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Deposit insurance 
is not Free

by William J. Luther and
Thomas L. hogan

E
conomists are apt topointoutthatthereis
nosuchthingasa free lunch:Someonehas
topickupthetab.Surprisingly,onecommon
justificationforgovernment-provideddeposit
insurancemaintainsthatitisafreelunch:No

onehastopay forit.

In this policy brief we review the theoretical argument
forgovernment-provideddepositinsuranceandcompare
ittotheactualcostsobservedundertheFederalDeposit
InsuranceCorporation(FDIC)intheUnitedStates.Con-
trarytotheoreticalarguments,depositinsuranceisnotfree
inpractice.Moreover,weofferexplanationsfortheincreas-
ingcostofgovernment-provideddepositinsuranceobserved
overtime.1Weproposethateconomistsandpolicymakers
mustconsidertherealcostswhenevaluatinggovernment-
provideddepositinsurance.

ThE ThEORETICAL ARGUMENT fOR GOvERNMENT-
PROvIDED DEPOSIT INSURANCE

In their influential article“BankRuns,DepositInsur-
ance,andLiquidity,”DouglasW.DiamondandPhilipH.
Dybvigdefendgovernment-provideddepositinsuranceasa
costlesssolutiontotheproblemofbankruns.2TheDiamond–
Dybvigmodelprovidesasimplemathematicalframeworkfor
analyzingthephenomenonofbankruns.Individualsdeposit
fundsatabank,whichchannelsthesefundstoproductive
ventures.Thebankagreesupfronttopaydepositorsaposi-
tiverateofreturnforeachperiodtheirfundsareleftwiththe
bank.3However,somefractionofdepositorswillfinditneces-
sarytowithdrawtheirfundsfromthebankbeforethebank’s
investmentshavegeneratedreturns.

Thebankpaysapositivereturnonanyearlywithdrawals,but
itsmanagersexpecttomaintainsomecapitalinvestmentsto
distributetotheirpatientdepositorsinthefuture.Aslongas
thefractionofdepositorsshowinguptowithdrawtheirfunds
earlyissmallerthananticipated,thebankisablecoverall
commitmentstodepositors.Ifthefractionofearlywithdraw-
alsexceedssomecruciallevel,however,thebankbecomes
insolventsinceitscommitmentstodepositorsexceedthe
limitedcapitalavailabletothebankbeforeitsproductive
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ventureshavebeencompleted.Ifthebankisindangeroffail-
ing,evendepositorswhowouldprefertoleavetheirdeposits
inthebankuntilafuturedatewillshowupearlytoredeem
theirdeposits,whichcausesarunonthebank.Thisisespe-
ciallydangeroussinceonlytheexpectationthatthebankmay
failcanleadtoabankrun.Thus,evensafe,solventbanksare
subjecttobankruns.

DiamondandDybvigproffergovernment-provideddeposit
insuranceasasolutiontotheproblemofbankruns.Unlike
aprivatebank,agovernmentcanraiserevenueatanytime
throughthelevyoftaxes.Ifabankrunoccurs,thegovern-
mentcantax those impatientdepositorswhowithdrew
theirdepositsearlyandusethemoneytoensurethatpatient
depositorsarepaid.Thefactthatpatientdepositorswillbe
paideveninthecaseofarunremovestheirincentivetorun
inthefirstplace.4Asaresult,bankrunsdonotoccurandthe
governmentneednotpayanydepositors.Inthemodel,the
merecommitmenttopaydepositorsinthecaseofabankrun
issufficienttopreventbankruns.Hence,DiamondandDyb-
vigconcludethatgovernment-provideddepositinsurance
canbeprovidedatnocost.

ThankstoDiamondandDybvig,manyeconomistshavecome
toseegovernment-provideddepositinsuranceasafreelunch.

Theiroriginalarticlehasgarneredmorethan1,000citations
inacademicjournals,islistedamongthe25mostinfluential
articlesineconomics,andformsthebasisofdiscussionon
depositinsuranceattheundergraduateandgraduatelevel.5
Thereisonlyoneproblemwiththenarrativeofcostlessgov-
ernment-provideddepositinsurance:Government-provided
depositinsuranceinpracticedifferssignificantlyfromthat
proposedintheory.

ThE COST Of GOvERNMENT-PROvIDED DEPOSIT 
INSURANCE

In practice, government-provided depositinsurance
isnotacostlesssolution.Thegovernmentmustexpendreal
resourcestoprovidedepositinsurance.Totalexpensesfor
theFDIC’sDepositInsuranceFundhaveaveraged$2.67bil-
lioneachyearsinceitsinception.6Atotalof$208.33billion
hasbeenspenttodate—withmorethanhalf(51.37percent)
ofallexpensesincurredinthelast10years.7Figure1presents
cumulativetotalexpensesfortheDepositInsuranceFund,
1934–2011(billion$2008).

