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1. Introduction

The theoretical advantages and disadvantages of deposit insurance are well known. On the one
hand, it provides depositors with confidence about the safety of their funds and hence reduces the
likelihood of bank runs following an adverse event. On the other hand, it encourages depositors to
scale back on their monitoring of bank risk-taking activities during non-crisis periods, thus making
future bank failures more likely.! In line with the first argument, Demirgiic-Kunt et al. (2014) point
out that countries with explicit deposit insurance schemes in place prior to the 2007-08 global financial
crisis saw very few depositor-led bank runs, but a widespread incidence of runs on (uninsured) whole-
sale funding. At the same time, they also express disquiet about the long-term moral hazard implications
of this success.

Most empirical research on deposit insurance has focused on existing insurance schemes, either by
comparing insured and uninsured countries, or by comparing insured and uninsured depositors
within the same country. By contrast, deposit insurance that is introduced during a crisis appears
to have attracted little research interest to date.” A natural question is whether such interventions work
in the desired manner. That is, can the introduction of deposit insurance during a crisis be effective in
mitigating depositor runs?

Given the potential moral hazard and adverse selection costs of deposit insurance, many countries
delay the introduction of deposit insurance until a banking crisis strikes.> However, such a strategy
implicitly assumes that newly-introduced insurance is just as effective in preventing bank runs as
long-standing insurance. Perhaps it takes time for depositors to learn about, and gain confidence in,
explicit deposit insurance schemes. In that case, deposit insurance introduced following the onset of a
crisis may be of limited value compared to the pre-existing kind.

In this paper, we investigate the effectiveness of explicit deposit insurance that is introduced when
banking sector problems arise. The usual approach for doing so would compare the actual crisis
experiences of countries that had a pre-existing deposit insurance system with those that introduced
deposit insurance only once the crisis was underway. Unfortunately, because these countries also dif-
fer along a multitude of other dimensions (e.g., deposit insurance systems with widely varying fea-
tures, different forms of crisis, and so on), implementation of this approach would be a daunting
task.” Instead, we employ conjoint analysis and ask a sample of respondents to assess a number of
hypothetical deposit accounts, all of which are insured to varying degrees, in the presence of a banking
sector crisis. Because our sample includes respondents both from (i) countries that have explicit deposit
insurance and (ii) countries that do not have such insurance, we are able to use the collected responses to
gain insight into the potential effectiveness of crisis-adopted deposit insurance.

Our main finding is that respondents from countries without explicit deposit insurance behave dif-
ferently. In particular, they exhibit greater withdrawal risk, suggesting that the introduction of deposit
insurance during a crisis may be only partially successful in preventing bank runs. More generous
insurance schemes are more effective but potentially involve greater long-term system risks.
Newly-insured respondents also require a higher interest rate premium than their historically-insured
counterparts, although there is no difference between the two groups in their pricing of bank risk.

Many papers have been written about deposit insurance, but ours is the first to examine its intro-
duction during a banking sector crisis and assess its impact using conjoint analysis. This allows us to
extend several strands of recent research. For example, Osili and Paulson (2014) find that immigrants
from countries with deposit insurance schemes are more likely to use the United States banking sys-
tem, from which they conjecture that insurance can potentially maintain confidence during a crisis.

T As pointed out by an associate editor, this occurs not only because of the well known moral hazard problem, but also because
of adverse selection: any insurance-induced reduction in market discipline allows incompetent and inefficient bankers to continue
to operate.

2 Anginer et al. (2012) point out that “(T)here is no study that examines the impact of deposit insurance...during a period of
global risk and instability. This is an important gap in our knowledge...”.

3 See Demirgii¢-Kunt et al. (2008).

4 As countries typically only adopt deposit insurance once, such an approach would also have limited data observations relative
to the number of potential variations.
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