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Abstract:

The implementation of explicit deposit insurance rises the moral
hazard of bank’s risk-taking triggered by the reduction in depositor's
monitoring. In the light of economic theory, we examine that whether to
allocate additional supervisory authority to the deposit insurer in the
presence of a banking supervisor who is expected to decrease the risk
taking of banks. We employ 1,856 banks from eighty-seven countries
from 2002-2015. Hierarchical Linear Models (HLM) are employed and
it reveals that the provision of supervisory authority to a deposit
insurer reduces the risk taking activities of banks. In addition, the
deposit insurer's supervision enhances the bank’s soundness in non-
crisis effected countries. Moreover, allocating the additional
supervisory powers to deposit insurer appears as the additional force
which mitigates the bank’s risk-taking in the presence of financial
supervisory authority. However, this effect is bigger in non-crisis-
affected countries. So, the allotment of supplementary supervisory
powers to the deposit insurer enhances the investors and depositors'
assurance on the financial stability.

Keywords: Deposit insurance, Bank risk, Official supervisory power, Deposit
insurer supervisory powers, Hierarchical linear modelling

I. Introduction

There are 112 countries which have been adopted the Explicit Deposit Insurance
(EDI) to decrease the likelihood of bank-run (Demirgilic-Kunt, Kane, & Laeven, 2015).
Although, the bank-run situation arises when depositors have low/no confidence in the
banking system but depositor’s confidence in the banking sector went up by the
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assurance of deposit insurance (Prean & Stix, 2011). Additionally, adverse shocks of the
banking crisis and likelihood of bank run are reduced by the inception of EDI in the
banking system (Jain, Keneley, & Thomson, 2012). Conversely, EDI guarantee decreases
the depositor’s monitoring on the bank’s risk-taking activities which incite the banks to
take greater risk, because the deposit insurer could bear the downside risk. So, the
espousal of EDI rises the risk-taking of bank (Ngalawa, Tchana, & Viegi, 2019).

Bank’s risk-taking may reduce by the proper supervision of banking regulators
(Anginer, Demirguc-Kunt, & Zhu, 2014). Therefore, banking policymakers design the
supervision which improves the bank’s soundness and strengthen the financial
development of a country. According to the Barth, et al., (2013), fifty-five deposit
insurance adopted countries have two parallel regulatory institutes for surveillance of
banks’ actions. banks are supervised by: 1) Financial supervisory authority either it is
central bank or outside the central bank, 2) Deposit insurer own supervision. Although,
fifty-seven deposit insurance adopted countries entirely rely on the financial supervisory
authority.

Banking supervisory powers capture the extent, by which banking supervisor
can change the organisational structure and take specific action against bank’s directors,
managers, auditors and shareholders (Barth, Jr., & Levine, 2006). The supporting
argument suggests that allocation of supervision outside the deposit insurer leads to
inefficient investment by banks and it has excessive forbearance for the closure of a bank
because that institute does not bear the cost of delaying closure (Kahn & Santos, 2005).
Moreover, the enactment of EDI enhances the risk-taking of banks, so this provides
ground for policymakers to allocate additional supervisory authority to deposit insurer to
ensure bank’s solvency and control their risk-taking activities.

The key objectives are to investigates that whether to allocate the supervisory
powers to a deposit insurer to diminish the bank’s risk-taking engendered by EDI.
Secondly, to examines that whether deposit insurer supervisory powers have the
additional effect on the risk-taking of banks in the presence of financial supervisory
authority.

This research theoretically contribute in the paradigm of the EDI literature by
examining that whether to allocate the additional supervisory powers to the deposit
insurer in the presence of the financial supervisory authority, to reduce the risk-taking
banks triggered by EDI. So, additional advantage of deposit insurer’s supervision can
achieve in the form of bank’s soundness. So, the findings of this research provide ways to
regulatory institutes which can reform strategies and surveillance policies, to heighten the
confidence of banking users in the financial system.