Over90percentofthetotalcostofdepositinsurancecanbe
explainedbytwofactors:(1)administrativeandoperating
expensesand(2)netdisbursementstodepositorsoffailedor
assistedbanks.8Administrativeandoperatingexpensestotal
$32.15billion(15.43percentoftotalexpenses).Netdisburse-
mentstotal$156.86billion(75.29percentoftotalexpenses).

Administrativeandoperatingexpenseshavebeengrowing
rapidlyinrecentyears.From1934to1974,administrativeand
operatingexpensesgrewatanaverageannualrateof1.24
percent,averagingjust$0.12billionperyearovertheperiod.
Administrativeandoperatingexpensesgrewatanaverage
annualrateof4.85percentfrom1974to2011.In2011,annual
administrativeandoperatingexpensestotaled$1.56billion.
Figure2showsannualadministrativeandoperatingexpenses
fortheDepositInsuranceFund,1934–2011(billion$2008).

Whyareadministrativeandoperatingexpensesontherise?
Partofthegrowthinadministrativeandoperatingexpenses
canbeexplainedbyincreasesinpopulationandrealper-
capitawealth.TotaldomesticdepositsheldinFDIC-insured

Source: FDIC 2011 Annual Report

Figure 1. Cumulative total expenses For Deposit insuranCe FunD, 1934-2011 (billion $2008)

Figure 1. Cumulative total expenses for deposit insurance fund, 1934-2012 (billion $2008)
Source:	  FDIC	  2011	  Annual	  Report
Year Billion	  $2008
1934	   0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1935	   0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1936	   1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1937	   1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1938	   1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1939	   1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1940	   1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1941	   1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1942	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1943	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1944	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1945	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1946	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1947	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1948	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1949	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1950	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1951	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1952	   2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1953	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1954	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1955	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1956	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1957	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1958	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1959	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1960	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1961	   3$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
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institutionsincreasedfrom$643.66billionin1934to$8,401.23
billionin2011.Additionally,themaximumamountcovered
undertheFDIChasincreasedovertheperiod.Congresshas
raisedthenominalmaximumamountcoveredbyFDICinsur-
anceseventimessinceitsinception.In1934,theinflation-
adjustedmaximumamountcoveredundertheFDICwasjust
$40,168;FDIC-insureddepositstotaled$290.42billionand
roughly45percentofalldomesticdepositsheldininsured
bankswerecovered.In2011,themaximumamountcovered
undertheFDICwas$239,234;FDIC-insureddepositstotaled
$6,678.59billionandaround79percentofdomesticdeposits
heldininsuredbankswerecovered.Thesefiguressuggest
that,asthesizeofthefundincreases,thecostsofadminister-
ingthefundsimilarlyrise.

Thebiggestcostofgovernment-provideddepositinsurance
isdisbursementstothedepositholdersoffailedorassisted
banks.Whenabankfails,theFDICpaysitsinsureddepositors
outoftheDepositInsuranceFundandrecoversanyremain-
ingassets.Netdisbursementsequaltotaldisbursementsless
thevalueofassetsrecovered.Figure3showsnetdisburse-
mentsundertheFDIC,1934–2011(billion$2008).

Netdisbursementsvarysignificantly fromyear toyear.9
Whereasannualnetdisbursementsaverage$2.01billion,the
medianisonly$0.04billion.Indeed,thebulkofdisbursements
(96percent)areclusteredinjusttwoperiods:thesavingsand
loancrisis(1981–1994)andthefinancialcrisis(2007–2011).10
Duringthesavingsandloancrisis,1,464banksclosedatan

Figure 2. annual aDministrative anD operating expenses For Deposit insuranCe FunD, 1934-2011 (billion $2008)

Source: FDIC 2011 Annual Report

Figure 3. net Disbursements unDer FDiC, 1934–2011 (billion $2008)

Source: FDIC 2011 Annual Report

Figure 2. Annual administrative and operating expenses for deposit insurance fund, 1934-2012 (billion $2008)
Source:	  FDIC	  2011	  Annual	  Report

Year

Administrative	  
and	  Operating	  

Expenses
1934	   0.2$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1935	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1936	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1937	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1938	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1939	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1940	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1941	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1942	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1943	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1944	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1945	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1946	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1947	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1948	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1949	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1950	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1951	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1952	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1953	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1954	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1955	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1956	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1957	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1958	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1959	   0.1$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
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Figure	  3.	  Net	  disbursements	  under	  FDIC,	  1934	  –	  2012	  (billion	  $2008)
Source:	  FDIC	  2011	  Annual	  Report
Year Net	  Disbursements

