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	Preconditions for Effective Banking Supervision

1. An effective system of banking supervision will have clear responsibilities  and objectives for each agency involved in the supervision of banking organisations. Each such agency should possess operational independence and adequate resources. A suitable legal framework for banking supervision is also necessary, including provisions relating to authorisation of banking organisations and their ongoing supervision; powers to address compliance with laws as well as safety and soundness concerns; and legal protection for supervisors. Arrangements for sharing information between supervisors and protecting the confidentiality of such information should be in place.


	The Banking Law No 4389 created a new supervision authority (the Banking Regulation and Supervision Agency-BRSA) in place of the current split between the Treasury and the Central Bank, which has administrative and financial autonomy. The decision-making organ of the Agency is the Banking Regulation and Supervision Board-BRSB). This  law provides the needed preconditions for effective banking supervision in this core principle (1).



	1(1) An effective system of banking supervision will have clear responsibilities and objectives for each agency involved in the supervision of banking organisations.


	In Article 3 the objectives, powers and responsibilities of the BRSA. are defined. 



	 1(2) Each such agency should possess operational independence and adequate resources. 
	The BRSA has administrative and financial autonomy as defined in paragraph (1) of Article 3. Article 6 provides that the Agency’s expenses shall be met from funds to be paid by banks depending on their balance sheet total for the preceding year.



	1(3) A suitable legal framework for banking supervision is also necessary, including provisions relating to authorisation of banking organisations and their ongoing supervision.

 
	The Banking Law no.4389 provides the necessary legal framework for banking supervision and licensing.  

	1(4) A suitable legal framework also for powers to address compliance with laws as well as safety and soundness concerns; and legal protection for supervisors. 
	Article 14 defines remedial measures by the Institution to take action enabling it to give a problem bank an opportunity to rectify the situation and handing over the control of the bank to the Saving Deposit Insurance Fund. It is stated in paragraph (8) of Article 3 that members of the Board and the Institution's employees shall be treated as civil servants in respect of any offence they have committed during or in connection with performance of their respective duties or of any offence committed against them. 



	1(5) Arrangements for sharing information between supervisors and protecting the confidentiality of such information should be in place.


	In paragraph (9) of Article 3 provides that the Agency may require from any ministry, public or private entity and person all kinds of documents and information including those classified as confidential in connection with any issue relating to its responsibilities.

Paragraph (10) of the same article states that the Board may cooperate and exchange information with a foreign country's supervisory authority, while paragraph (8) defines the principles for the confidentiality of information. 

	Licensing and Structure
2. The permissible activities of institutions that are licensed and subject to supervision as banks must be clearly defined, and the use of the word "bank" in names should be controlled as far as possible.

	The term "bank" is implicitly defined as collecting deposits or carrying out banking operations in the law (paragraph (4) of Article 7 and paragraph (1) of Article 10), but there is no definition of permissible banking activities. With adopting a clear definition of bank and defining banking activities in the law or licensing regulation, the banking law will be regarded as fully compliant to this core principle. 

Article 22 concerning judicial crimes and punishments provides for fines and imprisonment for those using the term “bank” without authorisation.



	3. The licensing authority must have the right to set criteria and reject applications for establishments that do not meet the standards set. The licensing process, at a minimum, should consist of an assessment of the banking organisation's ownership structure, directors and senior management, its operating plan and internal controls, and its projected financial condition, including its capital base; where the proposed owner or parent organisation is a foreign bank, the prior consent of its home country supervisor should be obtained.
	Article 7 defines the conditions for establishing a bank or for starting operations. The BRSA is authorized to determine the principles and procedures related to license applications and authorization. Such items as operating plans and internal controls are set fourth in regulations. The BRSB has already prepared a regulation on internal control systems in banking organizations.

Paragraph (9) of Article 3 sets forth the principles for exchange of information among domestic institutions, whereas paragraph (10) exchange of information with overseas authorities.

Regulations

· Decree pertaining to requirements which must be met by any person who has submitted an application for founding a bank or acquiring shares of existing banks or purchasing shares of banks placed under control of the Savings Deposit Insurance Fund (Published in the Official Gazette no. 24221 of November 5, 2000)
· Regulation on the principles and procedures concerning the applications to be made for bank foundation or transfer of shares (Published in the Official Gazette no. 24235 of November 19, 2000)
· Regulation on Banks’ Internal Supervision and Risk Management Systems (Published in the Official Gazette no. 24312 of  February 8, 2001)



	4. Banking supervisors must have the authority to review and reject any proposals to transfer significant ownership or controlling interests in existing banks to other parties.


