration of institutional factors, the author made an in-depth study on
pricing deposit insurance. The innovation of the study lies in 5 aspects:

1. By using single-period model and multi-period model, this dissertation inves-
tigates the role of regulatory forbearance on the pricing deposit insurance. Based on
the deposit insurance pricing model proposed by Merton, we modify the boundary
condition of the partial differential equation according to the meaning of forbearance.
We found that regulatory forbearance can reduce the deposit insurance premium. By
using multi-period model ( EPH model for short) , we found that the total cross-period
premium increases with degree of regulatory forbearance. We set forth the rationality
of regulatory forbearance in some extents, explain the defect of increasing degree of

regulatory forbearance blindly and propose an integrated method to eliminate the dis-
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advantage of regulatory forbearance.

2. In a system of deposit insurance with a coverage, the commercial bank’s
deposit can be divided into two parts: The first part is insured deposit which is paid
by riskless rate, the other is uninsured deposit paid by a rate including risk premium.
Based on the Merton model, we relaxes the assumption in Merton model that all the
deposits of insured bank are insured, analyses the impact of uninsured deposits inter-
est rate on the deposits insurance premium. It is found that the higher of the risk pre-
mium, the more remarkable this influence will be. It can help us to consider the
issue of pricing deposit insurance of rural credit union in China.

3. Under the condition of financial liberation, in terms of liability structure of
commercial bank, although the mainly composition of liability is deposit, the bank
increasingly has more and more other types of debt, especially for the large bank due
to business innovation. So it is necessary to consider the debt’s order of repayment
once liquidation commences while pricing the deposit insurance. This dissertation
discussed the liability structure of the bank in China; analyzed its impact on pricing
deposit insurance. We found moderately issuing subordinated debts can decrease pre-
mium rate, and the deposit insurance institution should pay attention to the amount of
secured claims. It means the focuses of attention of bank supervisor and deposit
insurance institution are different. It is advisable to grant some rights of examination
to deposit insurance institution instead of only making it to be a “paybox” .

4. The two parameters of Merton model, the bank’s market value and volatility,
are very difficult to observe. This limits the use of Merton model. We analyzed the
empirical experience of risk management of commercial bank, the relation between
the allocation of commercial bank’s economic capital and pricing the deposit insur-
ance, and proposed a new method to price the deposit by fitting lognormal distribu-
tion to the bank’s loss data. This method can use all kinds of information from the
supervision institution and rating agency, and give some aids for calculation of the
deposit insurance premium of our country’s insured depository.

5. Before using the “from up to down” method to calculate the average premium
of insured institutions, we must firstly make it clearly that “how large the deposit
insurance fund should be?”. DDR is an important parameter measured the size of
deposit insurance fund. In this dissertation, we analyze the factors that influence the

size of deposit insurance fund and summarize several methods generally used to calcu-
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late the DDR. By using an empirical approach, we have a pilot result of China’s
DDR which equals 1. 12%. We founded that in China, with a DDR of 1. 12% , the
premium of deposit insurance could be undertaken by the commercial bank. And
endowed with other financing channels, the deposit insurance fund can meet the
demand of payment.

Keywords: Pricing deposit insurance, Options, Loss distribution, Regulatory

forbearance, Insurance limit, Capital allocation, Deposit insurance fund
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