The Turkish Banking System*
Changing Environment that Banks Operate

Prior to 1980, the Turkish economy was structured as a planned economy. The state agencies played an important role for the economic decision through governments economic development plans, which were stating strategies for sources and their uses. The state had majority share in almost all areas of the economic activity. As all other prices, interest rates were controlled by the state.

During the late 1970’s, Turkish economy was in the midst of a serious foreign exchange crisis. When inflation climbed to an exceptionally high level than economic activity stopped due to lack of foreign currency sources. Despite the fact that, public sector deficit exceeded 8 percent of GNP, interest rates remained unrealistically low in nominal terms and became negative in real terms due to planned economic regulation which required interest rates and exchange rates determined by the state. Financial markets remained rather small while financial institutions were weak financially and operated insufficiently as the market was uncompetitive and they were not subjected to international banking rules and competitions. 

Macroeconomic situation in Turkey has changed very dramatically after announcement of the economic stabilization and structural adjustment program in 1980 which was adopted policies giving the priority to economic growth based on export promotion and to structural reforms including deregulation and liberalization of financial markets. The program eliminated quantitative and price controls and put emphasis on a free market approach, relying on price mechanism.

Negative real interest rates, barriers to business entry, high intermediation costs, absence of modern financial instruments coupled with quantitative controls on bank balance sheet characterized the financial system prior to the reforms. The financial sector reforms had objectives of increasing savings and of improving the allocational and operational efficiency of the financial system, which was mainly denominated, by banks. As capital market instruments were barely existent, the promotion of capital markets emerged as major objectives. The Capital Market Board was established and Istanbul Stock Exchange was reopened. 

In order to strengthen the banking system, substantial changes were made in the Banking Law in 1985. It introduced new requirements regarding capital and problem loans, improved accounting and reporting standards and deposit insurance. Meanwhile, external auditing became mandatory for banks. Finally, there has been an important move towards the lifting of the regulatory barriers restricting the entry into the banking system which increased the number of banks operating in the market, partly through the establishment of new banks, and partly through the arrival of foreign banks into the market. 

Meanwhile, new institutions and reforms were introduced into the system such as the establishment of the TL interbank market and sale of government bonds on tender. In addition, Turkish residents were allowed to hold foreign exchange deposit accounts, thus attracting the unrecorded foreign currency denominated assets to the financial markets. A short time after reopening of Istanbul Stock Exchange, a secondary market for fixed income securities was set up. The Central Bank started open market operations in 1987. In the following year, the foreign exchange market was established and controls on interest rates were abolished. The year 1989 was milestone for the economy when foreign exchange trading and capital movements were fully freed. Turkish residents were allowed to invest in foreign securities and to hold foreign currency accounts abroad while non-residents were permitted to invest freely in Turkish financial markets. Turkish Lira became convertible with no restrictions on international capital flow. In 1992, an electronic fund transfer system and Turkish Interbank Clearing system became operational. Economic performance obtained during the stabilization program enabled to the Central Bank to introduce a monetary program in 1990 in order to ensure price stability further and provide long term predictability. 

Selected Macro Economic Indicators

	
	
	1980
	1990
	1999*

	GNP
	USD billion
	63
	150
	200

	Income per capita
	USD
	1,570
	2,715
	3,106

	GNP deflator
	Percent
	90
	58
	60

	Savings ratio
	As percentage of GNP
	16
	22
	21

	PSBR
	As percentage of GNP
	9
	7
	12

	Domestic debt
	As percentage of GNP
	14
	14
	27

	External debt
	As percentage of GNP
	26
	33
	50

	Current account balance
	As percentage of GNP
	5
	-2
	-1



* Estimation

The economy registered high growth rates during 1981 to 1990 when GNP reached USD 150 billion from USD 63 billion. Income per capita, in the meantime, increased to 2,715 from 1,570. The share of industry in GNP increased by 7 percentage points while services remained fairly stable. Foreign trade volume and other external economic relations expanded dramatically. Exports followed a consistently ascending path with the promotion through direct tax rebates and other incentives while the abolition of quotas and cuts in tariffs coupled with high real growth caused a rapid increase in imports. Trade deficit widened substantially. However, net invisible revenues and tourism revenues increased dramatically and prevented current account from widened further. Turkey easily financed its growing current account deficit and built up its foreign currency reserves. Liberalization of capital movements and growing financial markets had positive impact on capital inflow. Capital flows, albeit mainly in short term, amounted to USD 10 billion from USD 0.7 billion in the early the 1980s.

