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The Effects of the Characteristics of Deposit Insurance

System on the Behavior and Financial Performance of the Banks:
An Empirical Study on the OECD Country Banks

Kyeongwoo Wee
Professor, Department of Business Administration

Sookmyung Women's University
Chulsoo Kim
Professor, Department of Economics
Sookmyung Women's University
Yeongseop Rhee
Professor, Department of Economics

Sookmyung Women's University

This paper exammnes whether the characteristics of deposit insurance systemof a
country affect the behavior of the banks that operate n that courtry. Spedfically, we
investigate how the risk-taking incertive and financial performance of the banks are
influenced by the types of deposit nsurance system the country adopts. In this paper,
we categorize the deposit insurance system of 30 OECD courtries based on their
funding method (‘funded system vs. unfunded system') as well as on the existence
of risk-adjusted insurance premiums (‘fixed rate system vs. risk—based system)
following Demirgiic—Kunt,. Karacaovali, and L. Laeven (2005).

Our empirical results show that the risk—taking incentive of the banks gets weaker,
and their financial performance improves when a country adopts the risk—based
system and/or funded system. This implies that the risk-based and funded systemis
more effective than the fixed rate and unfunded system in alleviating the banks'
moral hazard problem that arises from the existence of deposit insurance.

Key Words: Deposit Insurance System, Funded vs Unfunded Method, Fixed Rate
vs Risk—-Based System, Risk-Taking Incentives, Financial
Performance, OECD
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