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Abstract

The study estimates the costs of deposit insurance of Taiwan’s banks by using Merton
(1977) option pricing model with Vasicek (1977) stochastic interest rate process. The study
includes two parts: firstly, with the parameter values, .97 of forbearance and .5 of maturity, we
calculate the costs of deposit insurance, and do the sensibility analysis. Secondly, because the
estimated cost of deposit insurance is higher than the actual cost, we imply the forbearance
and maturity from the actual cost of deposit insurance and option pricing model. The study is
different from the previous research in two dimensions: we use Duan (1994, 2000) MLE
approach to estimate the model parameters; and we imply the forbearance and maturity of
Taiwan’s deposit insurance contracts. The results of the study can explain why banks in
Taiwan seldom bankrupt by the implied low forbearance rate.

Keywords: Deposit insurance, Stochastic Interest Rate, Capital Forbearance, Examination
Schedules.
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