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Dear Chairman, Distinguished Participants, 

I would like to welcome you all on behalf of The Banks Association of Turkey and thank to HVB managers for organizing this meeting and giving me the opportunity of addressing such a select audience. 

Dear Guests, organizing a meeting about the issuance of covered bonds and mortgage backed securities in Turkey, is an important indicator itself for the attained phase of the progress of the Turkish economy and the financial sector. I would like to share my personal observations and our Association’s evaluations in this respect. 

The world economy has been developing and changing very rapidly during the last 25 years. The cooperation between countries, and the volume of international trade increased substantially. More countries have been in an effort to participate in this integration period. The most important factors that affect this process are the policies that are geared to better functioning of financial markets, developments in technology that support the productivity increase and international institutions and standards that stipulate the competition and rapid growth in capital movements due to the globalisation of financial sector. The most significant development is that private sector-based capital movement became dominant replacing the lending between governments in previous periods. 

The capital movements contributed positively to growth and acceleration of sustainable development in the developing countries on the one side, and provided diversification of risks to international markets, better management and efficient use of resources and increasing competition on the other side. Even more significant, the capital movements caused the international rules and best practices to be accepted as common regulations and practices of countries that participate in international cooperation. 

In this way, the eligible private sector, which was under the crowding-out effect of the public sector in some of the emerging markets is able to access funds from international markets with more favourable terms than domestic markets. According to the estimations of the Institute of International Finance (IIF), the net capital movement to emerging market economies from private sector to private sector amounted to USD 345 billion in 2005. 

Turkey has recorded a considerable growth in the funds provided from international markets. Annual capital inflows excluding international reserves and accounts of IMF reached USD 28 billion US dollars in September 2005 which was USD 1 billion in 2002. Another important development is the change in the structure of capital movements. While the external borrowing of public sector and Central Bank of Turkey decreased, the private sector borrowing jumped dramatically. A remarkable development was the foreign investors’ demand for capital market instruments. Foreign investors’ demand for capital market instruments reached almost USD 12.4 billion as of September 2005 which was USD 1.4 billion in 2002. In stock terms, equities amounted to USD 26.5 billion, while bond and bill portfolios reached USD 17.3 billion. 

What are the main factors that created this difference? Improvements in international markets definitely contributed positively to Turkey’s performance. On the other hand, achievements witnessed in Turkey are also considerably important. There is a strong demand and significant effort concerning the stabilizing of macroeconomic imbalances. It is expected that public sector borrowing requirement to GNP ratio will decrease to 0.9 percent in 2005 from the level of 12.7 percent in 2002. Thus, public demand for fund and the pressure on financial markets decreased significantly. In this way, the ratio of outstanding debt to GNP decreased, public borrowing cost declined considerably and the maturity structure of borrowing lengthened. The inflation rate was reduced to single digits and it is expected that this trend will continue. In private sector investments, especially in technology based renovation investments, significant rise was recorded. An increasing trend in the investments concerning capacity utilization was also observed. The growth rate displayed a relatively higher and stable trend after 2002. 

Improvement of operating environment, considerably eliminating of uncertainties, even reducing of risks to comparably lower levels have affected the financial sector positively and provided healthy growth, and there are concrete steps taken regarding  this issue. The financial sector in Turkey is just in the pace of growth. The ratio of financial assets to GNP is almost in the same level with that of emerging markets, but, remains remarkably below the average of developed countries. Financial sector is characteristically bank-dominated. Besides, only the government fixed income securities are issued and transacted in the capital markets. 
The regulations and implementations regarding the financial sector should not have a negative effect on the competitive power of institutions operating in Turkey vis-a-vis international competitors. We have been demanding the implementation of best practices in our country too. Although the compliance was provided in many areas, some others have been unchanged which have been affecting the competition negatively. Not only the banks, but also non-bank institutions and non-financial sectors’ compliance with international standards must be sustained. There is significant unfair competition between registered and unregistered institutions. It is compulsory that the struggle with unregistered economy must continue in an efficient manner and decisively. 

In view of these evaluations, I would like to share my view about the covered bonds and the regulations of housing finance system recently drafted by the Capital Market Board.

The use of mortgage-related securities to finance housing has a long and rich history in the developed countries. The capital markets in these economies provide an attractive and potentially large source of long term funding for housing. The creation of mortgage-related securities (covered bonds, pass-throughs and more complex structured finance instruments) make it possible that housing finance providers can access these important sources of funds so that they can diversify and manage their risks more effectively.

In many developed and emerging market economies, mortgage related securities’ importance results from the fact that they can perform a number of valuable functions some of which was classified as follows:

· Funding from the capital markets through issuance of mortgage securities can increase the liquidity of mortgages, thereby reducing the risk for originators and the risk premium charged by lenders. 

· Capital markets can provide a service concerning the disposal of an asset within a reasonable time and value which is a crucial factor to mobilize long term resources.

· Access to the long term funds mobilized by institutional investors can reduce the liquidity risk of making long term housing loans, increasing their affordability and improving the access to funds for home buyers.

· Mortgage securities increase competition in primary markets. The development of capital market funding sources frees lenders from having to develop expensive retail funding sources (e.g. branch networks) to mobilize funds. 