	Article 8 states that any amendment to the articles of association of a bank, and/or any acquisition of shares that result in the acquisition by one person directly or indirectly of shares representing 10% or more of the capital of a bank or if shares held by one shareholder exceed 10%, 20%, 33% or 50% of the capital as a result thereof, and assignments of shares that result in shares held by one shareholder falling below the percentages above, require the permission of the Board. 

	5. Banking supervisors must have the authority to establish criteria for reviewing major acquisitions or investments by a bank and ensuring that corporate affiliations or structures do not expose the bank to undue risks or hinder effective supervision.


	According to paragraph (1) of Article 18, the Board is authorized to give permission and to set forth principles on bank mergers and transfer of shares.  

Article 12 defines the restrictions on equity participations. The establishment by a bank of a company abroad or its participation in a company already established abroad require the permission of the Board.



	Prudential Regulations and Requirements 

6. Banking supervisors must set prudent and appropriate minimum capital adequacy requirements for all banks. Such requirements should reflect the risks that the banks undertake, and must define the components of capital, bearing in mind their ability to absorb losses. At least for internationally active banks, these requirements must not be less than those established in the Basle Capital Accord and its amendments.

	In paragraph (2/d) of Article 7 minimum paid in capital is determined as 20 trillion. According to Article the Board is authorized to determine standard ratios relating to financial structures and utilization of resources by taking into consideration international principles and standards. 

In Regulation on Measurement and Evaluation of Capital Adequacy Ratio of Banks, minimum capital requirement ratio is defined as 8 percent and capital items are defined parallel to the Capital Accord of the Basel Committee. This regulation sets out provisions and procedures related to calculation of standard capital adequacy ratio of banks both on consolidated and unconsolidated basis,

Regulations

· Regulation on Measurement and Evaluation of Capital Adequacy Ratio of Banks (Published in the first supplementary issue of the Official Gazette no. 24314 of February 10, 2001)



	7. An essential part of any supervisory system is the evaluation of a bank's policies, practices and procedures related to the granting of loans and making of investments and the ongoing management of the loan and investment portfolios.
	Paragraph (1) of Article 9 states that the board of directors of banks is authorized to lend credits. The board of directors may delegate this authority to a credit committee or the head office in accordance with principles and procedures to be defined by the Board. The Board shall lay down formation of a credit committee and its decision-making principles.

According to paragraph (11) of Article 11 when extending credits or issuing suretyships or guarantees, banks must obtain from the applicants their latest statement of account in accordance with procedures to be defined by the Agency.

Besides these provisions, there is no legal framework for evaluation of bank’s policies, practices and procedures related to the granting of loans and making of investments. Such a regulation may enhance the power of supervisory authority to take measures for the improvement of these policies and practices of banks. 



	8. Banking supervisors must be satisfied that banks establish and adhere to adequate policies, practices and procedures for evaluating the quality of assets and the adequacy of loan loss provisions and loan loss reserves.
	According to paragraph (12) of Article 11 banks are required to set aside provisions for losses which have resulted or are expected to result from credits and other receivables. Provisioning regulation dated December 1999, sets out the principles and procedures for determining the qualifications of cash and non-cash loans and other receivables of banks and the reserves to be set aside against them. 

Regulations

Decree Related to Principles and Procedures on Determining the Qualifications of Bank Loans with Required Reserves and Other Claims and on Reserves to be Held (Published in the Official Gazette no. 23913, dated 21 December 21, 1999, no: 23913)



	9. Banking supervisors must be satisfied that banks have management information systems that enable management to identify concentrations within the portfolio and supervisors must set prudential limits to restrict bank exposures to single borrowers or groups of related borrowers.

	Parallel to the EU directive, the definition of credit is broadened. In Article 11 definition and general lines of credit are given. 

According to paragraph (2) of Article 11 total of direct and indirect credits that a bank can extend to a real or legal person of a bank is limited with 25 percent of its own funds. 

