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FOREWORD
The National Deposit Insurance Fund (NDIF) was established in 1993 and has
been functioning as an important component in the safety net for financial
stability in the last 25 years, mainly by providing compensation to depositors.
The special issue of the professional journal Economy and Finance, dedicated to
the 25th anniversary of the NDIF, is compiled of professional papers on deposit
insurance and the operation of the NDIF.
The authors of these papers examine and provide an insight into deposit insurance
activities and the work of the NDIF from different aspects, relying in part on a
scientific approach and in part their own practical experience. The special issue
highlights the role of deposit insurance in maintaining financial stability and a
relationship of trust between banks and their clients, introduces the role of stress
testing for risk assessment at the NDIF and presents some compensation events
from the history of the Fund as well as alternative functions fulfilled by deposit
insurers and the NDIF.
We wish to thank the authors (many of whom are associates of the NDIF), the
Board of Directors of the NDIF, and the editors and reviewers of Economy and
Finance for their contribution to this publication. We hope that the selection of
papers in the anniversary issue will provide useful information for those who are
interested in deposit insurance and the activity of the NDIF as well as inspiration
for further research and professional publications on deposit insurance.
Budapest, October 2018

Dr. László Windisch
Chairman of the Board, NDIF

András Kómár
Managing Director, NDIF
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DEPOSIT INSURANCE AND FINANCIAL STABILITY
Katalin Kallóné Csaba – Viktória Katona
ABSTRACT
The authors of research into deposit insurance are mainly concerned with
the relationship between deposit insurance and ﬁnancial stability. The theory is that deposit insurance promotes the stability of the ﬁnancial system by
strengthening conﬁdence in the banking system and preventing bank runs.
However, empirical researchers who tested the relationships between deposit
insurance and the risk of the banking sector, in diﬀerent markets and periods,
obtained mixed results, with some believing they had found a positive, and others a negative correlation. All the authors recognise that, besides its positive role
in preventing bank runs, deposit insurance is unfortunately also a source of
moral hazard, as it may encourage depositors to deposit their money (up to the
insurance ceiling) at whichever banks promise the highest interest, without any
assessment of the risks. This can make it easier for banks that oﬀer riskier loans
to obtain funds by promising higher rates on deposits, the demand for which is
higher due to the deposit insurance, and therefore the depositors may also be
funding a riskier banking system. In this section, we will review the theoretical
and empirical research studies dealing with this topic, the diﬀering results of
which shed light on the need to update the existing literature on deposit insurance on the basis of observations from the twenty-ﬁrst century.
JEL codes: G21, G01
Keywords: ﬁnance, ﬁnancial crisis, money market, ﬁnancial institutions, ﬁnancial services, deposit insurance conﬁdence, NDIF, bank failure, ﬁnancial crisis

THEORETICAL RESEARCH
According to the basic theoretical model of deposit insurance, deposit insurance promotes the stability of the ﬁnancial system by strengthening conﬁdence
in the banking system and preventing bank runs, thus creating added value
for society (Diamond–Dybvig, 1983). Before the elaboration of this model, the
literature did not prove the value-creating ability of deposit insurance, but was
more concerned with its pricing (Merton, 1977, 1978; Kareken–Wallace, 1978;
Dothan–Williams, 1980; Buser–Chen–Kane, 1981). Diamond–Dybvig (1983)
were the ﬁrst to write that deposit insurance reduces the likelihood of inefﬁcient bank runs, and thus the probability of bank failures. This is because in
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the event of an ineﬃcient bank run, depositors rush to withdraw their savings
not because of the banks’ bad fundamentals, but simply because everyone else
is doing the same, and they don’t want to lose their money because of the panic.
By doing this, however, the increase the chance that the bank in question really will go bankrupt, regardless of whether or not this would have occurred
without the mass withdrawal of funds. And bank failures cause considerable
losses, not only directly for the deposit-holders, but also indirectly for other
participants in the economy.
Diamond and Dybvig’s (1983) model sheds light on a hitherto underexplored
function of the banks. Speciﬁcally, the banks fulﬁ l the deposit-holders’ demand
for liquidity by transforming their own illiquid assets (loans) into liquid liabilities (deposits). This service can also be seen as a type of insurance that makes
it possible for the depositors to withdraw their money when they need it the
most. The problem stems from the asymmetric nature of the information ﬂow
between the participants. On one hand, there is no knowing when the depositors will want to withdraw their money, and on the other, the depositors do not
know whether the banks are about to go bust, which makes them prone to panic
withdrawals. Without the existence of deposit insurance, in the game theory
model set up by Diamond–Dybvig (1983), two states of equilibrium are possible (Nash equilibrium). In the desirable state of equilibrium, every depositor
withdraws their money as and when they need it, while in the undesirable state
of equilibrium everyone wants to take out their cash in the ﬁrst period of the
game, which leads to a bank run. Diamond–Dybvig (1983) demonstrated that
with the presence of deposit insurance, the desirable Nash equilibrium state
is achieved. Eliminating the detrimental state of equilibrium; in other words,
preventing bank runs, creates added value for society, because there is no need
for ﬁnancial institutions to turn their illiquid assets into cash quickly at knockdown prices.
Diamond–Dybvig’s (1983) model underpins their simulation of bank runs and
also their related research into the systemic risk inherent in the operation of the
banking system. In their study, Chari–Jagannathan (1988) investigated the phenomenon whereby if people see long queues outside a bank branch, they will
rush to withdraw their money, despite having no information about whether
it is going bankrupt. Another approach (Kiss–Rodriguez-Lara–Rosa-García,
2012) has shown that the ability of depositors to observe each others decisions
regarding the withdrawal of bank deposits also inﬂuences the probability of
bank runs. When there is no information in this regard, a higher level of deposit insurance is needed, but when such information is available a lower level
is suﬃcient. This led the authors to conclude that the extent of the observability
of such decisions needs to be taken into account when devising the optimal de-
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posit insurance system. Freixas–Parigi–Rochet (2000), in their study of deposit
insurance and systemic risk, reached the conclusion that deposit insurance
contributes to the prevention of bank runs, and through this, to the reduction
of systemic risk.
In what follows, we will present the results of authors who have conducted empirical research into the impact of deposit insurance on the banking sector.

EMPIRICAL RESEARCH
The purpose of the empirical research was to answer the question of whether
the institution of deposit insurance, due to the mechanism described by Diamond–Dybvig (1983), really does improve the stability of the banking system,
or whether this positive eﬀect is counteracted by the attendant moral hazard.
Diamond–Dybvig (1983) also mention moral hazard as a potential negative
side-eﬀect of deposit insurance. According to the deﬁnition used by the International Association of Deposit Insurers, “moral hazard arises when parties
have incentives to accept more risk because the costs that arise from such risk
are borne, in whole or in part, by others”, (IADI, 2014:10).
The following is a brief introduction to the evolution of deposit insurance system is intended to help understand the analytical framework of the empirical
studies. The ﬁrst institutionalised deposit insurance system was created in the
United State in 1933, in response to the bank failures caused by the Great Depression (1929–33). In the institutionalised (explicit) deposit insurance system,
laws regulated the operation of deposit insurance, including such aspects as
which deposits at which institutions were covered, and up to what ceiling. Prior
to this, only the other type of deposit insurance system, the indirect (implicit)
deposit insurance system, had existed. The diﬀerence between the two models is that while the primary contractual obligation in the former is to protect
deposits, this is not the case with the latter. Explicit deposit insurance systems
became widespread in the last quarter of the twentieth century. While in 1974, it
only functioned in twelve countries in institutionalised form (Cecchetti, 2008),
according to IADI data, on 31 January 2014 it featured in the statutes of 113
countries, and a further 40 jurisdictions were examining the possibility of its
introduction (IADI, 2017).
The twentieth century evolution of deposit insurance was ﬁrst reviewed by
White (1995), on the basis of almost a century of existing experience of deposit
insurance in the United States. The author did not advise introducing the system in developing and emerging countries, and only considered it to be viable
as a short-term solution in developed countries, subject to strict banking and
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market supervision. He based his position in the fact that bank failures had also
occurred in the country despite the existence of the system, and he regarded
this as a consequence of the moral hazard associated with deposit insurance.
In our opinion, the correlation expressed by White is by no means a given, especially given that the number of bank failures fell dramatically in the United
States in the forty years following the introduction of deposit insurance at federal level, and only increased during the period after the oil crisis (1973). The
author, on the other hand, believed this panic-free period to be temporary, and
attributed this to the fact that after the Great Depression (1933), the banks wrote
oﬀ their losses and continued to operate with cleaned portfolios, and the moral
hazard generated by deposit insurance only exerted its damaging eﬀect later,
over the long term.
By the end of the twentieth century (1999), explicit deposit insurance systems
were operating in 71 countries; the international observations in this regard were
ﬁrst systematized by Demirgüç-Kunt–Kane (2002). The authors of that study take
the position that it is diﬃcult to build up a well-functioning deposit insurance
system in countries with a weak system of ﬁnancial institutions, because the
“side-eﬀect” of deposit insurance, namely moral hazard, cancels out the advantages, and therefore the system can only be successful in the short term at best.
The relationships between deposit insurance and the banking system between
1980 and 1997 were further investigated by Demirgüç-Kunt–Detragiache (2002)
in 61 countries. The authors reached the ﬁrm conclusion that explicit deposit
insurance increases the probability of a bank crisis. They found the undesirable
eﬀects to be stronger where the group of insured persons and the extent of the
insurance cover is larger, and where the system is operated by the state.
The lessons to be learned with regard to the impact of twenty-ﬁrst-century
deposit insurance on the baking system have been summarised by Anginer–
Demirgüç-Kunt–Zhu (2014). The biggest strength of their research is that the
authors conducted analyses of the period of both the most recent global crisis
(2007–2009) and the peaceful period that preceded it (2004–2006). In the course
of their investigations they found that in peaceful periods the negative impact
of the moral hazard associated with deposit insurance tends to dominate, while
in turbulent times deposit insurance has a stabilising eﬀect. They also concluded
that appropriate banking supervision mechanisms can mitigate the moral hazard, and incentive systems contribute to maintaining ﬁnancial stability.
Summing up the results of the international empirical research, it can be concluded that deposit insurance carries varying degrees of risk, depending on the
development of the ﬁnancial and economic environment, the type and penetration of the deposit insurance system, and the prevailing cycle of the economy
concerned.
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CONCLUSIONS
Deposit insurance indisputably has a positive eﬀect on society, both through
the prevention of bank runs and through the compensation of those who need
it. Nevertheless, we agree with Anginer–Demirgüç-Kunt–Zhu (2014:313) that,
ultimately, the extent of moral hazard is what determines whether the deposit
insurance, overall, decreases or increases the stability of the ﬁnancial system.
Weighing up all the above factors, our position is that the institution of deposit
insurance is desirable from a social perspective, but that eﬀorts must be made
to reduce the attendant moral hazard. To achieve this, it is essential to have an
eﬀective regulatory and supervisory environment, and the factors helping to
shape this environment include analysis of indemniﬁcation payouts to date,
the sharing of international experience, and dialogue between academic and
professional experts, of which the content of this publication is also a part.
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THE ROLE OF DEPOSIT INSURANCE SCHEMES
IN DEVELOPING RELATIONSHIPS OF TRUST
Levente Kovács
ABSTRACT
The functioning of the banking system is based on trust. Winning trust takes
decades of hard work but losing it may be a matter of minutes. Averting potential threats is one of the main tasks of the banking sector, and therefore, there
is a genuine need and role for the institution of deposit insurance or deposit
guarantee. This paper aims to present this complex system of relationships, including its evolution and previous experience with such schemes.
JEL codes: G21, G01
Keywords: deposit insurance, conﬁdence, NDIF, bank failure, ﬁnancial crisis

