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Insured Deposit Preference Rule under Incentive
Compatible Regulations : Capital Requirement and

Risk-Based Deposit Insurance Premium

Suk Heun Yoon,” Rae Soo Park™

< Abstract >

The paper provides a model in which we analyze incentive compatible regulations, in terms
of both capital requirement and risk-based deposit insurance premium, under the pro-rata
sharing rule (PRS) and under the insured deposit preference (IDP) rule. We obtain the
following results. First, capital requirements under both rules are increasing with the quality
of banks (or their loan portfolio) which is the source of informational asymmetry between the
bank and the regulator in the model. Under such capital requirements, a good (bad) bank
chooses a combination of high (low) capital requirement and low (high) insurance premium to
correctly reveal its true type to the regulator and hence to the funding market. Second, the
change from the PRS rule to the IDP rule would give rise to an increase in banks’ credit
supply especially to those customers with lower credit quality (e.g., SMEs) who would have
been rejected under the PRS rule. Accordingly, the credit risk of the economy as a whole
would get exacerbated. Finally, the impacts on the aggregate bank value as well as the
government tax bills are ambiguous. However, we provide a numerical example where
purchased money financing is shown to decrease due to increased capital requirements which

would result in a decrease in the aggregate bank value.
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