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RECIPROCAL BROKERED DEPOSITS AND BANK RISK 
 

1.  Introduction and background 

 Federal deposit insurance entails a tradeoff.  On one hand, it protects bank depositors 

from the risk of loss and may stabilize the banking system by removing the incentive for 

runs.  On the other hand, it weakens market discipline by removing the need for depositors to 

monitor a bank’s condition, permitting the bank to take higher risk – a moral hazard problem 

(Demirguc-Kunt and Detragiache, 2002).  In the U.S. and elsewhere, policy makers have 

adopted a middle ground of limited coverage to protect smaller deposit accounts while 

preserving a degree of market discipline.1   

Anyone depositing amounts above the insured limit must either accept some risk or 

take further action to expand their coverage, such as dividing their money among multiple 

banks either directly or through a broker.  Regulators have long worried that brokered 

deposits, by efficiently expanding the deposit insurance available to an individual depositor, 

may exacerbate moral hazard (Shaffer and Piché, 1984; Silverberg, 1984; Benston, 1986).  In 

response to this risk, the FDIC recently began to charge higher premia for some brokered 

deposits.2   

 An alternative mechanism for enhancing deposit insurance coverage was introduced in 

2003 by Promontory Interfinancial Network, LLC with their Certificate of Deposit Account 

Registry Service (CDARS).  This service, also called reciprocal deposits, allows member banks 

                                                 
1 Since 1980, the maximum amount insured by the FDIC has been $100,000 per insured depositor per bank, 
although joint accounts and other mechanisms can increase the effective coverage.  In late 2008, federal 
legislation temporarily raised that limit to $250,000.  In principle, a suitable premium structure can cover 
the cost of any level of deposit insurance for any degree of bank risk; but bank failures impose externalities 
beyond the cost of deposit insurance (via disruption of credit) so it is possible for bank risk to exceed 
socially optimal levels even if it is fully priced for deposit insurance purposes. 
 
2 The FDIC’s Final Rule on Base Assessment Rates was adopted on February 27, 2009 and took effect on 
April 1, 2009; see http://www.alston.com/financialmarketscrisisblog/blog.aspx?entry=1581 and 
http://www.fdic.gov/news/board/27Feb09_Final_Rule.pdf.   
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to place large deposits into multiple banks in fully insured amounts, receiving an equal amount 

of fully insured funding from those banks in turn.3   Each participating depositor thus receives 

enhanced deposit insurance coverage (up to $50 million as of early 2010 see www.cdars.com), 

but deals only with her local bank and not with a broker.  Some trade associations have noted 

that reciprocal deposits confer several advantages to banks over conventional brokered 

deposits, including a high reinvestment rate, lower cost of funding, and potential to raise 

revenues through cross selling since most CDARS depositors are local (Lehman, 2008; McGill 

and McKean, 2008).  Some also claim that reciprocal deposits reduce a bank’s risk of failure 

due to improved liquidity management (Lehman, 2008).  The FDIC, while categorizing 

reciprocal deposits as a form of brokered deposits, has exempted them from any incremental 

risk premium in its current policy.   

 Beginning in June 2009, U.S. banks were required to report reciprocal brokered 

deposits in their regulatory financial statements (“Call Reports”).  While these data are too 

recent to permit an empirical association with subsequent failure rates, they do permit analysis 

of possible contemporaneous correlations with other financial ratios that have been found in the 

literature to measure various aspects of bank risk.  The purpose of this note is to explore such 

correlations, to quantify whether banks’ use of reciprocal brokered deposits is associated with 

evidence of moral hazard as economic theory might predict.   