1. THE ROLE OF TRUST
IN THE SECTOR OF FINANCIAL INSTITUTIONS
The types of relationships between banks and their clients are generally divided
into the following four areas based on banks’ categorisation of services: credit
transactions, deposit transactions, payment services and other services. This
classiﬁcation is illustrated in the ﬁgure below:
Figure 1
The classification of commercial banking services

Credit transactions

Deposit
transactions

lending

deposit-taking

making deposits
(at the central
bank, at other
banks)

borrowing
(from other
banks) issuing
own securities

buying
(sovereign,
corporate) bonds

issuing own
securities

Processing payment
transactions

account
management

Other banking
services

ﬁnancial advice

cash and scriptural
money transaction

currency
exchange (cash,
foreign exchange)

transfers, direct
debits ns

securities
transactions

bank card
transactions

insurance

Source: Merényi–Vasné–Fritz (2016): A Compass to Finance, p. 163.

other
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These banking services are typically and necessarily used and provided on the
basis of mutual trust. One of the most simple and frequent type of contact is
the transfer of money which is a two-way relationship. Either a bank receives
a deposit from a client or a bank extends credit to a client. The relationship is
based on trust in both directions, as both the client making a deposit and the
bank extending credit expect to get back their money with interest on the date
of maturity or the due date of monthly repayments, respectively. However, if
clients, for an unforeseen reason, need the deposited money before the date of
maturity, they still expect to have full and immediate access to it (or part of it).
By early withdrawal, banks customarily provide depositors with an opportunity
to receive interest on their long-term savings with a simultaneous possibility of
access to their money, if needed. To this end, depositors are typically looking for
a bank with a good reputation in the market, i.e. an institution which is secure,
reliable and liquid in the long run according to public opinion. Furthermore, the
institution should ensure continuous contact personally and/or electronically, in
addition to oﬀering appropriate investment options in terms of return and risk.
The repayment guarantee for depositors is made up of several components. The
main source of coverage is the bank’s capital, the amount of which is regulated in all countries by the applicable minimum requirements (typically several millions of EUR). Management competence is provided by the managers
and employees of the bank. Bank managers are generally appointed based on
professional experience and tertiary qualiﬁcations, and just as importantly integrity. Compliance with these requirements is ensured by banking supervisors. Keeping market risks at a low level – which is required for members of the
banking sector to be able to retain their stability and liquidity position in all
circumstances – is ensured by international, EU and local banking regulations.
The Basel accords provide a prudential regulatory framework for the banking
sector.1
On the other side, the management of banks makes the best use of the deposits
received and the capital of the bank if it invests them in forms and to a clientele that promise a positive return. Credit institutions are better positioned to
determine the creditworthiness of borrowers eﬀectively and accurately as well
as to monitor their payment behaviour than private individuals lending their
own money at their own discretion. By doing so, banks considerably reduce
losses due to asymmetric information and incentive problems between savers
and borrowers. This is how they add value and foster economic growth (Lautenschläger, 2015).
1 The Bank for International Settlements (BIS) – the bank for international payments and settlements – is based in Basel. The international regulatory standard setter Basel Committee on
Banking Supervision operates at the same location and in a close historical relationship with the
prominent ﬁ nancial institution of BIS.
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The business ethics of the banking sector is substantially diﬀerent from that of
any other sector, as the assessment of each of its members is heavily inﬂuenced
by the standing of the sector as a whole, including its weakest link. In the eye of
society, credit institutions are not considered individually but as a homogeneous sector, and are judged / recognised accordingly. When clients run on a bank
(as was the case with Postabank in 1997) depositors at other banks begin to stir,
too. In the ﬁrst half of the 2010s, a series of credit institutions of a cooperative
type/background failed in Hungary, which gave rise to a growing tendency of
keeping the sums paid as compensation under the mattress. This shows that
even the smallest members of the sector may measurably undermine trust. It is
easy to see why the sector joined hands to bail out Postabank in the aftermath
of the above-mentioned panic. Normally, it would not work like that in other
sectors. For example, when two confectioneries operate in the same street, they
typically want each other to close up shop and work against each other.
The above-mentioned considerations also demonstrate that the functioning of
the banking system is ﬁrst and foremost based on mutual trust. Among the
bases on which trust rests positive performance in the past, references, stability, eﬃciency, an appropriate ownership structure, owner’s capital, predictable
operation, the quality of service and customer relations in general as well as
market recognition are frequently mentioned. Building up trust typically takes
years or even decades, but it may be degraded in only a few days (Narayan,
1999). In the banking sector, loss of trust is generally equivalent with loss of
brand value and therefore absolute failure and the winding up of the institution, which may have reverberations in the entire sector.
Within this complex set of relationships, it is typically private individuals with
smaller savings – and usually limited ﬁnancial knowledge – who are the most
exposed and therefore the most worthy of protection.

2. LOSS OF TRUST
The most severe and long-term eﬀect of the economic crisis of 1929–1933, caused
by overproduction, was the loss of trust. For that reason, according to certain
economic historians, its eﬀects lingered up until the beginning of World War II
(www.wikipedia.org).
The economic crisis of 2008–2011 is regarded as a ﬁnancial crisis which undoubtedly caused the most severe deﬁcit of trust of all times in the banking sector. A
key moment of the crisis was the 2008 failure of Lehman Brothers, one of the
biggest and most prestigious banks of the world. Financial turbulence stemming
from excessive risk-taking was instrumental to losing public conﬁdence, a prob-
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lem which did not pass with the most intense period of the crisis. Although it has
been a couple of years since anti-bank protesters marched along the streets of Europe, trust in the banking sector remains low. ‘But mistrust is not only conﬁned
to banks themselves. Investors and clients also have less conﬁdence in the correct
functioning of the banking sector and in the ability of supervisors and regulators
to prevent excessive risk-taking’ (Lautenschläger, 2015). Finding a way out of this
situation requires sustained joint work by all involved and responsible parties.
The dangers of low public conﬁdence from the point of view depositors may be
summarised as follows:
● Combined with low interest rates, it keeps depositors away, and as a consequence, limits the ability of banks to raise funds. This, in turn, curbs lending capacity and ultimately economic growth.
● Technical advice by bankers has limited impact as lack of trust leads clients
to prefer to act based on their own assumptions / opinions. In case of an
emergency, statements by government and political leaders tend to increase
panic instead of calming the ﬁnancial markets (see the case of Greece in
2015).
● It sustains the threat of a landslide eﬀect in the ﬁnancial markets, which
may culminate in systemic crisis, since unfavourable news – even fake news
– may immediately trigger massive and excessive withdrawal of funds by
panicking depositors and investors.
In the end, trust may be restored only by the state assuming a blanket guarantee for the full amount of deposits in the banking system or acquiring majority
ownership in one or more banks at taxpayers’ expense. Such dysfunctional
operation of the banking system gives rise to distortions such as disproportional social costs – since in the latter case, every taxpayer has to contribute
temporarily, which does not apply to deposit insurance – or increasing moral
hazard on the part of depositors and credit institutions.
A decade after the outbreak of the crisis, trust and reputation remain major issues for the banking sector (www.ebf-fbe.eu, 2016).

3. REGAINING TRUST AND DEPOSIT INSURANCE SCHEMES
‘However, even though banks assess and monitor borrowers’ creditworthiness,
savers may still be concerned about whether banks – and their managements
– have the necessary skills and will make the required eﬀort to protect their
savings. Asymmetric information and incentive problems are still present, but
arise at new, diﬀerent levels: no longer between savers and borrowers, but between savers, bankers and supervisors. [...]
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Asymmetric information and incentive problems can be addressed through
contracts, institutions and appropriate regulatory and supervisory frameworks.
But this is a rather abstract and idealised view. In reality, more is needed: trust
is needed.’ (Lautenschläger, 2015)
Financial institutions are a privileged sector, as they are more capable than any
other sector to foster economic growth substantially and eﬀectively. In fact,
this is their basic task. Therefore, building, maintaining and continuously
strengthening trust in the banking sector is not only the interest and the
responsibility of bank leaders and employees but also of government and
political leaders, and considering indirect eﬀects, also of clients.
Up to this date, this common interest has been the most eﬀectively served by
the emergence of deposit insurance schemes under which credit institutions
contribute to an insurance fund in proportion to their deposits, which is then
used to compensate depositors in the event of future bank failures. Cooperation
between banking supervisors and governments was required for these schemes
to function eﬀectively, in compliance with the principles of consumer protection
and also reliably, in order to ensure that the new institutions fulﬁ l their purpose
within a properly regulated framework and securely in the long term.
It shows the success of deposit insurance schemes both globally and at European level that – except for Greece and Cyprus – ﬂight to liquidity has not become a general phenomenon despite more frequent bank failures. This is due to
a large extent to the ability of deposit insurers to provide an adequate response
at the right place and at the right time, reassuring depositors that they can fulﬁ l
their task eﬃciently, if needed. The level of awareness and social acceptance of
deposit insurance were suﬃcient to eliminate panic. All this suggests considerable capital in conﬁdence, considering that the purpose of deposit insurance is
not to resolve systemic crises but to address speciﬁc situations what are called
idiosyncratic crises in the international literature, by paying compensation or
by other means.
In Hungary, the relevant legislation establishing the National Deposit Insurance
Fund (NDIF) was Act XXIV of 1993 (Jánossy et al., 2003), which was based
from the outset on international best practice. As a next step, the Fund will
improve its procedures and services in the light of domestic experience with
compensation events.
The NDIF was a founding member of the two most signiﬁcant deposit insurance
bodies, the IADI (International Association of Deposit Insurers) established in
2002 and the EFDI (European Forum of Deposit Insurers) founded in 2003,
and its representatives were elected members of the top management of these
organisations.
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After Hungary’s accession to the EU in 2004 continuous legal harmonisation
began. Now, as the 25th anniversary of the foundation of the NDIF approaches,
we have in place a system in which – similarly to other EU Member States –
compensation is paid up to EUR 100,000, without any own funds required and
within 5 to 20 working days after bank failure.
The reasons behind depositors’ choice of bank vary from country to country.
In Hungary, the proximity of bank branches has traditionally been a decisive
factor. Conditions, personal contacts, recognition of the institution etc. were
frequent reasons of secondary importance. These are valid considerations
for small depositors, since national deposit insurance schemes guarantee the
repayment of their money – as mentioned above – up to a limit of EUR 100,000.
However, those with larger savings should look at and keep track of the current
reliability of the bank. Large depositors and more experienced clients are less
likely to entrust all of their savings to an institution which is considered risky
or unreliable.
This also works the other way round: banks extend credit to clients with
either a long track record of reliable repayment and a favourable assessment
by the bank’s risk managers based on their business activity and proﬁt/loss,
or for whom the likelihood of repayment is highly predictable based on their
ﬁnancial data and statistical methods (in the case of smaller/mass credit, using
automated IT-based data analyses and/or personality proﬁ les etc.). (Németh
et al., 2016) ‘Today, banks are more complex to manage harder to monitor
and their activities are more diﬃcult to understand than was previously the
case, and the asymmetric information and incentive problems [...] are more
prominent than ever.
In short, trust is and has always been essential for banks to carry out their activities, foster economic growth and add value to society. Banking is and always
has been trusting’ (Lautenschläger, 2015).