Il. Review of Literature

Arrow, (1971) defines the moral hazard as a state when banks take risk and the
deposit insurer tolerates consequence of bank’s risk-taking. In compliance with economic
theory, bank’s risk-taking went up after the enactment of EDI (Ross, 1973). So, deposit
insurer’s supervisory department is employed for surveillance and it performs remedial
measure to reduce adverse consequence (Miles, 2012). This risk taking is prevailed in the
absence of suitable supervision of policymakers while strong supervision of the banking
system may limit the bank’s risk-taking (Shehzad & Haan, 2015).
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Official Supervisory Powers (OSP) define the powers that are granted to the
financial supervisor to take corrective actions to avoid complications, allign banks with
regulation (Barth et al., 2006). However, strengthening of official supervisory power is
positively associated with high financial performance where banking supervisor operated
independently (Barth, Lin, Ma, Seade, & Song, 2013), and increased the bank’s
soundness (Doumpos, Gaganis, & Pasiouras, 2015). Furthermore, the provision of higher
supervisory authority to a financial supervisor reduced the bank’s systemic risk and risk-
taking activities (Storbacka, 2018).

Supervisory powers of a deposit insurer includes the authority, to intervene in
the bank’s activities, to withdraw a bank’s insurance coverage, to take lawful act for
violating the laws, & guidelines against the bank’s directors and officials (Barth, Caprio,
& Levine, 2013). Moreover, the deposit insurer’s power to remove insurance coverage is
considered as closing a bank, because the bank who does not offer insurance coverage on
their deposits will find it difficult to stay in business (Aysan, Disli, Duygun, & Ozturk,
2017).

The centralisation of “lender of last resort” and the bank’s supervisory function
to a financial regulator leads to the excessive forbearance to close a bank at the positive
level of its capital. Thus, the banks will invest in the sub-optimal loans, but the provision
of supplementary supervisory authority to a deposit insurer may improve this problem in
the presence of financial supervisory authority. So, in the multi-regulatory environment,
where the central bank is working as “lender of last resort” and the banking supervisor, it
is beneficial to assign additional supervisory powers to the deposit insurer (Kahn &
Santos, 2005). These distortions provide the rationale to grant additional supervisory
powers to deposit insurer in order to ensure bank’s solvency and control the risk-taking
behaviour stimulated by the implementation of deposit insurance.

Conversely, the arguments against the provision of supervisory powers to a
deposit insurer suggest that deposit insurer’s supervisor may use their powers to extract
the kickback, appeal campaign donation to get advantage their favoured constituents
(Barth et al., 2006). Therefore, it suggests the overlapping of regulations by two
supervisors that can produce conflicts for a bank on the basis of their objectives and
requirements. So, this justifies policymakers not to allocate the additional supervisory
powers to a deposit insurer.

There are ample arguments which favour to allocate/not-allocate the additional
supervisory powers to a deposit insurer, while supervisory powers allocated to the deposit
insurer deviates in EDI espoused nations (Barth, Lin, et al., 2013). However, limited
number of studies estimated that either to assign additional supervisory authority to a
deposit insurer which more likely to decline the risk-taking of banks adopted by explicit
deposit insurance. The economic theory supports the view that deposit insurer’s
supervisory framework can monitor the bank behaviour and take remedial act to bring
into line the actions of banks with the goals of deposit insurer. Based on the above
argument, we can comprehend the given hypothesis:

Ha: EDI increases the risk-taking of banks, but it may condensed by assigning the
supervisory authority to a deposit insurer in the presence of financial
supervisory authority.
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I11. Methodology
A. Sample and Data

This study employs 1,856 publically traded banks (deposit-taking) of eighty-
seven countries from the Bankscope database. We uses the data of annual frequency for
the period of 2002-2015 for empirical analysis. Bank level variables data are composed
from the Bankscope database. Data of country-level variables are collected from two
databases. Firstly, banking crisis affected countries statistics are composed from the
database of world bank established by the Laeven & Valencia, (2013), which reports the
influence of the global financial crisis of 2007-09. Secondly, remaining cross-country
variables data are abstracted from the GFDD database. Cross-country deposit insurance
variables data are collected from the IADI database (Demirglig-Kunt et al., 2014).
Whereas, the official supervisory powers and deposit insurer supervisory powers data are
extracted from the World Bank’s surveys conducted over time. Additionally, we
winsorize the banking data at first and ninety-ninth percentile level of their distribution to
remove the potential data error and to remove the possible effect of the outlier (Anginer
et al., 2014). Moreover, we use all banking variables by one year lag to eliminate the
probable problem of reverse causality (Doumpos et al., 2015).