In order prevent excessive risk concentrations a large credit definition is introduced. Credits directly or indirectly extended to a natural or legal person in excess of ten percent of the bank's own funds shall be considered major credits, and their total, excluding avals and suretyships accepted, can not exceed eight fold of its own funds. 

	10. In order to prevent abuses arising from connected lending, banking supervisors must have in place requirements that banks lend to related companies and individuals on an arm's-length basis, that such extensions of credit are effectively monitored, and that other appropriate steps are taken to control or mitigate the risks.

	There is not any definite limit on connecting lending aside from the general lines of credit defined in Article 11. For implementation of the Banking Law, definitions of indirect shareholding, indirect credit and indirect participation, and the ratios of non-cash credits, partnership shares, forwards transactions, option contracts and an other similar contracts, which are taken into account in calculation of credit limits and principles and procedures related to this shall be determined by the Board.

The General limit on banks’ participations is changed in parallel to the EU directive (Article 12). Thus, banks may acquire shares of a company other than a financial institution, up to 15 percent of their own funds, and the total sum of investments in these companies may not exceed 60 percent of the bank’s own funds.


	11. Banking supervisors must be satisfied that banks have adequate policies and procedures for identifying, monitoring and controlling country risk and transfer risk in their international lending and investment activities, and for maintaining appropriate reserves against such risks.

	In paragraph (4) of Article 9, banks are obliged to set up an efficient internal audit system and a risk control and management system, the principles and procedures defined in a regulation to be issued by the Agency compatible with the scope and structure of its operations in order to ensure monitoring and control of risks which they encounter due to their transactions. Banks shall employ an adequate number of auditors to verify conformity of their transactions to banking rules and regulations. According to regulation on measurement and evaluation of capital adequacy ratio of banks, which is prepared in parallel to the new proposal of Basel Committee, market risks shall also be included in calculation of standard capital adequacy ratio on both consolidated and unconsolidated basis.

Regulations

· Regulation on Banks’ Internal Supervision and Risk Management Systems (Published in the Official Gazette no. 24312 of  February 8, 2001)

· Regulation on Measurement and Evaluation of Capital Adequacy Ratio of Banks (Published in the first supplementary issue of the Official Gazette no. 24314 of February 10, 2001)



	12. Banking supervisors must be satisfied that banks have in place systems that accurately measure, monitor and adequately control market risks; supervisors should have powers to impose specific limits and/or a specific capital charge on market risk exposures, if warranted.


	

	13. Banking supervisors must be satisfied that banks have in place a comprehensive risk management process (including appropriate board and senior –management oversight) to identify, measure, monitor and control all other material risks and, where appropriate, to hold capital against these risks.


	

	14. Banking supervisors must determine that banks have in place internal controls that are adequate for the nature and scale of their business. These should include clear arrangements for delegating authority and responsibility; separation of the functions that involve committing the bank, paying away its funds, and accounting for its assets and liabilities; reconciliation of these processes; safeguarding its assets; and appropriate independent internal or external audit and compliance functions to test adherence to these controls as well as applicable laws and regulations.

	According to paragraph (4) of Article 9, banks are required to employ an adequate number of auditors to verify conformity of their transactions to banking rules and regulations in order to ensure monitoring and control of risks which they encounter due to their transactions. Board of directors of banks determines principles and procedures on internal control, which are subjected to the supervision of the Board.



	15. Banking supervisors must determine that banks have adequate policies, practices and procedures in place, including strict "know-your-customer" rules, that promote high ethical and professional standards in the financial sector and prevent the bank being used, intentionally or unintentionally, by criminal elements.

	With regard to paragraph (4) of Article 20, banks may not receive deposit from, lend credit to or open an account for or enter into a contract with or provide remittance and foreign exchange services and other banking and financial services to any customer who can not prove his identity and tax registration number.  Turkey is a member of FATF (Financial Action Task Force). Within the context of Law no. 4208 on prevention of money laundering banks are required to save identity information of their customers at least for five years and to notify suspicious transactions to the Financial Crimes Investigation Board. 

	Methods of Ongoing Banking Supervision

16. An effective banking supervisory system should consist of some form of both on-site and off-site supervision.
	Banking Regulation and Supervision Agency, which is financially and administratively autonomous, is responsible for effective supervision of banking system. In Articles 4 and 5, the principles related to employment of sworn bank auditors and their assistants and banking experts and assistant experts, working for the Agency are determined. 