4. SUMMARY: TRUST IS INEVITABLE
The banking sector and the economy are in a relationship of interdependence,
and share in both success and failure. For a long time, they continued on a path
of monotonous growth, a state which had come to be taken for granted. The
economic crisis of 2008 put an end to this trend and – among its other repercussions – severely undermined trust.
But lack of trust heavily impedes the functioning of the banking sector and prevents banks from fostering economic growth by its adverse impact on their core
activity, the acceptance of deposits, and thereby also lending which is based
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upon it. Banks have a common interest in regaining and maintaining a high
level of trust in and also within the banking sector.
Trust is a prerequisite for the functioning of the banking sector, and therefore,
it is a shared interest and responsibility for each and every prudent supervisor, regulator, political decision-maker / advocate (whether in the government
or in the opposition), bank manager and employee. The importance of trust
has not diminished by the increasing globalisation of the banking sector, the
widespread use of information technology and ongoing digitalisation. Trust is
absolutely essential for the taking of deposits which is the most basic service
provided by banks. The global presence of deposit insurance schemes, their
regulation by law and guaranteed functioning, public awareness of these institutions and the size of the accumulated compensation funds are all important
components contributing to trust.
The actors mentioned above have a shared responsibility for re-establishing
trust. The need for setting the economy on a path of growth makes it imperative for bank managers, governments and other economic and social operators
to contribute actively and positively to this work.
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ASSESSMENT OF RISKS IN THE BANKING SYSTEM BY STRESS
TESTING AT THE NATIONAL DEPOSIT INSURANCE FUND
Ádám Banai – Péter Lang
ABSTRACT
To be able to respond timely to a credit institution becoming insolvent, the
National Deposit Insurance Fund (NDIF) continuously monitors the development of the insured institutions’ resilience to shocks. It carries out this activity,
among others, by stress tests based on macroeconomic scenarios, in cooperation with the Central Bank of Hungary (MNB). During this exercise, ﬁrstly the
results of solvency and liquidity stress tests are jointly taken into account, in a
composite risk indicator. Secondly, using a simple approach, it calculates shock
measures of deposit withdrawals that are suﬃcient to make credit institutions
illiquid. This paper provides a brief overview of the methodology of these stress
tests.1
JEL codes: G21, G28
Keywords: deposit insurance, NDIF, bank failure, ﬁnancial stability, stress test

1. INTRODUCTION
Deposit insurance or deposit guarantee schemes play a crucial role in maintaining ﬁnancial stability as they strengthen depositors’ conﬁdence in ﬁnancial
institutions by protecting guaranteed deposits in the event of a credit institution becoming insolvent. By doing so, they also prevent potential bank runs.
With a view to improving conﬁdence, in addition to an increased coverage limit
(to EUR 100 000 from 2011), the payout deadline will also be gradually reduced
to seven working days by 2024. Meanwhile, both the total deposits proportional
to the balance sheet total and the share of guaranteed deposits within the total
deposits of large European banks have increased in recent years. According to
the end-of-the-year data of the European Banking Authority (EBA) for 2016,
the stock of guaranteed deposits in European banks amounted to more than
EUR 7,000 billion.
Having regard to this crucial role and the signiﬁcant exposures involved, it is of
utmost importance that deposit insurers, including the NDIF in Hungary, are
able to respond timely in the event of a credit institution’s insolvency, in order
1

We are indebted to Balázs Vajai and István Tóth for their help to the preparation of this paper.
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to prevent potentially signiﬁcant adverse social eﬀects. Such a timely response
involves issues of funding, as the NDIF is not obliged2 – and not able, for that
matter – to pay unlimited compensation at any time from its available funds.
Operational risks are also entailed, as deposit insurance providers should be able
to deploy suﬃcient human resources to manage the compensation process (as
well as adequate provisions for temporarily recruiting additional staﬀ ) and have
at hand the consolidated deposit data required for payouts to ensure timely compensation. Preparation for this is signiﬁcantly easier if deposit insurers can accurately assess the shock-absorbing capacity of the insured credit institutions.
In order not to rely solely on current indicator values for the purpose of risk assessment, but also to have an insight into the development of bank risk indicators under the forecasted baseline macroeconomic scenario and under certain
risk scenarios which may occur at a ﬁ xed – typically low – probability but may
result in signiﬁcant losses, the NDIF engages in stress testing based on macroeconomic scenarios. Such stress tests are risk assessment tools that not only allow for the identiﬁcation of vulnerable institutions under a speciﬁc scenario but
also reveal risk factors that are particularly detrimental to resilience to shocks,
as well as their temporal dimension. In essence, stress tests are complex simulation exercises which show how the shock-absorption capacity of the respective
credit institutions would change over the testing horizon in the event a risk
scenario described by the relevant macro variables occurs3.
It is also paramount for the Central Bank of Hungary (Magyar Nemzeti Bank
– MNB), which is mainly responsible for guarding ﬁnancial stability, that the
NDIF fulﬁ ls its functions eﬀectively and reliably. For deposit insurance is a lastresort component of the ﬁnancial safety net, which may prevent bank runs and
thereby problems which could potentially lead to serious ramiﬁcations to the
real economy and threaten the functioning of the whole banking system. An
equally important task of the NDIF is to protect the assets of depositors. In
lack of such a protection, bank failure may pose signiﬁcant social risks, too. In
view of these considerations, it is a common interest of the NDIF and the MNB
that the NDIF monitors the risk of banks by stress testing. To this end, the two
institutions have engaged in cooperation, under which the NDIF carries out its
risk assessment activity relying on the stress testing models and technical assistance of the MNB.
2 However, if necessary, the NDIF may use other funds for compensation in addition to its
existing reserves.
3 Risk scenarios are typically not only based on historical data, but also on expert risk assessment, and are deﬁ ned as a scenario of low anticipated probability which, however, is still plausible
and relevant. Since a reliable estimation of the multidimensional distribution of the examined
macro variables is not possible due to the scarcity of data available, the scenario cannot be assigned an exact value of probability.
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This risk assessment is based on two approaches. Firstly, the previously mentioned stress tests are performed to see how the risk-absorption capacity of the
respective credit institutions would change under a speciﬁc macroeconomic
scenario. In addition, using a simple method, the reverse question is also analysed: how adverse a scenario would be needed for a credit institution to become insolvent. The following two sections are dedicated to the presentation of
these two approaches and their results.

2. STRESS TESTS AND THE AGGREGATE RISK WEIGHT
The MNB applies two diﬀerent stress tests focusing on credit risk and liquidity,
respectively, for a forward-looking risk assessment of the banking system and the
identiﬁcation of systemic risks. The currently applied credit risk stress test is discussed in detail in Banai et al. (2013) and the liquidity stress test in MNB (2016).
Our credit risk stress test spans a two-year time horizon and uses a top-down
approach (i.e. applying the same methods and uniform parameters in the calculations for each bank). It is also supplemented with the quantiﬁcation of market risk. As risk factors, changes in GDP, employment and the prices of residential real estates, as well as the development of the reference interest rate, the
foreign exchange rate and the risk premium were considered. In contrast to the
scenario corresponding to the forecast published in the Inflation report of the
central bank and regarded as most probable, under the usual stress scenario it is
assumed that a serious but plausible shock will occur early in the second quarter of the forecast horizon, pushing up the Hungarian risk premium, reducing
external demand for our products and weakening the HUF exchange rate. All
this would reduce growth in the Hungarian economy, deteriorate employment
and cause a sudden fall in real estate prices. Our testing framework is based on
the calculation of expected losses, therefore, separate estimates are made for the
earnings before loan losses and the expected loan losses.
Our liquidity stress test measures the impact of the assumed simultaneous occurrence of ﬁnancial market turmoil, extensive deposit withdrawals and drawdowns of credit lines as well as withdrawal of owners’ funds on the liquidity
coverage ratio (LCR) of banks over a 30-day horizon. More speciﬁcally, the
stress test analyses the simultaneous impact of the following low-probability
shock events:
1) revaluation of items that are sensitive to the interest rate from a liquidity
aspect as a result of a signiﬁcant rise in the policy rate;
2) revaluation of the derivative holdings as a result of a considerable foreign
exchange rate depreciation;
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3) withdrawal of household and corporate deposits;
4) drawdown of household and corporate credit lines;
5) withdrawal of owner’s funds to a degree that exceeds plans signiﬁcantly; and
6) non-performance on interbank exposures as a result of the above shocks.
In our stress test, we also took into account adjustment channels with the help
of which institutions can improve their LCR adequacy in the short run, and
which do not or only moderately involve reputational risk, and are at the banks’
disposal even in stress situations. If the bank fails to meet the liquidity requirement even following these corrective steps, it will be compelled to sell assets,
which will trigger a price change and thus contagion eﬀects. These eﬀects are
modelled in a so-called ‘contagion model’.
Our stress tests should be applied with the proviso that they assess credit institutions’ compliance with regulatory capital and liquidity requirements. Moreover,
it is only the liquidity stress test that reckons with adjustment possibilities, while
regulatory responses are not considered in either of the tests. Therefore, they are
not capable of directly deﬁning whether the NDIF will have a payment obligation under a speciﬁc stress scenario. Furthermore, based on our experience from
recent stress tests – as a result of the high shock-absorbing capacity of Hungarian banks, attributable to a large extent to the sound functioning of the ﬁnancial
system and the stringent regulatory capital and liquidity requirements – under a
plausible stress scenario, the NDIF not only would not have a payment obligation,
but banks would actually rarely even infringe regulatory requirements. Nonetheless, the stress testing framework of the MNB may be suitable for the purpose
of risk assessment by the NDIF, provided that the aim is not to directly connect
the NDIF’s intervention with a macroeconomic scenario, but rather to deﬁne a
scenario-speciﬁc risk ranking, pointing out the riskiest institutions.
Due to their diﬀerences, consolidating the results of the two tests is far from
straightforward. Accordingly, it is proposed to weight the variables used in the
methodology by calculating their aggregate risk score featured in the calculation method of risk-based contributions laid down as a requirement by the EBA
and implemented by MNB Decree No. 19/2016, thereby creating a composite
indicator. According to the method of calculating risk-based contributions, aggregate risk scores are calculated on the basis of the leverage ratio, the capital
adequacy coverage ratio, the LCR, the ratio of non-performing loans (NPL),
the ratio of risk-weighted assets (RWA) to the balance sheet total, the return
on assets (ROA) and the potential coverage of the deposit guarantee scheme
(Table 1).4
4 Individual risk scores are assigned to the speciﬁc risk indicator values. The aggregate risk
score is their weighted sum. (The weights had been speciﬁed by the EBA.) Aggregate risk weights
are assigned to the corresponding aggregate risk score values.
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Table 1
Calculation of aggregate risk scores and weights
Indicator

Weight of indicator
in the model

12%

Capital

Leverage ratio

Business model and management

Asset
quality

Liquidity

Capital adequacy
coverage ratio

12%

LCR

24%

NPL

18%

RWA/Assets

8,5%

ROA

17%

Risk score

0%≤ x <6,5%

100

6,5%≤ x <9%

66

9%≤ x <15%

33

15%≤ x

0

x<100%

100

100%≤ x <200%

50

200%≤ x

0

0%≤ x <60%

100

60%≤ x <100%

50

100%≤ x

0

0%≤ x <10%

0

10%≤ x <21%

50

21%≤ x

100

0%≤ x <20%

0

20%≤ x <50%

33

50%≤ x <60%

66

60%≤ x

100

x<-3%

100

-3%≤ x <2%

50

8,5%

Potential loss of deposit
insurance scheme

Range

2%≤ x

0

0%≤ x <150%

100

150%≤ x <400%

50

400%≤ x

0

ARW values assigned to each ARS
Risk
class

Source: NDIF

Aggregate risk
score (ARS)