Domestic savings to GNP ratio was up to 6 percentage points up from 1980’s. Public sector savings improved until 1990 when public sector deficit to GNP ratio was down to 6 percent form 9 percent. All these changes made positive contribution to the reorganization and development of the financial sector. Institutional developments and changes in the legislation enabled financial institutions to offer new products. Non bank financial institutions also grew. The ratio of M2R (M1+TL time deposits+repos) to GNP increased to 31 percent from 15 percent and of M2YR (M2+fx deposits) to 52 percent from 15 percent.

Selected Indicators of Financial Sector

	
	
	1980
	1990
	1999*

	M2R
	As per. of GNP
	15
	17
	31

	M2YR
	As per. of GNP
	15
	22
	52

	PSBR/Chg in M2R
	Percent
	149
	131
	96

	PSBR/Chg in M2YR
	Percent
	149
	131
	56

	G.securities/M2R
	Percent
	23
	41
	85


* Estimated

However, chronic inflation remained as the major problem in the economy. After declining sharply in the early 1980’s, inflation followed an upward trend and threatened the sustained stability in the economy and had a negative impact on growth of financial markets.  Political instabilities and lack of political determination made financial reforms incomplete and caused public sector borrowing to widen. Rising inflation together with growing demand from the public sector brought a serious pressure to bear on the financial sector. Interest rates rose while maturity became shorter. In order to ease pressure on domestic resources, both private and public sectors preferred external borrowing which enabled governments to sustain domestic demand-led growth at the expense of rising inflation, widening deficit in the balance of payments and aggravating further macroeconomic imbalances. Meanwhile, governments also borrowed from the Central Bank to finance public sector deficit.

Macroeconomic instabilities accelerated currency substitution which led to shrink the financial sector in TL terms, lifted interest rates up and shortened the maturity structure. Government’s intention of lowering interest rates despite worsened inflationary expectations and accelerating foreign currency demand compounded with widened current account deficit led to a severe crisis in the financial sector in the first quarter of 1994. TL depreciated rapidly, wholesale average inflation jumped, interest rates soared and domestic demand contracted. By the end of 1994, wholesale inflation reached 121 percent on average, TL depreciated by 170 percent on average against USD, interest rates of government securities rose to 190 percent, GNP declined by 26 in USD terms. Current account gave surplus while capital outflow amounted to USD 4 billion.

The crisis severely hit the banking system due to short of foreign currency position and heavy investment in government securities. Total assets fell by 28 percent and shareholders’ equity declined by 35 percent. During the crisis, there was a substantial withdrawal of deposits from banks due to panic created by a sharp depreciation of TL and a spike in interest rates. The Government stopped three small sized banks from banking activities and introduced full guaranty to all savings deposit holders. 

Turkish economy recovered quickly from the crisis occurred 1994. In the following years, GNP grew over the long term growth rate of 5 percent while the annual average inflation came down to 86 percent, albeit higher than the level before the crisis.  Public sector deficit however continued to remain high putting pressures on interest rates. One of the main policy changes was the money creation of the Central Bank because the Parliament brought a limit on the Bank’s direct lending to the government. This had a positive impact on inflationary expectations and encouraged demand for TL. Currency substitution did almost stop but not yet reversed. 

Capital inflow eased the pressure on domestic interest rates and helped the Central Bank increased liquidity. Foreign currency reserves of the Bank grew rapidly up. In the meantime, TL depreciation was kept in line with the inflation rate, which led to imports, grew faster than imports. It is important to note that, Turkey signed customs agreement with the EU starting from 1996. Rapid and steady growth since 1994 had a positive impact on financial system, which was also positively affected. However, because there was not any dramatic changes in economic environment, banks widened their currency position while maturity mismatches further distorted. Turkish banks continued to operate in a very risky environment and take high risks to make profits. In other words, banks can only make profits taking risks otherwise would not be able to exist in more stable situation. Banks face substantial risks in their interest rate exposures due to maturity mismatches, in foreign exchange position, in liquidity and potential loan losses. 

