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Abstract

Prudential supervision, lender-of-last-resort facilities and
deposit protection are three fundamental elements of one nation’
s financial security. One cannot avoid financial risks because of
{financial fragility. While protecting deposits and their owners,
deposit insurance system maintains stability for financial system,

Deposit insurance system has been adopted for more than
seventy years. It has both advantages and disadvantages. A
poorly designed deposit insurance system encourages moral haz-
ard, adverse selection and agency problem, All these pitfalls o-
riginates from absence of f{air insurance premia., Therefore, this
paper suggests Bank Reorganization Model and Regulatory Be-
havior Model. Bank Reorganization Model emphasizes simultane-
ous determination of the interrelated closure and premium poli-
cies. The conclusion of this model is that the optimal deposit in-
surance premium and the probability of closure of the bank at the
time of the next audit does depend on the distribution of the fu-
ture asset value. In particular, the premium charged to the bank
is shown to be a monotonically increasing function of the riskness
of its investments and a nonincreasing function of the current as-
sets-to-deposits ratio. Regulatory Behavior Model calculates fair

insurance premia under dilferent assumptions concerning the de-
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gree of regulatory control. It concludes that DIS should exerts
some intermediate level of direct regulatory control over banks it
insures. Fair insurance premia is a target zone. One can obtain
an optimal deposit insurance premium within this lower and up-
per bounds of the target zone. With the developm:nt ol our
country’ s market economy, there will be much competence,
which results in operating risks. To keep the {inancial system
sound, it is necessary to introduce a deposit insurance system.

This paper surveys the characteristics of deposit insurance in
many countries. Consequently, an important lesson to be learned
from country experiences is that good design and suitable timing
are essential. This paper also suggests some considerations that
can be borne in mind when constructing or reforming a DIS, that
is, adopting a managed floating risk-based insurance premium for
different class of financial institutions system, so that the coun-
try can obtain the benefits of a DIS and avoid its pitfalls.
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