Aggregate risk weight
(ARW)

1

0 - 30

75%

2

30 - 50

100%

3

50 - 60

125%

4

60 -

150%
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The stressed value of the composite indicator is obtained by calculating stressed
values (under a speciﬁc risk scenario) for the variables used in the methodology
with the stress tests presented above and inserting these stressed values into
the formula of the composite indicator. As a result, in addition to the beneﬁt of
having a single composite indicator at our disposal for a consistent assessment
of banks’ risk, the results after stress obtained in a speciﬁc stress scenario are
readily comparable to the results before stress under the calculation method of
risk-based contributions.
The sector-level distribution of aggregate risk weights before and after stress in
2016 Q2 and Q4 are presented in Figure 2. The Figure shows that while none of
the institutions were classiﬁed into the riskiest category of an assigned weight
of 150 per cent before stress, after stress, there is a shift in the distributions towards higher risk in both reference periods: not only the 150 per cent category
appears but the share of institutions in the second most risky category of 125 per
cent also increases signiﬁcantly.
Figure 1
Sector-level distribution of aggregate risk weights
before and after stress in the banking system
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per cent
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0
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Source: NDIF, MNB
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3. REVERSE STRESS TESTS
In order to be prepared for shock-like deposit withdrawals, it may also be helpful for deposit insurers to be aware of how large a deposit withdrawal shock (i.e.
bank run by depositors) would be required for illiquidity to set in at an institution. This provides a useful indication of the possibilities – and time5 –available
for intervention before the credit institution would become insolvent. Reverse
stress tests examine questions of this type. In general, they may be described as
tests seeking the most probable constellation of simultaneous shocks of a size
that would be enough to make a bank insolvent.
Despite their increased popularity in recent years and their conceptual appeal,
there is still room for development in the methodology of reverse stress testing
(Grundke–Pliszka, 2015). The main reason for this may be that the algorithms of
classic stress tests relying on macroeconomic scenarios are typically not invertible. For in stress tests where banks inﬂuence each other’s results (by contagion
arising from adjustment possibilities or through the interbank market), the
same result for a speciﬁc bank may be obtained in diﬀerent ways. Even if banks
do not have an inﬂuence on each other’s performance, due to the multidimensional feature of the macro variables (risk factors) making up the scenario, several diﬀerent vectors of risk factors may lead to the same outcome. Given this
situation, it is the most useful from a practical point of view to identify the most
probable one of these scenarios. To be able to do this, however, we would need
to know the multidimensional distribution of the risk factors, but there is no
suﬃcient data at our disposal for a corresponding estimation due to the low
frequency of macroeconomic data series as well as their short available time
series in the case of Hungary.
Nevertheless, building on the liquidity stress test, it is possible to determine
in a simple framework the size of shock caused by a single risk factor (or even
several factors associated to a ﬁ xed degree) which is suﬃcient for a ﬁnancial institution to reach the illiquidity limit. Of the sources of risk incorporated in the
model, stress arising from deposit withdrawals are of primary interest for the
NDIF, as it is typically this type of shock that requires the fastest intervention
by the Fund. This exercise was carried out taking that priority into account.
In our calculations, compared to the original stress testing procedure used for
calculating the stressed LCR for the aggregate risk weight, in addition to the re
5 When evaluating the pace of development of panic deposit withdrawals, the upcoming change
in the related infrastructure should be taken into account. Within the instant payment system to
be implemented in 2019, payment service providers will be required to complete domestic transfers (up to a value of HUF 10 million) at any time within ﬁve seconds. Th is may also signiﬁcantly
accelerate potential bank runs.
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alisation of the stress scenario we have allowed for adjustment possibilities but
did not take contagion into account. The reason for this is that the inclusion of
channels of contagion would signiﬁcantly complicate calculations under the reverse stress test (e.g. the results would be dependent on the number of constituent institutions in the system). By this procedure, it is implicitly assumed that
the adjustment by a given bank does not lead to a price impact and, as a result,
ﬁre sales in the market of corporate bonds and mortgage covered bonds. In our
opinion, this is not a far-fetched assumption if stress and consequently adjustment pressure on a single institution is considered. Importantly, this way, institutions can be reviewed separately. Consequently, the outcome for a speciﬁc
institution is independent of which market participants are taken into account.
For the calculations, the size of stress on the household deposits of banks was
changed (considering an equivalent size of stress on corporate deposits) so that
the LCR of the bank would drop to 0 per cent. The calculations were performed
both with and without the standard stress measures assumed for the other risk
factors in the liquidity stress test. In our results (Figure 2), the extreme case
when the LCR does not fall below 0 per cent even in the case of maximum
deposit withdrawal was assigned, while the other extremity, when the stress
measures under the benchmark stress scenario lead to a decline of the bank’s
LCR below 0 per cent even without deposit withdrawal was associated with a
value representing the highest risk.
The Figure shows that the median institution would exceed the illiquidity limit
– provided that no other stresses occur – only in the case of the withdrawal
of about 60 per cent of its deposits. This value is of course reduced by the realisation of other risk factors of the standard stress scenario in the liquidity
stress test. When these measures are taken into account, even the shock-like
withdrawal of 40 to 50 per cent of deposits of the median institution would be
enough. However, attention should be paid to the lower end of the distribution:
in both periods, even without the benchmark stress scenario there exists an institution, in the case of which the withdrawal of only 20 per cent of the deposits
would result in illiquidity.

4. SUMMARY
It is of paramount importance for ﬁnancial stability that the NDIF fulﬁ ls its
functions timely, eﬀectively and reliably. Preparation for this is signiﬁcantly
easier for deposit insurers if they can accurately assess the development of the
shock-absorbing capacity of the credit institutions they insure. To this end, the
NDIF regularly assesses the risks of banks with the cooperation of the MNB,
using among other things the stress tests developed by the central bank.
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Figure 2
Sector-level distribution of (equal) household and corporate deposit
withdrawal shock sizes turning the bank into illiquidity,
with and without a benchmark stress scenario
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Source: MNB

The NDIF takes into account the outcome of the credit risk and liquidity stress
tests developed by the MNB jointly, by calculating a composite risk indicator
featured in the calculation method of risk-based contributions laid down as a
requirement by the EBA. This allows not only for risk ranking under a speciﬁc
stress scenario, paying particular attention to the riskiest institutions, but – as a
beneﬁt of the uniform framework – also for easy comparability with the results
before stress under the calculation method of risk-based contributions, emphasizing the impact of the potential stress.
In the event of an ongoing bank run by depositors, it is also a useful tool for
the NDIF to reverse and answer the question examined under stress tests: how
large a shock would make a speciﬁc ﬁnancial institution insolvent. Although the
methodology of reverse stress tests, which seek to answer questions of this kind,
raises a number of fundamental problems in general, once only stress on household deposits (and on corporate deposits, equalling in size with the former) is put
under scrutiny within the framework of the liquidity stress test, and some simplifying assumptions are made, it is easy to quantify the measures of stress that
are suﬃcient to make the institutions illiquid. According to our results, a deposit
withdrawal of a considerable amount, about 60 per cent would be required for the
median institution to reach the illiquidity limit. However, for some institutions,
deposit withdrawals of only 20 per cent may lead to insolvency.
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A SELECTION OF NDIF EXPERIENCES IN THE AREA
OF COMPENSATION
Balázs Vajai – István Tóth

ABSTRACT
Nowadays, deposit insurance may be the element of ﬁnancial stability that we
know and hear the least about. One reason for that is that this element of ﬁnancial stability is activated relatively rarely in a way which would make it visible
for the broad public (when it has to compensate depositors), on the other hand
these public acts manifest in processes that progress relatively fast. In spite of its
obvious speed, compensation by deposit insurers is a scheme comprising a large
number of actors and elements, extremely concentrated in time and also very
complex in nature, its elements are worth examining one by one. In relation to
the ﬁnancial capacity to provide compensation we will describe its impacts on
the market of government securities, in the context of communication we will
discuss the spread of (fake) news and its prevention and customer reactions to
the closure of a bank.
JEL codes: G01, G21, G 28, H12
Keywords: deposit, deposit insurance, compensation, NDIF, ﬁnancial stability,
ﬁnancial safety net, stress test, resolution, crisis management, crisis simulation