Main Features of the Turkish Banking System
The Turkish banking system has traditionally occupied an important position in the financial sector. Therefore reforms during the 1980’s led to substantial changes in both financial sector and banking system. The Turkish banking system grew very sharply after return of the 1980’s. Total assets of all banks rose USD 132.6 billion in September 1999 from USD18.6 billion in 1980. In 1970, total assets had amounted to USD 6 billion. At the same time, total assets to GNP ratio rose to 80 percent from 31 percent in 1980 and 43 percent in 1970. 

Total Assets of Banking System (USD billion) 

	
	1970
	1980
	1990
	Sept. 1999

	Commercial banks
	5.2
	18.5
	52
	127

	   State-owned banks
	3
	8
	26
	46

	   Privately banks
	2
	8
	25
	72

	  Banks under the Fund
	
	
	
	3

	   Foreign banks
	0.2
	0.5
	1
	6

	Inv. and dev. banks
	1
	2
	5
	6

	Total
	6.2
	18.5
	57
	133

	Total (as per. of GNP)
	44
	31
	43
	80


What accounts for such dramatic growth? The major reason behind this restructuring of the economy and liberal policies supported by legislative changes together with deregulation of financial system which all led to stable and rapid growth in the economy, to rise in demand for financial services and in foreign trade relation. Reforms also increased competition in the financial system. 

Banks gradually adapted themselves to new conditions and have responded to increased competition and deregulation by offering new services and products. Faced with intense competition from foreign banks coming to Turkey in the early 1980s domestic banks accelerated the modernization of their activities switching from manual methods to fully computerized systems, while highly qualified personnel were employed in order to extend the scope of professional services beyond traditional markets which also enabled them to increase efficiency and diversify products and services. Credit cards and consumer credits were introduced and expanded quickly while banks actively engaged in capital market transactions thus reducing dependence on interest earning assets. Many branches are automated and links each other’s allow for easy transfer, bill payments and capital markets activities.

Balance sheets were reshaped. More selective lending and realistic provision policies together with economic expansion helped most banks to reduce assets risks arising from loans portfolio. Meanwhile, profitability ratios improved as a result of investment in substantially high yielding government securities. They also increased their interest on leasing, factoring, and trading of gold and other financial activities. Financing of foreign trade activities rose in line with increase in foreign trading volume while the amount of sources obtained from abroad grew substantially following the liberalization of capital movements. The latter helped banks to grow rapidly and enhanced them to reduce cost of financing due to real high interest rates on domestic sources. However, together with increasing currency substitution this increased the share of foreign currency liabilities and widened foreign currency open position further. 

Turkish banks can be classified into two major groups: commercial banks and investment and development banks. Meanwhile by owners, each group can be put into three subcategories: private-owned, state-owned and foreign banks. Commercial banks operate as universal banks providing traditional depository and lending services, financing foreign trade activities and sustaining capital market services as well as investment banking activities.

Privately owned commercial banks included large commercial banks having nation-wide branches and providing all kinds of services and small sized banks of which activities concentrated on main business cities. Recently small sized banks have tried to increase their deposit market share through expanding number of branches. These banks are usually located in major business cities. Much of the private banks are owned by wealthy families and /or industrial groups.

There are four state-owned commercial banks, all are large and given a special duty by the state for subsidizing some sectors such as agriculture and construction and small-medium size enterprises. Although smaller in number, the state-owned commercial banks occupy a substantial share in the banking system with 45 percent of total assets. The state-owned banks heavily involve in quasi-fiscal activities and are reimbursed insufficiently by governments with duty losses. However, lack of sufficient reimbursement of government resulting from duty losses, they have inadequate capital and tight in liquidity. Foreign banks operate either with a branch or founding in Turkey. They are large in number but small in size in the market with an assets share of 5 percent. They face same regulation with domestic banks. Investment and development banks can serve all kinds of banking services but not take deposits. There were 13 banks listed stock exchange.  