1934 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1935 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1936 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1937 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1938 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1939 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1940 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1941 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1942 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1943 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1944 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1945 -‐$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1946 -‐$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1947 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1948 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1949 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1950 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1951 -‐$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1952 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1953 -‐$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1954 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1955 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1956 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1957 -‐$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1958 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1959 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1960 -‐$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
1961 0$	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  	  
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averagerateof9.38bankspermonth.Netdisbursementsaver-
aged$4.72billionperyearovertheperiod—rangingfroma
highof$12.59billionin1988toalowof$0.26billionin1994.
Eachbankfailureresultedinanaveragenetdisbursementof
$0.04billion.Inthemostrecentfinancialcrisis,414banks
failedatanaveragerateof8.63permonth.Netdisbursements
weresignificantlyhigherfrom2007to2011.Roughly$22.31
billionwasdisbursedeachyearonnet—morethan$0.21bil-
lionforeachfailedbank.11

CONCLUSION

ContrarytotheviewputforwardbyDiamondandDybvig,
government-provideddepositinsuranceisnotfree.Therea-
sonisstraightforward:Government-provideddepositinsur-
anceinpracticedifferssignificantlyfromthatproposedin
theory.First,theFDICmustexpendrealresourcesadminis-
teringandoperatingtheDepositInsuranceFund.Second,the
FDICiscommittedtobailingoutdepositorswheneverabank
goesbustregardlessofwhetherthefailurewastheresultof
abankrun.Economistsandpolicymakerswoulddowellto
keepthesefactorsinmindwhenconsideringthecostsand
benefitsofgovernment-provideddepositinsurance.

ENDNOTES

1. For a more extensive treatment of the topic, see Thomas L. Hogan and 
William J. Luther, “Implicit and Explicit Costs of Government-Provided 
Deposit Insurance” (working paper, Kenyon College, Gambier, OH, 
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2. Douglas W. Diamond and Philip H. Dybvig, “Bank Runs, Deposit Insur-
ance, and Liquidity,” Journal of Political Economy 91 (1983): 401–19.

3. Technically, the bank as modeled by Diamond and Dybvig agrees to a 
prespecifi ed rate to be paid to all depositors holding funds in the bank 
during the fi rst period and divides the output from productive ventures 
(which takes exactly two periods to produce) among those still holding 
funds in the bank at the end of the second period, when the bank is 
dissolved.

4. As stated above, some fraction of depositors will experience circum-
stances precluding them from leaving their funds with the bank until 
all productive ventures are completed. Government-provided deposit 
insurance benefi ts these depositors as well. Since insurance prevents 
bank runs, they are sure to receive the full value of their deposits, which 
might not be true in the case of a run.

5. In a recent interview, Nobel laureate Thomas Sargent calls attention to 
the costless nature of government-provided deposit insurance in the 
Diamond-Dybvig model. See Arthur Rolnick, “Interview with Thomas 
Sargent,” Federal Reserve Bank of Minneapolis, The Region (Septem-
ber 2010): 31.

6. The data presented throughout is available from Federal Deposit Insur-
ance Corporation, FDIC 2011 Annual Report (Washington, DC: FDIC, 
2011). All values are adjusted for infl ation (100 = 2008).

7. We limit our analysis to the direct costs incurred by the FDIC. As a result, 
we omit indirect costs (for example, those stemming from moral hazard 
or the implicit subsidy on bank deposits relative to other investments).

8. The remaining costs are listed by the FDIC as “interest and other 
expenses.” Some expenses were also transferred from the Federal 
Savings and Loan Insurance Corporation Resolution Fund in the years 
1989–1992. 

9. Some research suggests that while deposit insurance is capable of pre-
venting bank runs, it may increase systemic risk in the banking sector, 
leading to less frequent but more severe fi nancial crises. See, for exam-
ple, Asli Demirgüc-Kunt and Enrica Detragiache, “Does Deposit Insur-
ance Increase Banking System Stability? An Empirical Investigation,” 
Journal of Monetary Economics 49 (2002): 1373–406. If this is the case, 
FDIC does not merely incur the cost of disbursements to the deposit 
holders of failed banks but is also the cause of some of those failures.

10. Roughly 39 percent of all net disbursements occurred during the savings 
and loan crisis, compared with 57 percent in the fi nancial crisis.

11. Although net disbursements were larger in the recent fi nancial crisis than 
in the savings and loan crisis, the percentage of disbursements recov-
ered was also higher.