1. INTRODUCTION
The National Deposit Insurance Fund (hereinafter: NDIF/Hungarian abbreviation: OBA) compensated depositors in the amount of HUF 219 billion in
2014-2015 due to the winding up of 10 credit institutions. During this (and the
preceding) period abundant experience and practice accumulated at the NDIF.
In the ﬁnancial system of a market economy, the deposit insurance fund works
as a safety net, having the primary aim of preventing bank runs and (in the case
of loss of conﬁdence) the withdrawal of deposits en masse. The article brieﬂy
discusses two areas which may be instrumental in implementing compensation
rapidly and which previously were less subjected to research.
As of 31 December 2017, 99.59 of retail depositors were covered by the NDIF,
which also means that the savings of the decisive proportion of depositors is
under the insured ceiling of EUR 100,000 (Kallóné–Vajai, 2017). For them,
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NDIF provides a safety net in the sense that should one or several institutions
have to undergo winding-up, as it was the case earlier, depositors could be provided with compensation promptly enough to prevent the winding-up from
causing them signiﬁcant losses and prevent the loss of conﬁdence of depositors
in the banking system. As bank deposits and current accounts very frequently
represent liquid ﬁnancial assets necessary in everyday life, depositors are more
sensitive to changes aﬀecting their access to such ﬁnancial means than for example to investments, accordingly, depositors’ conﬁdence in banks is a sensitive
area of primary importance from the perspective of ﬁnancial stability.
In most cases the closure of a bank by the authority (its liquidation or windingup in legal terms) come as unexpected to customers, thus it is negative information and impacts them as such (even more so in a crisis). Negative information
typically spreads faster (Malarz–Szvetelszky–Szekfű–Kulakowski, 2006) than
positive or neutral information and its impacts are easier to be translated into
practice by the population, if their money is “at risk”, even if depositors do not
have their savings in the credit institution concerned.
With a view to this, it is important for the depositor to have some knowledge of
the ﬁnancial safety net functioning in the banking system, which ensures their
savings by providing prompt compensation even in unexpected, extraordinary
circumstances beyond the depositor’s control.
One indispensable prerequisite for prompt compensation is that the assets and
the investment which cover the compensation implemented by NDIF should
be liquid, safe and possibly the liquidation should be made free from market
impacts (e.g. in the course of compensation).
The investments of NDIF are kept in a portfolio of Hungarian government
securities. The government securities which serve as the ﬁnancial security for
compensation are liquidated in the days preceding the pay-out of compensations within a short time (in a certain signiﬁcant amount conditional upon the
compensation liability). The liquidation of securities is executed in one wave
without a preliminary signal or indication to the market. From the perspective
of ﬁnancial stability, a question to be examined separately is whether the fast
liquidation due to the NDIF’s ability to fulﬁ l its obligation results in a further
market turbulence/distortion. Based on the analysis of the NDIF, there is no
such impact on the market, because the Government Debt Management Agency carries out own account trading with NDIF, which does not appear directly
on the secondary market.
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2. INFORMATION AND COMMUNICATION
The communication of NDIF in periods of compensation signiﬁcantly diﬀers
from communication in the time of “peace”, when no compensation is to be
executed. Customers knowledge in peaceful times is largely enhanced by the
obligation of credit institutions to inform their existing customers at least once
every year of their deposits being insured by the NDIF, new clients may be provided this information at the opening of an account or when they deposit their
funds for a ﬁ xed term.
At the same time, experience shows that this partly increases the administrative burden of banking staﬀ, on the other hand,it also results in a lot of misunderstanding. The annual written information provided by banks is not a
Hungarian speciﬁcity, but a requirement by European Union legislation. At the
same time, foreign, as well as domestic experience demonstrate that in several
cases this information does not reach its objective and may lead to misunderstanding, many customers are not able to diﬀerentiate between the bank holding their account and NDIF, or interpret the information on the protection
amounting to EUR 100, 000 as a windfall and submit a claim to that.
As is the case with every organisation interested in maintaining customers’ conﬁdence, the primary communication objective (and task) of NDIF is to increase
the level of knowledge the population has with regard to deposit insurance.
When conducting knowledge surveys of NDIF in the retail sector, two factors
are by all means recommended to be measured in the area of deposit insurance.
One is the spontaneous knowledge of deposit insurance as a special consumer
protection service1 amongst those who have a relationship with banks, and the
awareness of the ceiling of EUR 100, 000 as a “basic unit of measurement” of
this service. The latter may be interpreted as the mandatory promise of deposit
insurance, this is the maximum amount the depositor may be compensated for.
Spontaneous knowledge of NDIF was 55 in 2017 (from 32 in 2015), whereas
assisted knowledge was 43 (from 29). Assumably, the increase in spontaneous and assisted knowledge are in line with the media reports and communications of recent bank closures, where NDIF featured as the organisation providing deposit insurance and compensation.
Nevertheless, increasing the knowledge further is not only necessary but also
desirable because it may happen that during times when no banking closures
1 By spontaneous knowledge we mean the knowledge of consumers of the service (or brand)
without any assistance, demonstrated independently when the consumer identiﬁes the service
(brand) by themselves. Assisted knowledge is when we ask about knowledge in a closed manner
(e.g. “From the services listed below identify the services you are aware of ”).
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happen, these rates drop and memories relating to deposit insurance fade away.
One highlighted, though not spectacular way of doing it is the permanent communication of NDIF and the cooperation with professional organisations and
organisations interested in supplying the next generation of specialists.
2.1 Crisis communication
The activation of compensation by NDIF triggers several processes in the area
of communication from the 24-hour Call Centre through information in social
media until the preparation of staﬀ who work in banks. In addition, pursuant to current rules, the NDIF in two daily papers with nationwide circulation
inform customers of the conditions of compensation and information related
to the pay-out through paid advertising (and on its own website). As the NDIF
does not have its own Call Centre (as opposed to for example British, Russian
or Ukrainian deposit insurers), such a service is activated based on a contract
concluded with market participants.
Maintaining contact with national and local media is permanent and of primary importance (it applies especially to local media in the case of closures
aﬀecting a certain region with a smaller coverage).
In the event of compensation, customers predominantly use the Call Centre to
ask questions, which means that the activity of those concerned and those asking for information can be measured very well.
In 2015 in the case of the compensation of the DRB Bank Group, the number
of incoming calls suddenly increased in a natural way as from the communication of compensation (in line with the above factor of “unexpectedness”), at the
same time the second peak in the number of calls was recorded only on the 8th9th day, when the NDIF started actual payments and the news of this spread
amongst depositors. In such cases questions are mostly related to the expected
date of payment, it becomes an even more important question if and when an
acquaintance of the person concerned (a relative, a neighbour, etc.) had already
received the compensation payment. Calls are received beyond the compensation period of 20 working days prescribed by law (due to deposits, which are
hindered by law or otherwise, and deposits which are involved in inheritance
cases, etc.), and their number does not drop drastically. One of the most typical
reasons for protracted, delayed compensation, in addition to many other reasons, is the change of one’s the permanent address, which depositors previously
failed to report to the bank.
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Figure 1
The number of calls as of the moment of the compensation of the DRB Group

Source: NDIF

Based on the call statistics of DRB Bank Group, the calls reached their peak in
the morning hours, more speciﬁcally early morning hours when most depositors start their working day. Calls are received permanently in the afternoon
and evening hours, but their number is on the decline. In the future, technical
innovations gradually penetrate everyday life and in certain periods of the day
even the number of callers asking for information may diﬀer from the proportions recorded in this particular case.
Nevertheless, most callers ask standard questions (when the compensation
begins, when I can get my money, etc.), therefore, in the future with the use
of artiﬁcial intelligence even automated responses may be generated applying
chatbot technology. As such a system could be applied by NDIF cost eﬃciently
primarily in the cases of compensation, due to the costs of development and
permanent follow-up, the application of innovative devices are subject of further consideration.
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Figure 2
The distribution of calls in the first 20 working days of DRB compensation
–
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The number of customer calls related to deposit insurance compensation in
the examined period was primarily inﬂuenced by two factors: the geographic
location of depositors (town or smaller settlement) and the amount of the average deposit. Urban customers with higher average amount of deposits generate a higher number of calls, whereas people living in smaller settlements and
possessing lower amounts of deposits generate fewer calls. In addition, it may
also be established that the customers of small-sized banks may also demonstrate a high level of awareness (see the customer activity of Széchenyi Commercial Bank), as the higher the amount of compensation per capita (to be paid
by NDIF), the more likely it is that customers will make calls and inquire about
their compensation.
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Figure 3
Call Centre activity

Source: NDIF

2.2 Rapid compensation promotes stability
Rapid compensation, in addition to promoting ﬁnancial stability through sustaining public conﬁdence, also means that there is no suﬃcient time for those
concerned to set up an online group or groups, which may jeopardise ﬁnancial
stability.
As an example, we may refer to the case of the Orgovány és Vidéke Takarékszövetkezet (Orgovány és Vidéke Cooperative Savings Bank), which had a high
market share in its region (approximately 30, 000 customers and compensation
payment of HUF 54.2 billion), which due to the long period of freezing deposits
prior to compensation, developed into a case that received major public attention and triggered customer opinions.
The Hungarian National Bank (HNB/Hungarian abbreviation MNB) announced its decision on the revocation of the licences of the Takarékszövetkezet on 4 July (Friday)2014 at 16.002 hours, this was the ﬁrst piece of information for the depositors indicating that they will not have access to their deposits
due to the ban on the withdrawal of deposits. More than three weeks elapsed
between the revocation of the licence and the start of the winding-up procedure
25 July 2014 (the legal status triggering NDIF compensation). During this period of time, NDIF initiated further data checks and data cleansing in order to
make it possible to complete the payment process as soon as possible after the
start of payments (29 July 2014). At the same time, during this period there was
an opportunity for depositors to set up so-called interest groups (mostly groups
2

The decision of the Hungarian National Bank No. H-JÉ-I-281/2014

33

34

BALÁZS VAJAI – ISTVÁN TÓTH

of those concerned) with the help of social media, media “hunted” for customers’ stories posted on social media, which increased uncertainty and the drama
surrounding the case. The fact that there was no spillover eﬀect aﬀecting other
service providers is partly due to fortunate circumstances and partly to the
starting of payment by NDIF. The calls received by the Call Center indicated
the increasing impatience of callers from the second week after the closure of
the bank onwards, which presumably was caused by the diminishing cash stock
possessed by aﬀected depositors and the uncertainty resulting from having no
answer to the question concerning the date when they can have access to their
money.
With the help of social media we may receive and promptly share information,
regardless of the fact whether or not the given data, information is based on
presumptions or reality. Experiments provide evidence (Kiss–Rodriguez-Lara–
Rosa-García, 2014) of how important it is to see what others do with their deposits. The experiment shows that the bank run may only be avoided if those
at the beginning of the line of decision-making decide not to withdraw their
money from the operational or failing bank.
The positive information reassures those coming later and no bank run will
evolve due to panic (on the other hand, I rush because I think others will also
rush). If those at the beginning of the line withdraw their money (and here it is
important that certain depositors need the money, this is why they withdraw it)
that will trigger the bank run. The impact of the observation may be reassuring
and may also trigger a panic, it all depends on the direction initial information
takes.

2.3 Conclusions
The closure of the credit institution where the depositor held its money creates a
major uncertainty in the given moment as regards when and in what form they
might have access to their money, because in such cases depositors are unable to
control their own resources necessary for their everyday life. If the depositor in
parallel with compensation receives permanent and clear information as to the
above questions, then no negative rumours may emerge, which will also stop a
potential panic from catching on, which otherwise could have inﬂuenced the
whole banking system.
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3. THE INVESTMENT STRATEGY OF NDIF
The assets at the disposal of NDIF ensure a rapid compensation capacity, which
enables the institution to start the payment of compensation for depositors.
In a turbulent and sensitive period of time (e.g. the revocation of a credit institution’s licence) the appearance of large amounts of government bonds on
the market may generate further market turbulences, which the NDIF and the
regulator wish to avoid and the same applies to “times of peace”.
Currently, the NDIF in line with legislative provisions invests into passive
index funds of government securities and it relies on the Government Debt
Management Agency (hereinafter referred to as ÁKK with Hungarian
abbreviation) as portfolio manager and the Central Clearing House and
Depository Private Limited Company (KELER Ltd.) as a deposit manager.
The portfolio manager invests the NDIF assets based on the MAX Composite
Index (hereinafter: CMAX) deﬁned in the investment strategy. With this high
liquidity, it invests into low risk and well-diversiﬁed portfolio, where primary
risk is caused by the maturity structure of bonds and the risk of the interest rate.
Legislation does not exclude the possibility of investing into the bonds of
an EU Member State, which could also be applied as a risk mitigation tool.
Approximately 20 of deposits covered by the compensation obligation is an
FX deposit and the NDIF assets should also be invested into eurobonds to a
similar extent.
In the case of an investment to be sold on the market, it has to be taken into
account that in the case of an immediate liquidation of eurobonds (when
compensation is executed), there might be a drop in the exchange rate, if the
NDIF pursuant to its statutory obligations wishes to cash in on bonds due to its
compensation obligations or its contribution to resolution.
3.1 The use of NDIF assets and the impact of a potential compensation
on the market of government securities
The trade in government securities carried out on behalf of NDIF (the
permanent follow-up of the CMAX portfolio composition, the investment of
earnings) is done through the ÁKK, therefore the transaction does not take
place on the market and thus it does not inﬂuence the market price because
ÁKK carries out an own account trading with NDIF. ÁKK has the opportunity
to delay the decision on the repurchased securities (revocation, remarketing or
substitution with new bonds).
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Should the trading take place through the Hungarian State Treasury, a similar
set of conditions would be applied and the government securities sold have no
direct impact on prices on the secondary market.
In the case of compensation, a large amount of government securities is sold,
which does not cause any market turbulence due to the above, but it might
as well have a signiﬁcant impact on the Treasury Single Account (hereinafter:
TSA, Hungarian abbreviation: KESZ) and its balance. This is due to the fact
that the central government buys back the government securities representing
the NDIF assets.
In the course of compensation, the NDIF uses paying partners to whom the
security of compensation is transferred at the time when payment is eﬀected.
Abundant liquidity (due to the investment necessity) reduces the yield, therefore
we analysed the impacts of compensation cases in 2014 on the CMAX index,
representing the securities market very well and on the three-month reference
yield (see Table 1 and Figures 4 and 5).
There is a minimum short-term (5-10 days) change, but in the opposite direction
as compared to expectations, there is an increase in the yield, but no causal
relationship may be unambiguously established between the amount of money
necessary for the compensation and the changes in the yields, and several other
explanatory variables might have had an inﬂuence on the yields, which the
NDIF does not have the opportunity to analyse.
Table 1
The start of compensation in terms of payment
Körmend Cooperative Savings Bank

28.01.2014.