Economic and financial reforms providing positive atmosphere for growth encouraged many foreign banks enter to the sector with full banking activities while forced existing banks to reshape and restructure their activities. There have also been new entries into the market as investment banks. As a result, the number of banks increased rapidly from 43 in 1980 to 66 in 1990. One of the new entries was privately owned commercial bank, 19 foreign commercial banks and 7 investment and development banks while 4 of state-owned banks were merged with other state owned commercial banks. Number of privately owned commercial banks jumped during the 1990s reaching 36 in 1997 while numbers of foreign commercial banks and state-owned commercial banks fell by 5 and 3 respectively. In the meantime 3 new licenses were given for investment and development banking. As of December 1999, there are 81 banks operating in the system.
Number of Banks Operating In Turkey

	
	1970
	1980
	1990
	Dec.1999

	Commercial banks
	44
	40
	46
	62

	   State-owned banks
	12
	12
	8
	4

	   Privately banks
	27
	24
	25
	38

	   Foreign banks
	5
	4
	23
	19

	Inv. and dev. banks
	2
	3
	10
	19

	Total
	46
	43
	66
	81


Total bank branches amounted to 7,476 in September 1999.  Almost 85 percent of total bank branches were opened before 1980. The number of increase continued until 1989 before it slowed down following five years. Since 1994, there has been a noticeable rise in bank branches because small sized banks began to widen their market share, which led to a decline in degree of concentration. Turkish banking sector employ more than 165 thousands people.

The degree of concentration in the banking system is considerably high but followed a downward trend recently. State-owned banks share high portion of the market. There are 2 state-owned banks among top five in terms of total assets and 5 among to ten. Ten largest banks represent 66 of total assets, 72 of total deposits and 66 of total loans. However, following the restructuring efforts in the sector reducing the size of the state in the economy, the share of state-owned banks in total assets declined but increased in terms of total deposits.

Total deposits have been the main source of total assets. 67 percent of the liabilities of commercial banks are composed of deposits. A 75 percent of deposits has three-month maturity and half of that is in foreign currency denominated. Since April 1994, savings deposits have been fully under deposit guarantee. Not risk sensitive premium which is 0.25 percent of insured deposits is paid on quarterly basis. All banks collecting deposits are obliged to have their savings deposits insured. 

The high domestic interest rates and tax distortions have also induced banks to borrow from abroad to finance both loans and government securities. Repos reported in off balance sheet have also been an important source of liquidity for banks during last years. Much of repos concentrate on less than one-week maturity.  The increase in repos concentrating mainly on less than one week and offering a high return is mainly due to quasi fiscal burden on liabilities and investors’ preferences for short term.  Shareholders  equity included revaluation funds and net current year income stabilize at an average of 10 percent of total assets. Regulation, largely based on BIS requirements obliged banks to attain a minimum ratio of 8 percent in terms of equity to weighted assets. In the case of mainly state-owned, nevertheless free working capital remained fairly low due to heavy investment in fixed assets as means to hedge against inflation or because of industrial participation resulting from pre-1980 economic policies. 

Selected Balance Sheet Items of Banking System (As of Sept. 1999 USD billion)

	
	TL
	Fx
	Total

	Assets
	
	
	

	Liquid assets
	21.8
	24.6
	46.4

	   Marketable sec.
	14.3
	8.0
	22.3

	Loans
	20.6
	20.8
	41.3

	Permanent ass.
	9.1
	1.8
	10.9

	Others
	32.1
	2.0
	34.1

	Total
	83.6
	49.1
	132.6

	Liabilities
	
	
	

	Deposits
	45.1 
	42.7
	87.8

	Non- deposit funds
	4.6
	16.0
	20.6

	Others
	10.8
	2.5
	13.3

	Shareholders’ equity
	7.4
	0.1
	7.5

	Current year profits
	3.4
	
	3.4

	Total
	71.3
	61.3
	132.6


Half of the liabilities are in foreign currency denominated due mainly to currency substitution and foreign borrowing.  Similar to liabilities, half of total assets are foreign currency denominated either in cash with foreign banks, securities exported by foreign countries of fx lending or foreign currency loans. Banks also hold large amounts of government securities which can provide liquidity via repos or when pledged against interbank borrowing’s. Loans half of which is foreign denominated have had the majority share in total assets, but their share fell down 38 percent in 1998 from 54 percent in 1980. Non-performing loans to loans ratio is about 7 percent. 