B. Measurement of the Variables
Explicit Deposit Insurance (EDI)

EDI defines as it adopts value of one for those countries which espoused the
EDI and creditors were paid adequately in the last failure of banking system (Anginer &
Demirguc-kunt, 2018).

Bank Risk

Z-score employs to calculate the bank risk that equals the sum of the average
value of return on assets and the capital to asset ratio divided by the rolling window
standard deviation of asset returns over the period of three years (Doumpos et al., 2015).
So, the higher z-score’s value specifies the safety of the banks whereas lower numbers
display the risk-taking of the bank.

Official Supervisory Power

Official supervisory power index capture the extent by which supervisory
institute has the authority to discipline banks by taking specific actions to prevent and
correct problems (Barth, Caprio, & Levine, 2004) and used as measure of bank’s
corrective decision (Shehzad & Haan, 2015). Index value ranged from zero to fourteen,
where the greater score presents the greater authority of the banking supervisor.

Deposit Insurer Supervisory Power

Deposit insurance supervisory power index measures the supervisory authority
vested to the deposit insurer to align the banks according to the objectives of deposit
insurer (Barth, Caprio, et al., 2013). Index value ranges from 0 to 4, where a high value
indicates the strength of deposit insurer’s supervisory powers.

Bank-level control variables

Bank-level variables are employed to avoid the potential omitted variable
problem on the risk-taking of bank. Size of a bank is calculated by the natural log of the
total assets. Micro-prudential regulation & monetary policy is linked with bank size
(Ngalawa et al., 2019). Bank total liabilities in percentage of it total assets are used to
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measure leverage (Allen, Carletti, & Marquez, 2015). Dependence on deposit for
financing is calculated as total customer deposits divided by the bank’s assets. Current
assets divided by total assets is used to quantify the liquid assets (Heider, Hoerova, &
Holthausen, 2015).

Country-level Control Variables

We involve the cross-country variables to avoid the potential omitted variable
problem. Specifically, bank’s risk-taking and their supervision affected by the economic
condition of a country (Anginer et al., 2014; Masciandaro, Pansini, & Quintyn, 2013).
Banking crisis affected countries data are extracted from the IMF database that report the
start & ending period when financial crisis affect the banking system in a country
(Leaven & Valencia, 2013). Dichotomous variable is used to consider the impact of
banking crisis that takes the value 1 when country underwent a financial crisis, otherwise
zero (Demirglic-Kunt et al., 2015).

Economic development of a country is measured by the In(GDP per capita)
(Masciandaro, Pansini, & Quintyn, 2013). It enhances the stability of banking system in a
country (Barth, Lin, et al., 2013). Development of banking is calculated as the bank
private credit to GDP of a country. Assets of five largest banks as a proportion of total
assets of all banks in a country is used to measure the banking concentration, and
Financial development of a country is estimated through the market capitalisation to
GDP (Anginer et al., 2014).

C. Research Methodology

We employs hierarchical dataset in which banks are consider as the part of a
country for numerous years. Accordingly, Hierarchical Linear Modelling is used for
estimation of econometric models because the method is broadly employed in cross-
country analysis (Doumpos et al., 2015) since it reflected that the data composes from the
diverse stages of aggregation (e-g country and bank-level). Moreover, it reports the error-
term which consider the interlinked influence of nested data (banks within a country are
alike as related with the counterpart of a different country) whereas the traditional outputs
of OLS ignore the hierarchical level of dataset Furthermore, HLM allows separation of
variance in bank’s risk-taking explained by the country, bank & time-level
characteristics. The empirical model of (Anginer et al., 2014) in addition to official
supervisory powers and the deposit insurer’s supervisory powers can written in the
simple form as follows:

BRTij: = ago0 + Quij(Yearij:) + Puj(Sizeijr1) + P2j(Leverageijr1) + Bzj(Depositsijri) +
Baj(Liquidityijt1) + y1(Deposit-insurance-dummyo;) + y2(Deposit-insurer’s-supervisory-
powersooj) + ys(Official-supervisory-powersopj) + vya(Banking-crisis-countryoo;) +
vs(Economic-development-of-countryooj) + 7ys(Banking-concentrationogj) + yz(Bank-
private-capital/GDPq ) + ys(Stock-market-capitalization/GDPgj) + Ho,ij+ €00 + Hijt

The model is fitted using an iterative maximum likelihood algorithm in which

fixed and random effects are estimated simultaneously until the model converges. The
compact form can be written as follows:

BRTijt = O + BXjjt-1+ YWir1 + Wij + €; + Wit

Fixed parts Random
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Where BRTij is the risk-taking of bank ‘i’ in country ‘j” in year ‘¢’, Xij1 IS the
bank specific control variable lagged by one year, and W1 is the country-level explained
variables lagged by one year. Wi; and ej random part permit the intercept (intercept +
bank-specific effect(pi;) + country-specific effect (ej) to become variable and single for
every bank and country. So, HLM model consider that slope coefficients are fix but
intercept is random.

IV. Results and Discussions
A. Statistical Summary

This study presents the summary statistics (central tendency, percentile points,
and standard deviation) of the variables in Table 1. Average value of bank financial
strength is 3.74 (z-score), and 25 percent banks have z-score values underneath the 2.964.
Similarly, 25 percent bank’s z-score value range above the 4.569. Furthermore, the mean
value of bank’s assets are 4.89 billion USS$, while on average 90% assets are financed by
creditors, where 74% assets are financed by customers’ deposits. Additionally, the banks
retains 13% in the liquid cash of its assets for operational needs.

Table 1: Statistical Summary

Variables Obs P25 Mean Median P75 STD
Ln(z-score) 13224 2.964 3.741 3.824 4.569 1.631
Size 13224 6.801 8.495 7.864 9.710 2.137
Leverage 13224 0.883 0.896 0.908 0.928 0.067
Deposits 13224  0.637 0.701 0.758 0.831 0.194
Liquidity 13224 0.037 0.128 0.075 0.174 0.134
Banking Crisis 13224 0 0.300 0 1 0.458
Ln (GDP per Capita) 13224 9.098 9.851 10.628 10.700 1.341
Banking Concentration 13224 39.654 56.214 47.218 76.551 23.126
Bank Private Credit/GDP 13224 49.042 63.122 51.980 62.910 34.858
Stock Market Cap./GDP 13224 56.577 90.653 106.907 125.554 46.275
Deposit Insurance 13224 1 0.855 1 1 0.352
Official Supervisory Power 13224 11 11.880 13 13 1.984
Deposit Insurance Supervisory Power 11968 1 2.681 4 4 1.597

Based on the selected bank yearly observations, 30% of observations taken
during the period of the banking crisis-affected countries. Moreover, the GDP per capita
in an average country amongst all banks is 18,977 US$. Additionally, the five largest
banks own 56% assets of the total banking sector while banks issued the 63% of private
credit as a percentage of country GDP. The stock markets of selected countries have a
capitalization of 90.6% of a country GDP. The EDI has implemented by policymakers in
the banking sector of 85% of selected countries. Furthermore, most of the selected
countries vested the greater supervisory authority to a banking supervisor. Additionally,
fifty-five deposit insurance adopted countries allocated the additional greater supervisory
powers to the supervisors of the deposit insurance institute. The above stated values are
aligned to the literature of the said field (Anginer et al., 2014).