Orgovány Cooperative Savings Bank

29.07.2014.

Alba Cooperative Savings Bank

24.09.2014.

Széchenyi István Credit Union

08.12.2014.

Széchenyi Commercial Bank

10.12.2014.

Tisza Cooperative Savings Bank

13.12.2014.
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Figure 4
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Figure 5
Changes in the 3-month reference index
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3.2 Experiences related to external sourcing
In the event of NDIF assets being insuﬃcient for potential compensation, it has
to involve external sources, primarily from the market (e.g. consortium lending
or issuing bonds). The involvement of external sources due to its time consuming nature may cause a signiﬁcant loss of time in the payment of compensation,
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therefore the NDIF may also take out loan for a transitional period (maximum
three months) from the Hungarian National Bank until a market-based external sourcing may be completed.
The NDIF may take out the three-month bridging loan from the Hungarian
National Bank in order to be able to start the process of compensation with no
delay. Experience shows that it takes only a few days to implement this (2015
DRB Group compensation), in parallel the process of state suretyship and the
bridging loan application processes are going on. The security of the bridging
loan is also provided by state suretyship.
In relation to the compensation of the DRB Group, the bridging loan was taken
out on 4 March 2015 from the Hungarian National Bank, whereas bonds were
issued on 3 June 2015 under the name of OBA2022/A3 (it took three months less
one day), the earnings were used to pay the bridging loan back.
Due to the tight deadline, in the future it is worth considering provisional ﬁnancing sources and the duration of time. If no domestic external sourcing
can be secured or external sourcing could only be secured with diﬃculty, then
international bond issue or consortium ﬁnancing will be necessary, the process
of which would even be longer because NDIF previously has not entered the
international money market.

SUMMARY
Though information on deposit insurance is a consumer protection issue, it
may be found in every branch of every bank and it is also featured in most
advertisements for deposits, the spontaneous knowledge of people concerning
deposit insurance is only slightly above 50 amongst customers who are related
to any bank.
The knowledge the population has on this protection itself might mitigate the
risk of a panic or bank run emerging in assumed or real crisis situations. It is
recommended to further develop this knowledge and to further raise awareness
in order to ensure that in the permanently accelerating ﬁnancial sector (e.g.
PSD2, or 5 seconds of transfer) the failure of a credit institution will not cause
a problem. The most dangerous location where a potential panic might emerge/
evolve is social media, where not only inﬂuencers but consumers and media users themselves can share information at ease and fast. By the time the regulator
may implement a communication intervention, a considerable amount of loss
may have been incurred by an individual service provider or in the whole sector
3
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in total. This is one more reason why conﬁdence-related prevention, i.e. awareness raising among the population in respect of NDIF is important.
Liquidating NDIF investments may be aﬀected fast and without any
disturbances within a short time and in an unforeseeable way and it has no direct
impact on the market of government securities because the Government Debt
Management Agency executes own account trade with NDIF, which cannot
appear on the secondary market. NDIF investments are made exclusively into a
portfolio of HUF government securities, whereas approximately 20 of deposits
covered by the compensation obligation are denominated in foreign exchange,
and the assets should also be invested into eurobonds to approximately the
same degree, but this would result in new sources of problems, primarily due to
potential problems relating to the fast liquidation of securities if and when the
eurobonds would need to be sold on the market.
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ALTERNATIVE ROLES OF DEPOSIT INSURERS
WITH SPECIAL REGARD TO RESOLUTION PROCESSES1
András Kómár – András Sulyok
ABSTRACT
As part of the ﬁnancial stability safety net, deposit insurers protect depositors of
credit institutions and pay compensation to harmed depositors if the credit institution fails or deposits become unavailable for some other reason. The number of
countries in the world with institutionalised deposit insurance has been growing and in several cases the deposit insurer does not only have the responsibility
to compensate depositors, but it has other alternative roles to play in relation to
crisis management. The role of the National Deposit Insurance Fund of Hungary (NDIF) has undergone several changes over the past 25 years of its history.
Between 1993 and 2006, the NDIF had the right to take preventive crisis management measures and as from 2014, this institution has also a facilitating role
in resolution. This paper through describing the changes to the roles played by
deposit insurers focuses on their involvement in resolution exercises, primarily
in the context of the regulatory framework in the European Union and Hungary.
JEL codes: G01, G21, G 28, H12
Keywords: deposit, deposit insurance, compensation, NDIF, ﬁnancial stability,
ﬁnancial stability safety net, stress test, resolution, crisis management, crisis simulation

1. INTRODUCTION
The fundamental function of deposit insurance is to pay compensation to depositors in the event of deposits held with a bank becoming unavailable. This
helps maintain depositors’ conﬁdence in the ﬁnancial system and it contributes to
maintaining ﬁnancial stability by preventing the spill over eﬀect of the individual
institutional crisis.
As a result of various evolution processes in diﬀerent countries, nowadays, host
countries in the world have institutionalised deposit insurance and deposit guarantee schemes are extremely diverse in terms of their responsibilities beyond
compensating depositors.
1 The essays included in this publication reﬂect the views of the authors, which do not necessarily
correspond to the oﬃcial position taken by the National Deposit Insurance Fund.
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Credit institutions operated without deposit insurance for centuries. With the
failure of banks becoming more and more frequent, an institutional system
guaranteeing the security of deposits was ﬁrst established in the United States of
America (USA) in order to prevent the bank run of depositors and the ensuing
risk of contagion within the banking system. At the outset deposit insurance systems appeared only at the level of States, ﬁrst in the state of New York in 1829, then
after the establishment of the Federal Deposit Insurance Corporation (FDIC) in
1933 also at federal level from 1934 onwards (FDIC, 1998).
After 1933, national deposit insurance schemes were established in several countries, but it was not before the second half of the 20th century that they signiﬁcantly spread. The spread of deposit insurers in many cases was driven by major,
sometimes systemic banking crises. In 1974, only as few as 12 national deposit
insurance systems existed, their number increased to 71 by 1999 (Demirgüç-Kunt–
Kane, 2002), whereas there were 140 such schemes in 2018 (IADI, 2018a) and further 28 countries are in the process of considering the introduction of such a
system (IADI, 2018b) .There are also supranational deposit insurance schemes
covering multiple countries.2
In Hungary, it is the National Deposit Insurance Fund (NDIF/ OBA with Hungarian abbreviation) that discharges the tasks relating to deposit insurance. The
NDIF was established in 1993, this is when domestic deposit insurance was institutionalised. In the history of the NDIF, there were periods of time when the
deposit insurance functions were supplemented with other crisis management
tasks and in line with the requirements stipulated by European Union legislation,
the current activities of the organisation are not limited to the compensation of
depositors, either. After the general overview the paper will present the deposit
insurers’ tasks beyond deposit insurance, taking the example of the 25 years of
history of the NDIF, more particularly the role the NDIF might play in resolution
processes.

2. ROLES OF DEPOSIT INSURERS
A common feature of the state and federal level deposit insurance systems in the
USA was their multiple-pillar framework, in which the compensation function
was supplemented with tasks such as the regular control and supervision of aﬃliated credit institutions from the outset. As a result, FDIC still performs ﬁnancial
2 Such a system is, for example, the West African Monetary Union Deposit Insurance Fund, providing deposit insurance in eight African countries, but should it be established, the European Deposit Insurance Scheme (EDIS) as the third pillar of the Banking Union will also belong to this
category.
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supervisory tasks in addition to its tasks as a deposit insurer. The modus operandi
of the world’s deposit insurers show a signiﬁcant variety in terms of organisation
and roles alike.
There are several deposit insurers that are only in charge of eﬀecting the payment
of compensation, other deposit insurers have a broader mandate that includes
functions to prevent and manage crises.
The International Association of Deposit Insurers (IADI) regularly conducts
broad surveys amongst its memberdeposit insurers, which also cover their functions. Figure 1 presents the changes to the functions performed by deposit insurers between 2010 and 2016. It is clear from the ﬁgure that deposit insurers’ roles
show a high degree of diversity, which in many cases is attributable to national
traditions, the foreign example followed and to an increasing extent national and
supranational (e.g. European Union) legislation. In addition to the increasing
number of deposit insurers that have provided statistics since 2010 (from 62 to
131), in the aftermath of the global ﬁnancial crisis a shift can be observed from
the pay-box function towards deposit insurers with a more extensive intervention
toolkit.
Figure 1
The roles of deposit insurers in 2010 and 2016
2010

2016
37; 28%

14; 23%

43; 33%

23; 37%

25; 40%

51; 39%

Pay-box
Pay-box with additional functions but still with limited powers
Comprehensive intervention powers