Banks have rather valuable fixed assets and equity participations on their balance sheet. Both items are recorded at their book value. In 1987, banks were allowed to revolute participations and fixed assets, benefiting from tax exemption, should revaluation funds be added to the capita. Notwithstanding the revaluation, there has always been discrepancy between the actual market value and book value of equity participation’s and fixed assets, resulting hidden assets with high value. The ratio of total fixed assets and equity participation’s to total assets remained stable over the last decade at 10 percent. The maturity mismatch between bank assets and liabilities is significant. Assets have about 6 to 9 months maturities while liabilities have an average of 3 months. The main reason behind the mismatch is attributable to government securities investment. 

As the foreign currency short position is the most profitable way in last years, banks take excess of currency risks and invest in TL. According to legislation, the foreign exchange positions of banks to their capital base are 50 percent. The ratio was later to be lowered to 20 percent. As of September 1999, foreign currency position amounted to USD 12 billion, 9 percent of total assets.

Profitability performance continued to improve following the financial reforms, however, is very much dependent to fluctuations in the economy and insufficient when the risks taken and inflation are considered. Profitability levels deteriorated due to rising real interest rates, high quasi-fiscal taxes together with a relatively poorer performance in the state-owned banks. State-owned banks tend to be less profitable than their commercial competitors because of their additional social missions. Indeed, the average return on average assets during the period of 1990-98 was 3 percent in the sector, 4.3 percent in privately owned banks and 1.2 percent in state-owned banks. 

There have been two important developments recently: i) The move to expand operations abroad by opening branch offices or establishment banks or joint ventures, ii) Rapid growth in off-balance sheet relative to balance sheet due to repos and, interest and foreign currency transactions.

Disinflation Target of the New Government: 

Back to the future for the Economy and Banking Sector

The recent disinflation attempts of the Turkish government have started in early 1998. The publication of the authorities' Memorandum of Economic Policies under the Staff Monitored Program in July 1998 provided a positive boost to the disinflation efforts of the government. Recently, new government has embarked on a strong program designed to free Turkey from the high inflation phenomenon and to restore macroeconomic balances in a period of three years. This program aiming at reducing the inflation to a single digit rests on three pillars; fiscal adjustment, structural reforms, and a firm exchange rate policy supported by income policies. Within the context of the structural reform agenda, important initial steps were taken in order to strengthen the financial structure of the banking sector and banking regulation. The most important of them were changes in the Banking Law.

Changes in the Banking Law

The Undersecretariat of Treasury, the Central Bank and the Capital Market Board have been three main regulatory bodies in the financial sector. Treasury is responsible for regulation and on site supervision while the banks are responsible for off-site supervision. However, the new Banking Law authorizes the Banking Regulation and Auditing Institution as regulatory body of the Turkish banking sector.

The rehabilitation of the banking sector was on the top of the agenda of the coalition government that took office in June 1999. A long-awaited new Banking Law was approved by the Parliament in June 1999. This new Law aiming to strengthen the banking sector and to improve the supervision standards in line with international norms, established the Banking Regulation and Auditing Institution, which has administrative and financial autonomy. The Board, the decision body of the Institution consists of seven members, has been recognized as the sole authority to license as well as withdraw the license of banks, and to decide on the takeover of failing banks by the Savings Deposits Insurance Fund (SDIF). The Board shall issue regulations and communiques as a regulatory procedure, with the resolution of the Board, shall have the same promulgated in the Official Gazette and put into force, and direct their implementation. Members of the Board are nominated by the State Minister in charge of economy and elected by the Council of Ministers. The Council of Ministers designates one of the appointed candidates as the Chairman and another as the vise-chairman. The Chairman and members of the Board shall be appointed until March 2000. The Authority shall start operating until August 2000.

The new Law is rather parallel to the framework of the principles for supervision of banks’ activities as designed by the Basle Committee. In addition to the minimum amount of capital defined, in absolute terms, required for new banks, all banks have to comply with a risk-weighted capital adequacy ratio derived from the Bank of International Settlements (BIS) model. Minimum capital requirement for new banks is TL 20,000 billion (currently around USD 40 million).