B. Comparison of Sub-sample of Means

Table 2 presents the comparative analysis of variation in means of z-score in
sub-samples amongst the variables of study. This explains that the value of z-score
deviates by variation in the allocated supervisory authority to a deposit insurer in the
presence of a banking supervisor (central bank or financial supervisory authority).
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Table 2: Comparison of sub-sample of means of z-score

Panel A Crisis Period Dummy No Yes Diff. in Mean p-value
Official Supervisory Powers
Low Ln(z-score) 3.5943 3.1088 0.4855 0.0000
High 4.1442 3.4623 0.6819 0.0000
Panel B Crisis Period Dummy No Yes Diff. in Mean p-value
Deposit Insurer’'s Supervision (Dual Supervision)
No Ln(z-score) 3.4337 3.2162 0.2175 0.0000
Yes 4.0116 3.4106 0.6010 0.0000

Panel A presents the univariate analysis for the impact of vesting the high vs low
supervisory authority to a banking supervisor on the average bank’s In(z-score) value of
the banks’ subsamples among financial and non-financial crisis impacted countries. Panel
B reports the influence of allocating the additional supervisory authority to a deposit
insurer in the presence of banking supervisor (dual supervision) on the average of bank’s
In (z-score) value between crisis and non-crisis periods. Table 2 presents the central
values of the difference in means test statistics, In(z-score) values and the p-value of
official supervisory and deposit insurer subsamples. The sample considers the 1,936
banks from 96 countries during 2002 to 2015.

In Table 2, panel A of this study divides the data, either the policy-makers
assign the high or low supervision authority to a banking supervisor and either a country
underwent in banking crisis or not in a specific year. Findings show that bank risk-taking
went up during the financial crisis and banks soundness improves through the non-crisis
period. Moreover, bank has higher reliability where policymakers allocate the greater
supervisory authority to a banking administrator. On the other hand, risk-taking of banks
went up where financial supervisor has lesser authority to monitor and stimulus the bank
administration, director, and auditors.

In Table 2, panel B of this study divides the data, either the legislator assigns the
supervisory responsibility to a banking supervisor or allocates the additional supervisory
powers to a deposit insurer in the presence of banking supervisor (dual supervision) and
whether a country suffered a banking. It reports that the provision of additional
supervisory authority to a deposit insurer in the existence of banking supervisor uplifts
the bank soundness in the crisis, non-crisis periods. Next, this study performs the formal
test to examine the influence of variables of interest on the bank’s risk-taking using
hierarchical linear modelling while controlling the effect of year, bank, and country level.

C. Impact of deposit insurance on bank risk-taking: The role of deposit

insurer’s supervisory powers

Table 3 and 4 report the maximum likelihood estimates using the hierarchical
linear models, it reports the fixed effect estimates of country, bank and across years.
Whereas, the standard errors are provided below the coefficients in the parenthesis. In
Table 3, first column reports the name of variables and model (1) presents the
implementation of explicit deposit insurance (-0.305) increased the risk-taking of banks.
Economic theory described this effect, and this supported by the empirical literature on
the topic (Anginer et al., 2014). Moreover, model (2) of Table 3 explains that the
enactment of EDI (-0.572) enlarged the bank’s risk-taking, but assigning the supervisory
authority to a deposit insurer (0.101) reduced this risk-taking.
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Table 3:Impact of deposit insurance on bank risk-taking: The role of deposit
insurer’s supervisory powers