Note: In surveys conducted in 2010 and 2016 classiﬁcations were not identical, therefore, we standardised them. In 2016 in the “broader intervention toolkit” category, the loss and risk minimising
function were merged, which in our interpretation corresponds to the category of “risk minimisation” in the survey of 2010. In addition, the “pay-box plus” function in the survey of 2016 corresponds
to the medium category.
Source: IADI (2011; 2017)
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3. CRISIS MANAGEMENT MEASURES
TAKEN BY NDIF PRIOR TO COMPENSATION
Though at present NDIF is not authorised to use its resources to ﬁnance alternative crisis management measures, in the 25 years of history of the Hungarian
deposit insurer there was a time when it was legally authorised to use its assets not
only to pay out compensations but also to ﬁnance crisis management measures.
The NDIF from its establishment in 1993 until 2006 did not only perform the
so-called “pay-box” function, but it also had the possibility to take measures to
prevent the freezing of deposits as an alternative of compensation, whereas as
of 1997 legislation expressly required it to consider various alternatives from the
perspective of the minimum long-term loss for depositors, credit institutions
and the central budget and it was obliged to opt for the solution generating or
resulting in the lowest amount of loss (“loss minimising” role), which put prevention and compensation on an equal footing (NDF, 2003; 2008). In order to
prevent the pay-out of compensation, the NDIF had a broad range of measures
to be taken to ﬁnancially contribute to and undertake commitments relating to
crisis management, including suretyship, providing security for the transfer of
deposits, extending senior or subordinated loans or even acquiring a share in a
credit institution.
It is to be noted that the commitment undertaken by the NDIF was not allowed
to contain any other beneﬁt and the undertaking of the commitment had to be
done under usual business conditions (interest, fee, exchange rate), furthermore,
it was obliged to cover it with adequate collateral. In addition, the contribution
of the NDIF to crisis management had an absolute upper ceiling set, namely the
total amount of conditional or unconditional commitments was not allowed to
exceed the sum of the expected amount of the compensation to be paid out and
the related costs.
There were several credit institution crises when the alternative crisis management role of NDIF had to be performed.
3.1 The first intervention of NDIF other than paying out compensation:
managing the crisis at Agrobank Ltd. (1995)
The ﬁrst preventive action of the NDIF was taken in 1995 with respect to the crisis
of Agrobank Plc. (NDIF, 2003). The potential compensation to be paid out by the
NDIF amounted to HUF 15 billion, whereas the liquid assets of the NDIF back
then fell short of HUF 2 billion. In order to settle the capital crisis of Agrobank, a
capital injection amounting to billions of HUF was necessary, whose larger part
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was provided by the original majority owner, the Hungarian State, and HUF 500
million was provided by NDIF, which made NDIF a minority owner of the bank.
Following the decision of the Ministry of Finance acting on behalf of the majority
owner, Agrobank was merged with Mezőbank and the share of NDIF dropped to
1 percent, which was sold for only HUF 10 million in 1997.
3.2 The silent exit of Iparbankház Plc. (1995)
The NDIF (2003) also refers to the crisis management at Iparbankház Plc. in 1995,
requiring the contribution of NDIF, as a breakthrough, where NDIF together
with the supervisory authority executed silent exit from the market instead of
recapitalisation.
In the course of this action, the NDIF concluded a standby loan agreement of
HUF 1.2 billion with the bank, which made it possible to pay insured and uninsured deposits in the business as usual manner, making it possible to avoid the
freezing of deposits and the run of depositors on the bank. Simultaneously, the
supervisory authority obliged the bank to elaborate an action plan to eﬀect downsizing, at the end of the process the licence of the bank could be revoked without
any risk to ﬁnancial stability. The downsizing of deposits was largely facilitated
by cutting the interest paid on deposits ﬁrst, then terminating deposit and account contracts and transferring the amounts to deposit accounts not bearing
any interest.
In 1996, at the time when the bank closed down, the NDIF was obliged to pay a
minimum amount of compensation for the low number of remaining depositors.
The potential compensation obligation of NDIF would have amounted to HUF 2.8
billion, as opposed to that the bank drew down less than HUF 1 billion from the
credit line. The rate of return achieved by NDIF in the course of liquidation was
over 90 percent, however, it is to be noted that this was partly due to the abundant
liquid assets of the bank, which the NDIF used as security.
3.3 The last alternative NDIF crisis management so far:
the recapitalisation of Realbank Plc. (1998–1999)
The next - and the last - crisis management measure taken by the NDIF to prevent compensation dates back to 1998 and was necessary in respect of Realbank
Plc. Following the inspection of the supervisory authority identiﬁed a shortage
of capital in the amount of HUF 3-5 billion at the bank, and appointed a special
administrator, which resulted in the bank crisis becoming known to the public
and there was an imminent danger of a bank run (NDIF, 2003).

45

46

ANDRÁS KÓMÁR – ANDRÁS SULYOK

The NDIF had to make a choice between paying out the compensation or recapitalisation resulting in a majority ownership, and due to the tight deadline
and the small diﬀerence in losses resulting from the two alternatives, it opted
for the latter, hoping that not long after recapitalisation, it will be able to sell the
bank to a professional investor. In addition, through recapitalisation, the savings
(bonds) not protected by NDIF also had a stronger chance of return as compared
to the scenario of immediate liquidation (NDIF, 1999). Compared to the potential amount of HUF 12 billion to be paid out in the form of compensation by
NDIF (NDIF, 1999), the institution implemented a recapitalisation to the amount
of HUF 3.1 billion acquiring a 99 percent share in the bank and took measures
to revert to the conditions of normal banking operation and started to prepare
Realbank Plc. for sale.
In the meantime, the new management revalued the bank and further losses had
to be accounted for against the assets generated prior to recapitalisation, this
pushed equity into the negative domain and a further recapitalisation of HUF
4 billion was necessary (NDIF, 1999). This was beyond the absolute ceiling prescribed for the NDIF, a co-ﬁnancing entity could not be found and potential investors also changed their minds, thus ﬁnally at the beginning of 1999 NDIF had
to compensate depositors to the amount of HUF 5.1 billion after the recapitalisation amounting to HUF 3.1 billion.
As part of the follow-up of the story, mention has to be made of the fact that
during liquidation the amount paid by NDIF in the form of compensation fully
returned, at the same time the amount of capital invested was accounted for as a
loss (NDIF, 2008).

4. THE REGULATORY BACKGROUND OF ROLES
PLAYED BY DEPOSIT INSURERS IN THE EUROPEAN UNION
In 2004, Hungary joined the European Union, therefore after this date EU legislation is to be taken into account in the area of deposit insurance. In 2014, following
the EU Directive of 1994 and its amendment in 2010, the European Union adopted
Directive 2014/49/EC on Deposit Guarantee Schemes (DGSD) currently in force,
and which had an impact on essential and optional roles of deposit insurers in the
European Union.
The Deposit Guarantee Scheme Directive stipulates that the key task of deposit
guarantee schemes is to protect depositors from the negative repercussions of
credit institutions’ failure, which primarily they have to achieve by paying out
compensation (this is the so-called pay-box function). Accordingly, in the event of
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depositors not having access to their deposits3, deposit insurers are obliged to pay
compensation on the deposits held with the credit institutions, the upper limit
of the deposits compensated is EUR 100,000. A new and mandatory element is
that if conditions prescribed by legislation are met - see later in detail -, deposit
guarantee schemes are obliged to contribute to the ﬁnancing of the resolution of
the credit institution.
The DGSD provides for national options, namely in addition to the above two
mandatory tasks, the deposit guarantee scheme may use its ﬁnancial means available to it for other crisis management functions, e.g. alternative measures to prevent credit institutions’ failure, if this helps to avoid the more costly measure of
compensating depositors. Though NDIF had such alternative functions between
1993 and 2006, in the course of the transposition of the DGSD into national law
the legislator did not have the intention to assign such rights to the NDIF again.
The DGSD furthermore requires deposit insurers in Member States to regularly
test their procedures and intervention functions that could be used in case of a
crisis. This is necessitated by the fact that the fundamental and alternative tasks of
the deposit insurer emerge in a crisis, which optimally happens occasionally only.
At the same time, it is very important for the institution to be able to eﬃciently
react to the crisis situation and smoothly discharge its tasks, should the unlikely
event of a crisis take place. Stress tests and crisis simulations are an eﬃcient way
of preparation.
According to the Guidelines of the EBA (2016), all intervention functions of the
given deposit insurer need to be tested, including - in the case of the NDIF - the
paying out of compensation and the contribution to the resolution. In line with
the above, in 2016 the NDIF drew up a testing schedule covering the period of
2017-2021, on this basis of which tests are carried out annually.
In 2017, the ﬁrst year of the testing cycle, NDIF tested cross-border compensation
jointly with the Austrian and the Czech deposit insurers, in the course of which
there was a successful transfer of anonymised data sets through the European
DGS4 to DGS Information Exchange System (“Eddies”) established for the purpose of cross-border compensation procedures (NDIF, 2018). As a result of the
test, negotiations were started on bilateral agreements of cooperation to ensure
the eﬃciency and eﬀectiveness of a future compensation cooperation, furthermore, proposals for the development of the IT system were formulated.
In the forthcoming years and in line with EBA Guidelines, the NDIF will have
to carry out deeper and more complex stress tests, including the testing of the
resolution scenario in addition to the compensation scenario.
3
4

The phenomenon of deposits becoming inaccessible is also called as the “freezing” of deposits.
DGS: Deposit Guarantee Scheme
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5. THE INVOLVEMENT OF DEPOSIT INSURERS
IN RESOLUTION PROCEDURES IN THE EUROPEAN UNION
The involvement of deposit insurers in resolution procedures may take several
forms. In individual Member States of the European Union, the deposit insurer
carries out a part or the entirety of the resolution authority function (e.g. Croatia,
Poland, Spain), in other cases the involvement of the deposit insurer also includes
the managing of the Resolution Fund but without authority functions (e.g. Hungary). What applies to all the deposit guarantee schemes in the European Union
is that if legislative conditions are met, deposit guarantee schemes may be obliged
to ﬁnancially contribute to the costs of resolution - other than for the purpose
of compensation. In former cases it is organisational and in the latter cases it is
functional aspects that are important. The present paper focuses on the latter role,
i.e. resolution ﬁnancing.
5.1 The development of the resolution framework
Traditionally, the failure of a credit institution resulted in the revocation of the
supervisory licence and a winding-up procedure. However, liquidation is not the
optimum solution to manage the crisis of systemically important credit institutions, because the lengthy procedure and the decline in value originating from
the liquidation only ampliﬁes problems and triggers negative repercussions and
a ripple eﬀect. For this reason, in the latter case the state frequently nationalises,
recapitalises the failing institution or provides liquidity to it in a bank rescue
operation (bail-out). However, the bail-out by the state - beyond amplifying the
moral risk - may impose a burden on public ﬁnances, in an extreme case the tying
up public funds could lead to the excessive indebtedness of the state. The bail-out
operations following the ﬁnancial crisis of 2008 resulted in such problems of public ﬁnances in the European Union (e.g. Ireland, Greece), frequently necessitating
an international rescue package to prevent or manage more severe problems of
public ﬁnances.
The experience gathered in the process of rescuing banks by the state following
the global ﬁnancial crisis of 2008 shed light on the fact that in many crisis situations the liquidation of a credit institution and bail-out by the state, both included
in the existing toolkit, do not bring optimum results. A third solution is required,
namely resolution.
Resolution is a crisis management procedure, in the course of which the designated resolution authority is assigned a broader mandate to intervene, which
is also accompanied by resolution ﬁnancing arrangements ﬁnanced by ex-ante
payments of credit institutions and investment undertakings, so that the costs of
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crisis management will not have to be shouldered by taxpayers. In certain cases
deposit insurers are obliged to contribute to resolution ﬁnancing, in addition to
the separate resolution ﬁnancing arrangements and supplementing them. To promote the better understanding of the latter, it is necessary to make a brief overview of the main elements of the resolution arrangements of the European Union.
5.2 The major elements of resolution arrangements
In 2014, the same year when the Deposit Guarantee Scheme Directive was adopted, the EU also adopted Directive 2014/59/EC (BRRD – Bank Recovery and Resolution Directive, in short: Resolution Directive)5. Member States were required
to designate the national resolution authority, in Hungary it is the Hungarian
National Bank6, whereas the national resolution ﬁnancing arrangements are provided by the Resolution Fund established in 2014.7
The Resolution Directive identiﬁes four tools of resolution that the resolution authority in every Member State needs to have in place:
• the sale of business tool (the sale of a part or the whole of the institution to be
sold by the authority to a market player),
• the bridge institution tool (the sale of a part or the whole of the institution
under resolution to be sold by the authority to a temporary bridge institution
typically operational for only a couple of years),
• asset separation tool (transfer certain assets of the institution under resolution
to a separate resolution asset management vehicle),
• bail-in (creditors shall be obliged by the authority to share losses and
recapitalise the failing institution).
As for internationally active groups, resolution colleges need to be established,
which are made up of the resolution authorities, supervisory authorities and ministries responsible for the budget in the concerned Member States, as well as deposit guarantee schemes due to their resolution ﬁnancing role to be discussed in
detail later.

5 Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014 establishing
a framework for the recovery and resolution of credit institutions and investment ﬁ rms and amending Council Directive 82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/
EC, 2007/36/EC, 2011/35/EU, 2012/30/EU and 2013/36/EU, and Regulations (EU) No 1093/2010 and
(EU) No 648/2012, of the European Parliament and of the Council Text with EEA relevance (see page
190 of the Oﬃcial Journal).
6 The resolution authority function of the HNB is presented in detail in Földényiné– Kómár–
Stréda – Szegedi (2016).
7 The Hungarian Resolution Fund does not have a work organisation, pursuant to legislative provisions it is run by the staﬀ of the NDIF.