 
2. Sample and empirical method 

 The sample spans the entire period of available data on reciprocal brokered deposits, 

June and September 2009, and comprises U.S. commercial banks chartered before January 

2000 since prior studies have documented significantly abnormal financial performance for 

                                                 
3 Similarly, in May 2009, Intrasweep LLC (a subsidiary of Double Rock Corporation) announced a new 
patent for its “sweep technology that enables banks to offer enhanced FDIC coverage through multiple 
banks with reciprocal deposits” (Intrasweep, 2009). 
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newer banks (De Young and Hasan, 1998; Shaffer, 1998).  Observations were excluded if they 

indicated nonpositive values for total loans or costs, loans greater than assets, or equity / assets 

greater than 0.4.  Banks were also excluded if they reported equity growth exceeding 100 

percent per quarter from the prior December.  The final sample contained 5,804 banks for June 

and 5,748 banks for September.4  Of these, 898 and 1002 banks, respectively, used reciprocal 

brokered deposits. 

 Prior studies have identified several financial ratios as being consistent predictors of 

subsequent bank failure.  Equity provides both a financial cushion to absorb losses and a 

financial incentive for owners to avoid excessive risk; the ratio of equity to assets (K/A) is 

negatively associated with risk of subsequent failure, as is the ratio of net income to assets 

(ROA) (Thomson, 1991; Cole and Gunther, 1995; Wheelock and Wilson, 2000; DeYoung, 

2003).  The ratio of net chargeoffs to total loans (NCO), a measure of credit risk, is positively 

associated with risk of failure (Kolari et al., 2002).  The ratio of operating expenses to assets 

(AC) can be interpreted as a measure of management effectiveness and is positively associated 

with risk of failure (Espahbodi, 1991; Fuller and Kohers, 1994; DeYoung, 2003).  The ratio of 

total loans to assets (L/A) is inversely related to liquidity but positively related to portfolio 

credit risk and probability of failure (Espahbodi, 1991; Thomson, 1991; Wheelock and Wilson, 

2000; DeYoung, 2003).  The ratio of commercial loans to total loans is also positively related 

to risk of failure (Cole and Gunther, 1995; Wheelock and Wilson, 2000); I use the ratio of 

commercial loans to assets (CL) here.  Finally, the ratio of insider loans to assets (INS) can be 

regarded as a measure of managerial abuse and has been found positively related to risk of 

failure (Thomson, 1991; Cole and Gunther, 1995).  Table 1 reports summary statistics for each 

of these ratios.   

                                                 
4 Only 5,643 banks reported figures for insider loans in September.   
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If the moral hazard hypothesis is correct, we should observe the use of reciprocal 

brokered deposits to be negatively associated with K/A and ROA, and positively associated 

with each of the other ratios.  I proceed in two ways.  First, I compare the mean values of each 

ratio across banks that use reciprocal brokered deposits versus banks that do not.  Second, to 

reflect intensity of use, I regress each ratio on the ratio of reciprocal brokered deposits to assets 

(RBD). 

 
3.  Results and interpretation 

 Table 2 reports the mean values of each ratio by subsample.  Paired t-tests indicate that 

all the means are significantly different, with all differences taking the sign predicted by the 

moral hazard hypothesis.  Some of the differences are quite striking:  profitability is a full order 

of magnitude lower for banks that use reciprocal brokered deposits, while their net chargeoff 

rates are more than 40 percent higher.  Table 3 reports estimated coefficients on RBD in simple 

regressions where the dependent variable is, in turn, each of the risk ratios described above.  

The estimated coefficients are all highly significant, and their magnitudes and significance 

levels are stable across the two periods.5   

In both periods, banks with more reciprocal brokered deposits are less well capitalized 

and less profitable.  They have higher loan loss rates, average costs, ratios of total loans to 

assets and commercial loans to assets, and relative levels of insider loans.  According to 

previous studies as discussed above, all of these effects are associated with higher risk.6  

Moreover, the cost finding appears inconsistent with arguments that reciprocal deposits tend to 

                                                 
5 The coefficients on ROA, NCO, and AC are larger for September than for June because these variables are 
reported on a year-to-date basis.   
 
6 Replacing RBD in the regressions with a binary variable reflecting use or nonuse of reciprocal brokered 
deposits, or use above selected thresholds such as 5 or 10 percent of assets, did not alter these results.  
Neither did controlling for a vector of other bank characteristics.   
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reduce a bank’s overall cost of funding, including associated overhead expenses, and is 

consistent with lower profitability.   