· Increasing competition and specialization can in turn increase efficiency in the housing finance system. Greater specialization can lead to cost-savings and reduce spreads. 

· Capital market funding cause the lengthening of the maturity of loans. Lenders with short term liabilities often offer shorter term mortgages. Long term housing loans can improve affordability particularly in low interest rate environments.

· Capital market funding can also help smooth housing cycles. Lenders relying on deposits may be subject to periodic outflows due to economic downturns or widening differentials between deposit and alternative investment rates. Access to alternative sources of funds through the capital markets may allow lenders to keep providing housing finance throughout the cycle.

However, the experiences show that there are significant barriers to the development of mortgage securities in many emerging markets. Residential lending is typically small, poorly accessible and depository-based. Lenders remain vulnerable to significant credit, liquidity and interest rate risks. As a result, housing finance is relatively expensive and often rationed in these countries. Their success is dependent on many factors, such as; a strong legal and regulatory framework and liberalized financial sector including a developed primary mortgage market. It takes time and significant government support to develop the proper legal and regulatory infrastructure. This infrastructure also adds to the cost of funding through securities issuance, often making it uneconomic. 

As for Turkey, the draft law prepared by the Capital Markets Board introduces two types of new capital instruments; covered bonds and mortgage backed securities to be issued by housing finance funds. 

Covered bonds are similar in most aspects to residential mortgage-backed security instruments. They are both based on the concept of using mortgage loans held by an institution as collateral for the issuance of debt securities in the capital market. But they have certain differences in their structure and legal definition. The longest-established covered bond market is that of German Pfandbriefe; there are also covered bond markets in other European markets such as Netherlands, Ireland, Spain and the United Kingdom. 

Covered bonds are on-balance sheet funding instruments which are widely used in the Continental Europe. In this structure, until the mortgage covered bonds are redeemed, the assets in the cover pool can not be used for any other purposes and can not be attributed to other creditors of the issuer. 

It is expected that these instruments will improve the accessibility and affordability of housing and allow lenders to better manage the complex risks of housing finance in Turkey. Indeed, covered bonds, as well as mortgage backed securities and other mortgage related securities, can make a real contribution to the finance of housing in the markets with appropriate instruments and institutions. Taking into consideration of other countries’ experiences, the lessons learned can be summarized as follows: 

· A country must have a sufficient legal, regulatory and primary market infrastructure in place before mortgage securities will take hold. A good framework is a necessary, but not a sufficient condition.

· The government’s active involvement in issuance of mortgage related securities is not a guarantee of success. There must be an underlying market need for capital market funding and investor demand for mortgage securities. Government’s most important role is as a facilitator, removing obstacles to issuance and investment, and strengthening the legal and regulatory environment surrounding housing finance. 

· Simpler instruments and institutional designs have been more successful. Some of most successful examples of mortgage capital market development came from bond issuance. These instruments are relatively simple with credit enhancement facilities in the balance sheet of the issuer. Covered bonds work well in the following situations:

· Relatively stable banking systems, where lending institutions enjoy a fairly good image among institutional investors and are not excessively capital constrained;

· Lending institutions that have numerous lines of business that generate, to some extent, a diversification across their different portfolios and thus stronger credit quality;

· Institutions with nationwide or regional distribution that are able to create internally a mutualization of risks through different geographical areas.

In the case of the draft act, we support the proposed regulation. However, we would like draw attention to the below mentioned issues:

1- Considering the structure of financial sector of our country, it will be appropriate to realize that the regulations relating to primary and secondary markets should be made by the Banking Regulation and Supervision Agency (BRSA) and the Capital Markets Board (CMB).

2- Although some positive steps relating to loan related risks- credit risk, operational risk, maturity mismatch risk and interest rate risk- were taken in the Draft Law by inclusion of the Banks Association of Turkey’s opinions, there is a definite need for further improvements in order to accomplish better management, supervision and measurement of risks. Therefore, liability of banks for non-delivery or late delivery of houses and defective goods must be limited. Collection period of non-performing loans should be accelerated. Intermediation costs in housing loans should be decreased through tax regulations, 

3- Housing loans should not be included in consumer loans in compliance with international practices. 

4. House insurance, life insurance and Turkish Catastrophe Insurance (DASK) policies are an integral part of the housing credit. For this reason, these insurances must be compulsory. 

5. In the fixed interest rate credits, the prepayment fee must be determined freely. 

6. In sales through execution proceedings, tax burdens must be reduced and equality must be provided. 

Shortly, within this framework, our demand is to include the international best practices which enhance optimal competition in this regulation by considering the social and economic facts of Turkey.
Loan portfolio has been increasing and getting more diversified in Turkey recently. The ratio of loans to GNP increased from 18.6 percent in 2003 to 23.2 percent in 2005, resulting mainly from the increase in consumer and housing loans. Lately, the housing loans have been rapidly increasing. However, the ratio of housing loans to GNP is significantly lower compared to the EU countries. This clearly shows the potential for housing loans in our country. 
The Banks Association Turkey considers the growing, strengthening and effective functioning of financial sector as one of the main conditions of stable growth. Therefore,  all regulations directly or indirectly affecting the financial sector must be handled within this framework. I believe that this meeting will make positive contributions to this Draft Law related to housing finance system, and will help it to become optimal for all the parties concerned. Thank you. 
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