49

50

ANDRÁS KÓMÁR – ANDRÁS SULYOK

The ﬁnancing of resolution is primarily ensured by the Resolution Fund, which
market actors contribute to in advance, its sources may be used for the following
purposes, even in combination:8
• guaranteeing the assets and liabilities of the institution under resolution, its
subsidiaries, the purchaser, the bridge institution or the resolution asset management vehicle;
• lending to the institution under resolution, its subsidiaries, the purchaser, the
bridge institution or the resolution asset management vehicle;
• purchasing the assets of the institution under resolution or the purchaser;
• capital contribution provided for the purchaser, the bridge institution or the
resolution asset management vehicle;
• compensation, if the owner, the creditor or the NDIF would incur a large
amount of loss in the course of resolution as compared to winding up.
One may rightly ask, if there is resolution ﬁnancing arrangements, a fund ﬁnanced by market actors in advance, then why is it necessary for the resolution to
be funded by the deposit insurer as well? This is what we are going to examine in
more detail in the following part of the paper.

5.3 Financing resolution by the deposit insurer
One of the major objectives of resolution is to protect the owners of covered deposits, therefore, the deposits under EU deposit guarantee may not be bailed-in.
The scope of bail-in by creditors may not include these deposits9, therefore the
depositors may also have access to their deposits up to the compensation ceiling
in the course of the resolution procedure. Thus, the resolution provisions provide
for an exemption in terms of the rule on loss-sharing and facilitate the achievement of the objective of deposit insurers, namely guaranteeing permanent access
to deposits which do not exceed the compensation ceiling.
Article 109 of the Resolution Directive stipulates that the Deposit Guarantee
Scheme of the credit institution under resolution is liable to contribute to the
costs of the resolution measures provided that the resolution measure concerned
ensures that depositors continue to have access to their deposits during the process of resolution. The contribution from the Deposit Guarantee Scheme shall be
made in cash.
8 For the full list, see section 126 paragraph (3) of Act XXXVII of 2014 on the further development
of the system of institutions strengthening the security of the individual players of the ﬁ nancial
intermediary system.
9 The parts of deposits in excess of the compensation ceiling may be involved in sharing losses in
the course of the resolution procedure.
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The contribution from the deposit insurer to the resolution is proportionate to
the loss that would have been incurred by the depositors with deposits not exceeding the compensation ceiling 10, if it was not for the exemption provided for
them by legislation. The amount of the Deposit Guarantee Scheme’s contribution is not limited by the fact that the assets of the Deposit Guarantee Scheme,
the amount in the fund is lower than the required contribution to resolution.
In such cases the deposit guarantee scheme is obliged to make sure that necessary ﬁ nancial contribution will be provided from aﬃ liated institutions or from
external sources. If an external source is involved in the ﬁ nancing of resolution,
the NDIF has the right to state suretyship in line with legislative provisions, the
amount depends on the declaration of the minister of ﬁ nance11, which facilitates
the ensuring of funding.
There is a safeguard that the deposit guarantee scheme avoids incurring excess
loss is that in the case of bail-in the contribution paid to protect depositors who
are below their compensation ceiling, the deposit insurer’s funds may not be used
in the bail-in in the framework of the conversion into shares and other elements
of capital.
The upper limit of the contribution to be made by deposit guarantee schemes is
the 50 of the target level of the deposit guarantee schemes’ assets deﬁned in legislation and to be achieved until 202412. In any circumstances, the deposit guarantee scheme’s participation shall not exceed the losses it would have incurred
in a winding-up under normal insolvency proceeding instead of resolution proceedings, when the deposit guarantee scheme has to compensate depositors. This
is the so-called No Creditors Worse Oﬀ (NCWO) fundamental principle, which
guarantees for owners, creditors and the deposit insurer that they will not incur
greater losses due to resolution than they would have incurred if the institution
had been wound up under normal insolvency proceedings, and they would have
been paid according to the insolvency ranking of creditors. If following the closure of the resolution proceedings concerned the independent, external valuation
required by legislation does establish that losses incurred by the deposit insurer
due to participating in the resolution exceed the potential losses from winding
up proceedings, the negative diﬀerence shall be paid to the deposit insurer in the
form of a compensation from the Resolution Fund.
In Hungary NDIF funds have not yet been used for the purpose of resolution.
During the domestic resolution proceedings so far the losses incurred by the
10 In the case of depositors with a total amount of deposits exceeding the compensation ceiling, the
loss absorbed by the deposit protected by the Deposit Guarantee Scheme shall be taken into account.
11 See section 232 paragraph (4) of Act CCXXXVII of 2013 on Credit Institutions and Financial
Undertakings.
12 Member States have the discretion to set a higher upper limit as a national option.
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credit institution did not reach the level which could have given rise to this type
of use. In other Member States, however, such a role has already been performed
by deposit insurers.

6. RESOLUTION FINANCING IN THE PRACTICES
OF DEPOSIT GUARANTEE SCHEMES: THE RESOLUTION
OF THE GREEK COOPERATIVE BANK OF PELOPONNESE (2015)
An example of the participation of a deposit guarantee scheme in resolution proceedings in the European Union is the resolution of the Greek Cooperative Bank
of Peloponnese in 2015, which we will summarise on the basis of the decisions of
the European Commission (2015) and the Bank of Greece (2015).
Due to economic and ﬁnancial problems and the political uncertainties after December 2014, the entire Greek banking system went through a critical period in
2015. Deposits amounting to large sums were withdrawn from Greek credit institutions (27.5 of the deposits in six months), furthermore, due to the conﬁdence
crisis they did not have access to interbank market ﬁnancing. Greek economic
outlook was bleak, for this reason depreciation had to be accounted for concerning the expected losses on retail and corporate loans. The economic and banking
crisis hit cooperative credit institutions especially hard.
The Cooperative Bank of Peloponnese as a cooperative credit institution had a
market share of 1.5 in the region and a market share of under 0.1 nationally.
Local authorities established a capital shortage amounting to several millions of
euros at the Greek credit institution, as a consequence, the authorities obliged
the credit institution to restore compliance with capital requirements but the attempt of the Bank of Peloponnese to raise funds failed in December 2015. Greek
authorities came to the conclusion that if the licence of the credit institution is
revoked, the total amount of deposits not covered by compensation would incur losses equalling their full amount, which threatened with a major wave of
the withdrawal of deposits from the other credit institutions, therefore resolution
proceedings were launched.
The resolution authority carried out a provisional valuation and decided in favour of applying the sale of business tool, in the framework of which the total amount of customer deposits (EUR 97 million) and a minimum amount of
assets (EUR 2.3 million) was designated to be transferred. A further EUR 4.7
million safety buﬀer was established to cover the diﬀerence between assets and
liabilities and according to the default scenario it was expected that EUR 99.6
million had to be provided by the Greek collective guarantee funds to support
the transfer.
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These were the conditions and factors of uncertainty when the resolution authority made an announcement of the stock to be transferred on 11 December 2015, in
a closed circuit, for the four largest Greek banks and expected them to bid. Based
on the best bid, on 13 December 2015 the resolution authority chose the National
Bank of Greece, which undertook to write oﬀ EUR 5 million from the ﬁnancing
diﬀerence, i.e. the collective guarantee funds had to provide EUR 5 million less to
provide the ﬁnancing diﬀerence. The European Central Bank revoked the licence
of the Bank of Peloponnese on 18 December 2015 (HDIGF, 2015), on this day in the
framework of the resolution, the resolution fund in support of the transfer and
reducing the two-thirds of the ﬁnancing diﬀerence established in the provisional
valuation by EUR 5 million paid EUR 61.4 million to the recipient, and agreed
that the remaining amount established by the ﬁnal independent valuation would
be split between the resolution fund and the deposit guarantee fund.
The independent valuation adopted on 26 May 2016 (HDIGF, 2016) conﬁrmed a
ﬁnancing diﬀerence (after deducting the “purchasing price” of EUR 5 million) of
EUR 87.6 million, lower than established by the provisional valuation, therefore
the resolution fund contributed a further EUR 3.7 million and the deposit guarantee fund contributed EUR 22.5 million, approximately one-fourth of the total cost,
to the cost of resolution (HDIGF, 2017). The deposit guarantee and the resolution
fund were eligible for the reimbursement of their costs from the winding up of
the Bank of Peloponnese according to their positions in the ranking of creditors.
The lesson to be learned from the Greek case is that the resolution was an effective tool to avoid the run on banks, potentially aﬀecting other credit institutions and it was possible to avoid the risk of a systemic crisis; instead of the
compensation amounting to approximately EUR 77 million, the Greek deposit
guarantee fund had to contribute only EUR 22.5 million to the transfer in the
framework of the resolution.

7. SUMMARY
In this paper we have made an overview of the evolution and global spread of deposit guarantee schemes and the variety of roles they may play. Through describing several previous cases of NDIF managing credit institution crises between
1993 and 2006, we also presented practical examples to demonstrate the use of
deposit guarantee funds for purposes other than compensation. The Directive of
the European Union on Deposit Guarantee Schemes adopted in 2014 also provides the opportunity for Member States to develop and operate such alternative
deposit guarantee functions, though the Hungarian legislator did not make use of
this opportunity with respect to the NDIF.
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The Deposit Guarantee Schemes Directive, having taken into account the
EU-level regulation of resolutions adopted in 2014, introduced the resolution ﬁnancing obligation for deposit guarantee schemes, the background conditions and related safeguards of which we described in detail, furthermore
– in absence of a domestic example – we presented the practical implementation
of this function through the example of the resolution proceedings of the Greek
Cooperative Bank of Peloponnese.
Though in the case of NDIF there has been no resolution ﬁnancing by the deposit
guarantee scheme so far, in the framework of the stress test required by the Deposit Guarantee Schemes Directive from each deposit guarantee scheme in every
Member State the NDIF will also test this function in the stress test planning cycle covering the period of 2017-2021, which will enable the NDIF to perform this
relatively new function in a crisis situation.
In addition to the independent stress tests performed in regard of the functions of
NDIF, we are of the opinion that it is also worth testing cooperation, the exchange
of information and the adequate distribution of tasks and decision-making powers between authorities in stress tests and crisis simulation exercises, which cover
the whole cycle of crisis management and involve all the authorities concerned.
The World Bank - recognising the signiﬁcant role such exercises play in preparation for crisis situations - has provided assistance in several crisis simulation
exercises to authorities regulating the ﬁnancial sector (Almansi–Lee–Todoroki,
2016).13. As for crisis simulation exercises Sánta (2007) also ﬁnds them as an essential element of the permanent development of the crisis management toolkit
facilitating fast and eﬃcient decision-making from the perspective of central
banks, but according to the article in addition to exercises within the authority,
national or cross-border tests also provide valuable assistance in developing the
cooperation between authorities.
In our view holistic, comprehensive crisis simulation exercises implemented primarily with the participation of domestic authorities and later with the involvement of foreign authorities might prove useful in respect of NDIF functions, as
well. Therefore, comprehensive national crisis simulation exercises of credit institutions should reasonably be extended to include not only supervisory authorities, the central bank and representatives of the government, but also the NDIF,
which operates as part of the safety net safeguarding ﬁnancial stability.

13 The World Bank has participated in 29 such exercises as of 2009, of which 24 were implemented
within one single jurisdiction, and 5 were implemented with the participation of authorities from
several countries.
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