 These findings, taken at face value, are consistent with the moral hazard hypothesis 

suggested by economic theory:  that banks using relatively more reciprocal brokered deposits 

face weaker market discipline and may take more risk in various dimensions.  To the extent 

that those risks are not fully priced in the deposit insurance premium, such a conclusion 

suggests that a further risk premium may be warranted for reciprocal brokered deposits.   

 On the other hand, because these data have only recently begun to be reported, one 

cannot yet test whether the use of reciprocal brokered deposits is associated with higher 

subsequent rates of failure:  empirical failure models are typically estimated over a two-year 

window, with out-of-sample forecasting tested over a still later pair of years.  If the arguments 

are correct that reciprocal brokered deposits significantly reduce a bank’s liquidity risk, such a 

bank could afford to accept higher levels of other types of risk without necessarily becoming 

more likely to fail.  This possibility remains an important open question for future research.   
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Table 1: Summary Statistics 
 

Variable 

Name 

Variable 

Definition 

June Mean September 

Mean 

June 

Standard 

Deviation 

September 

Standard 

Deviation 

RBD reciprocal 

brokered 

deposits / assets 

0.00554 0.00612 0.02359 0.02338 

K/A equity / assets 0.10519 0.10712 0.03545 0.03442 

ROA net income / 

assets 

0.00174 0.00292 0.01046 0.01260 

NCO net chargeoffs / 

loans 

0.00403 0.00625 0.00914 0.01177 

AC operating 

expenses / assets 

0.01666 0.03560 0.00559 0.01067 

L/A loans / assets 0.64967 0.64693 0.15412 0.15147 

CL commercial 

loans / assets 

0.09142 0.08828 0.06412 0.06157 

INS insider loans / 

assets 

0.01278 0.01275 0.01468 0.01443 

 

Note:  2009 data.  ROA, NCO, and AC are year-to-date. 
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Table 2:  Comparison of Means 

 June 2009 September 2009 

Variable Banks 
with 

Reciprocal 
Brokered 
Deposits 

Banks 
without 

Reciprocal 
Brokered 
Deposits 

t-test of 
difference 

Banks 
with 

Reciprocal 
Brokered 
Deposits 

Banks 
without 

Reciprocal 
Brokered 
Deposits 

t-test of 
difference 

K/A 0.09484 0.10709 -9.59* 0.09659 0.10932 -10.60* 

ROA 0.00021 0.00202 -4.78* 0.00010 0.00351 -7.70* 

NCO 0.00541 0.00378 4.93* 0.00852 0.00578 6.62* 

AC 0.01800 0.01641 7.84* 0.03653 0.03540 3.01* 

L/A 0.72692 0.63553 16.72* 0.71912 0.63188 16.74* 

CL 0.10755 0.08846 8.25* 0.10424 0.08495 8.95* 

INS 0.01378 0.01260 2.22** 0.01370 0.01255 2.27** 

 

Note:  Variables are defined in Table 1.  Significance levels are *0.01 and **0.05. 
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Table 3:  Estimated Regression Coefficients 

 June 2009 September 2009 

Dependent 

Variable 

Coefficient t-statistic P-value Coefficient t-statistic P-value 

K/A -0.1037 -6.50 0.000 -0.1296 -8.95 0.000 

ROA -0.0197 -4.09 0.000 -0.0465 -4.40 0.000 

NCO 0.0101 2.61 0.009 0.0176 2.95 0.003 

AC 0.0118 4.11 0.000 0.0167 2.48 0.013 

L/A 0.8182 8.27 0.000 0.8202 8.71 0.000 

CL 0.2546 4.13 0.000 0.2606 4.68 0.000 

INS 0.0234 2.58 0.010 0.0253 2.68 0.007 

 

Note:  t-statistics are computed from robust (White) standard errors.  Intercepts are not reported 

for brevity.  Variables are defined in Table 1.  
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