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The Ownership—Governance Structure and
Risk Appetite of a Bank

Kim, Young-Sik* * Wee, Jung Bum**

Abstract

This study analyzes the effects of banks ownership-governance structures on their
risks. First of all, using the data of Korean commercial banks from 2000 to 2011, the
empirical result indicates that the risk appetite of a bank is a reversed U-shaped function
of the insiders ownership (or the largest shareholder ownership). This means that, as the
insiders ownership (the largest shareholder ownership) increases, a bank’s risk initially
increases and, thereafter, decreases. This result can be explained by the agency theory
of outside equity. That is, as the insiders ownership (the largest shareholder
ownership) increases, the managers’ incentives become more closely aligned with
those of the entire shareholders and they increase the bank’s risk to improve the
shareholders value. However, when the insiders ownership (the largest shareholder
ownership) exceeds a certain level, the managers can have their positions more secured
and become more interested in their private interests instead of the shareholders
value. This induces the managers to reduce the bank’s risk.

Second, the risk appetite of a bank is not influenced by the characteristics of the
insiders. The empirical results shows that whether a bank is foreign-owned or
government-owned does not affect the bank’s risk.

These results provide an implication regarding the Korean bank industry. Recently, there is
increasing concerns about the Korean banks’ governance structures, which provoke more
shareholder-oriented structure. As the banks' managers emphasize shareholders value more
heavily, the banks may take higher risks. Inevitably, this will require more refined risk

management.

Key Words: Bank risk appetite, Ownership—-Governance Structure, Agency problem,
Foreign-owned Bank, State-owned bank.
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