	17. Banking supervisors must have regular contact with bank management and thorough understanding of the institution's operations.
	The BRSB may contact with the board of directors and senior management of a bank with regard to financial structure of the bank and any other subjects. 



	18. Banking supervisors must have a means of collecting, reviewing and analysing prudential reports and statistical returns from banks on a solo and consolidated basis.

	With paragraph (4) of Article 13, banks are required to consolidate the financial statements of their direct and indirect affiliates and of the partnerships, where they have full control of the board of directors and board of auditors, and/or partners and of the financial and non-financial partnerships owned and controlled directly or indirectly by these partners.  The standard ratios regulated under the Banking Law has to be calculated and implemented by banks also on a consolidated basis within the principles and procedures determined by the Board. Regulations

Regulations

· Communiqué on "Total Net Foreign Exchange Position / Capital Base" (the latest amendment is made in the Official Gazette published in the first supplementary issue no. 24314 of February 10, 2001)
· Regulation on Measurement and Evaluation of Capital Adequacy Ratio of Banks (Published in the first supplementary issue of the Official Gazette no. 24314 of February 10, 2001)


	20. An essential element of banking supervision is the ability of the supervisors to supervise the banking group on a consolidated basis.
	

	19. Banking supervisors must have a means of independent validation of supervisory information either through on-site examinations or use of external auditors.
	In Article 5 the supervisory power of sworn bank auditors and the principles with regard to their appointments are stated.

According to paragraph (2) of Article 13, the annual balance sheet and profit and loss statement of a bank to be submitted to its general assembly shall be approved by an independent auditing firm. 

	Information Requirements

21. Banking supervisors must be satisfied that each bank maintains adequate records drawn up in accordance with consistent accounting policies and practices that enable the supervisor to obtain a true and fair view of the financial condition of the –bank and the profitability of its business, and that the bank publishes on a regular basis financial statements that fairly reflect its condition.

	Article 13 defines the principles on accounting and recording systems of banks. 

Within the context of Uniform Accounting Plan and Explanatory Notes, existing accounting rules for banks are consistent with the international accounting principles (IAS) to a large extent. Efforts to achieve full compliance with international principles are underway.

The effective monitoring of the quality and performance of the independent auditing institutions is important issue. 

	Formal Powers of Supervisors 

22. Banking supervisors must have at their disposal adequate supervisory measures to bring about timely corrective action when banks fail to meet prudential requirements (such as minimum capital adequacy ratios), when there are regulatory violations, or where depositors are threatened in any other way. 

	In Article 14 measures to be taken by the BRSB as a result of audits are defined. 



	Cross-border Banking
23. Banking supervisors must practice global consolidated supervision over their internationally-active banking organisations, adequately monitoring and applying appropriate prudential norms to all aspects of the business conducted by these banking organisations worldwide, primarily at their foreign branches, joint ventures and subsidiaries.

	With paragraph (4) of Article 13 banks are required to prepare their financial statements on a consolidated basis.

According to the paragraph (10) of Article 3, the Board may cooperate and exchange information with any authority of a foreign country responsible for audits within the framework of agreements it will enter into with such entities. 

	24. A key component of consolidated supervision is establishing contact and information exchange with the various other supervisors involved primarily host country supervisory authorities. 

	

	25. Banking supervisors must require the local operations of foreign banks to be conducted to the same high standards as are required of domestic institutions and must have powers to share information needed by the home country supervisors of those banks for the purpose of carrying out consolidated supervision.


	Non-domestic banks operating in Turkey are subject to the same banking legislation and regulations as Turkish banks. 

According to paragraph (1) of Article 7 establishment of a bank in Turkey or opening of the first branch in Turkey, by a bank founded in a foreign country, is permitted by the Board. Principles and procedures for the application for this permission and authorisation are determined by a regulation issued by the Board. Paragraph (6) of Article 9 states that banks shall be free to open branches provided that they comply with the principles set by the Board and that they have achieved the standard ratios that put into force with the Banking Law.



(*) As amended by Law  No.4672 published in Official Gazette dated 29 May 2001.
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