@ @ 3 @
Fixed-effects parameters
Constant 4.425%** 4.126%** 4.154*** 3.866***
(0.528) (0.676) (0.547) (0.577)
Year Fixed Effects Yes Yes Yes Yes
Ln(Size) -0.0003 0.009 0.008 0.011
(0.014) (0.013) (0.013) (0.013)
Leverage -1.289*** -1.427*%** -1.400*** -1.431%**
(0.325) (0.281) (0.278) (0.278)
Deposits 0.375*** 0.285** 0.265** 0.278**
(0.138) (0.118) (0.116) (0.117)
Liguidity -0.862%** -0.978*** -0.949%** -0.935%**
(0.168) (0.141) (0.139) (0.139)
Ln (GDP per Capita) 0.154**+ 0.241%** 0.156%* 0.190***
(0.055) (0.073) (0.058) (0.061)
Bank Private Credit /GDP -0.005*** -0.005*** -0.004*** -0.004***
(0.001) (0.001) (0.001) (0.001)
Banking Concentration -0.013*** -0.018*** -0.010*** -0.010***
(0.002) (0.002) (0.002) (0.002)
Stock market Cap./GDP 0.006*** 0.008*** 0.005*** 0.004***
(0.001) (0.001) (0.001) (0.001)
Deposit Insurance Dummy -0.305** -0.572*** -0.331** -0.410**
(0.131) (0.214) (0.166) (0.177)
Deposit Insurance Supervisory Powers 0.101***
(0.027)
Deposit Insurance Supervisory Power in -0.172%x*
Banking Crisis-affected Countries (0.011)
Deposit Insurance Supervisory Power in 0.142***
Countries not affected by Banking Crisis (0.010)
Variance decomposition analysis
Country-level variance 0.230*** 0.408*** 0.187** 0.231%**
(0.059) (0.102) (0.055) (0.063)
Bank-level variance 0.489*** 0.483*** 0.483** 0.482***
(0.028) (0.024) (0.023) (0.023)
Residual variance 1.979%** 0.907*** 0.891** 0.892***
(0.027) (0.013) (0.013) (0.013)
Model-fit Statistics
AIC 46404.2 33751.2 33526.4 33549.0
BIC 46356.2 33701.2 33476.4 33499.0
Countries 87 68 68 68
Banks 1856 1650 1650 1650
Yearly Observations 12657 11394 11394 11394

Dependent Variable: Ln (z-score), *, **, *** Significant at the confidence level of 10, 5 and 1% respectively

This influence of allocating supervisory powers to the deposit insurer explained
by the economic theory which suggests that deposit insurer own supervisory framework
can reduce or remove the risk-taking of banks (Miles, 2012). Likewise, this impact of
deposit insurer’s supervisory framework described by the argument of Kahn & Santos,
(2005). They explained that allocation of supervisory function outside the institute
(banking supervisor) who did not have the responsivity of the outcomes if decisions went
failed. So, the allocation of supervisory powers to deposit insurer produce better results
for the deposit insurer in a country.
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In Table 3, model (3) reports that the provision of supervisory authority to a
deposit insurer (-0.172) magnified the risk-taking of banks motivated by EDI among
financial crisis-affected states. This affect may exist because the bank’s return decreases
during the turbulent period which leads toward the decrease in the bank’s z-score value.
It may also be the reason that bank stability level reduced during the crisis period which
reduces the bank’s z-score. Consequently, the deposit insurer’s supervisOry power
enhanced the risk-taking of banks in the banking crisis period. Model (4) of Table 3
shows that implementation of EDI (-0.410) increased the risk- taking of banks while the
allocation of supervisory powers to a deposit insurer (0.142) reduced this impact in non-
crisis-affected countries. It implicates the results of the model (2) of Table 3 which
suggests that deposit insurer’s supervisory authority decreases the risk-taking and
enhances the soundness of banks. Additionally, variance decomposition analysis presents
the comparative significance of every hierarchy (time, bank and country-level) in the
variance of bank’s risk-taking.

D. Impact of deposit insurance on bank risk-taking: The role of additional

supervisory powers of deposit insurer

Table 4 reports the result for provision of further supervisory authority to a
deposit insurer in the presence of official supervisory powers of the financial supervisory
authority. Model (1) of Table 4 reports that the enactment of deposit insurance (-0.579)
increased the bank’s risk, and this risk-taking is reduced by the official supervision of
financial supervisor (0.027), while provision of additional supervisory authority to the
deposit insurer (0.103) reduced the moral hazard issue of banks’ risk-taking at higher
pace. These result are reinforced by the economic theory and the arguments of Kahn &
Santos, (2005) as described in section 4.3.

Table 4:Impact of deposit insurance on bank risk-taking: The role of additional
supervisory powers of deposit insurer

€] @ 3
Fixed-effects parameters
Constant 4.195%+* 4.188*** 3.616***
(0.706) (0.543) (0.552)
Year Fixed Effects Yes Yes Yes
Ln(Size) 0.009 0.008 0.011
(0.013) (0.013) (0.013)
Leverage -1.426%** -1.404%** -1.429%**
(0.281) (0.277) (0.277)
Deposits 0.284** 0.270** 0.283**
(0.118) (0.116) (0.116)
Liquidity -0.979*** -0.947*** -0.928***
(0.141) (0.139) (0.139)
Ln (GDP per Capita) 0.240*** 0.148*** 0.172***
(0.073) (0.057) (0.057)
Bank Private Credit /GDP -0.005*** -0.003*** -0.003***
(0.001) (0.001) (0.001)
Banking Concentration -0.018*** -0.010*** -0.010***
(0.002) (0.002) (0.002)
Stock market Cap./GDP 0.008 0.005*** 0.004***
(0.001) (0.001) (0.001)
Deposit Insurance Dummy -0.579*** -0.305** -0.297**
(0.215) (0.155) (0.147)

Official Supervisory Power ~ Among banking g g7+ -0.022%*
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crisis-affected

country (0.010)
Among non-crisis-  (0.012) 0.029*
affected countries (0.007)
Among banking s
Deposit Insurance  S1Si>-affected 0.104
Supervisory Power country 0.103" (0.033)
Among non-crisis-  (0.028) 0.067***
affected countries (0.021)
Random-effects parameters
Country-level variance 0.413*** 0.180*** 0.183***
(0.104) (0.053) (0.054)
Bank-level variance 0.483*** 0.483*** 0.481***
(0.024) (0.023) (0.023)
Residual variance 0.907** 0.890*** 0.892***
0.013 (0.013) (0.013)
Model-fit Statistics
AIC 33753.0 33523.8 33534.8
BIC 33701.0 33471.8 33482.8
Countries 68 68 68
Banks 1,650 1,650 1,650
Yearly Observations 11,394 11,394 11,394

Dependent Variable: Ln (z-Score), *, **, *** Significant at the confidence level of 10, 5 and 1% respectively

Model (2) of Table 4 reports that the provision of additional supervisory
authority to a deposit insurer (-0.104) enhanced the bank’s risk-taking adopted by deposit
insurance (-0.305) among financial crisis influenced countries. It might be the possibility
that bank’s return decreases during the crisis period which leads to the decrease in bank’s
z-score value. It may also be the reason that banks stability level reduced during the crisis
period. Consequently, the deposit insurer’s supervisory power enhanced the risk-taking of
banks in the banking crisis period. Whereas, the model (3) presented that the provision of
additional supervisory authority to a deposit insurer (0.067) uplift the bank’s soundness
in the presence of financial supervisor powers (0.029) among non-crisis-affected
countries. So, these results support the finding of Table 3 presented earlier in section 4.3.

V. Conclusion

In the recent years, many countries have been reformed the supervision of banks
to strengthen the soundness of banks. Consequently, numerous countries allocate the
financial supervisory function outside the central bank, whereas few countries rely on a
central bank for banking supervision. This study investigated that the relevant
supervisory authority as a banking regulator declines the banks’ risk-taking. Furthermore,
the assigning of additional supervisory authority to a deposit insurer in the presence of
financial supervisory authority boost the bank’s soundness and ultimately decreases the
risk-taking of banks. Additionally, this effect is prominent in the non-crisis periods and
negatively influences the banks’ risk-taking during financial turbulent periods.
Consequently, the dual banking supervisory authority decreases the risk-taking of banks
at a higher level instead of allocating the supervisory function to the financial supervisory
authority alone.

The next step in our analysis would be to further identify precise mechanisms
through which deposit insurer’s supervisory structure and the financial supervisory
authority help during the times of crisis. For example, one could try to collect information
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on the specific actions taken by regulators, the speed of their reaction, and so forth.
Unfortunately, such data are not currently available but hope that it will incorporate in the
future research.
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