The regulation pertaining to credit classification and provisioning is fully satisfactory with the international standards. A detailed set of large exposures are included in the new Law. The general approach is in line with the regulations issued on this subject in most countries. The meaning of large exposures is now defined, a limit on the aggregate amount of all individual large exposures is introduced. 

In fact, definition of credit has dramatically changed in line with the European Union directive.  In the context of the implementation of the Law, cash credits and non-cash credits, such as guarantee letters, suretyships, avals, endorsements and acceptances, extended by a bank, bonds and similar capital market instruments purchased by it, credits provided by it through deposits or in any form or manner, claims arising from instalment sales of assets, overdue cash credits, non-cash credits converted to cash and participation shares shall be considered as a credit irrespective of the account wherein they have been recorded.


A bank, cannot extend credits, to any natural or legal person or accept their avals and suretyships, in excess of twenty-five percent of its own funds directly or indirectly. Credits extended for use by an ordinary partnership shall be considered as credits extended to the partners in proportion to their liabilities. New requirements will be met in five years period. For the first time the large credit concept was introduced. According to the Law, credits directly or indirectly extended to, and avals and suretyships accepted from, a natural or legal person in excess of ten percent of the bank's own funds shall be considered large credits, and their total, excluding avals and suretyships accepted, can not exceed eight fold of its own funds. 

The financial position of banks will be evaluated by consolidating 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. Banks are obliged to establish a risk control and management system in order to ensure monitoring and control of their risks.

With regard to foreign exchange exposure there is a quantitative measure for currency risk supervision. The Central Bank regulation requires banks to keep their open position at 20 percent. 

Considering problem bank resolution, the new Law introduced remedial measures by the authorities to take action enabling them to give a problem bank an opportunity to rectify the situation, handing over the control of the bank to the Saving Deposit Insurance Fund. More restricted measures for a problem bank are as follows: 

Without prejudice to the Institution's right to institute legal proceedings against persons liable if inspections carried out reveal any transactions that are contrary to the Law or to decisions taken and legislation introduced under the Law or to the principles and customary practices of banking and that could jeopardize the secure operation of the bank in question, the Institution shall warn the bank to correct the transactions in question within a period of time specified by it and to take such measures as are necessary not to allow similar transactions in the future. The bank must, within the periods specified, take the measures required by the Institution and notify the consequences of actions it has taken. In the event that the required measures are not taken or that transactions jeopardizing the secure operation of the bank are repeated, the Board shall be authorized, depending on the nature and significance of the transactions in question, to take and implement all such measures as are necessary for the secure operation of the bank and for the protection of depositors, including but not limited to the following:

· to appoint new members to the Board by dismissing or replacing all or some of the members of the board of directors or by increasing the number of seats therein;

· to restrict the operations of the bank in such manner as to cover its whole organization or only those of its branches which will be considered necessary or its relations with correspondent banks, 

· to increase the deposits insurance premium payable by the bank or to require provisions at the rate of up to one hundred percent for deposits it accepts.

If the Institution, in its sole discretion determines that the assets of a bank are insufficient, or are about to become insufficient, to cover its obligations in terms of maturity or the bank does not oblige to regulations related to liquidity,  the Institution may ask the bank to remedy this failure in accordance with a plan of action approved by itself and may also for the purpose of strengthening the liquidity, grant an appropriate period of time to the bank and require it:

· not to invest in long-term or fixed assets;

· to dispose of fixed assets such as real estate and equity holdings;

· and to take such other measures as it may be deemed to be appropriate.

If the Institution, in its sole discretion determines that a bank is about to fail or fails to meet any minimum level of capital required to be maintained by the bank pursuant to applicable regulations, the Institution might ask the bank to remedy this situation in accordance with a capital restoration plan approved by itself requiring the bank to increase its capital or to obtain funds that are qualified as capital. The Institution may also, for the purpose of strengthening the capital require it;

· not to pay dividends, to cease additional payments such as honorary payments, bonus, premiums, in kind or in cash social aids to the members of the Board of Directors, general manager and assistant general managers,

· to limit or end the operations which cause losses,

· to liquidate the assets which have low efficiency or are inefficient,

· and to take such other measures as it may be deemed to be appropriate.

If the Institution in its sole discretion determines that,

· a bank does not take the measures in part or in whole stated in the Law (Article 2), the financial structure of the bank cannot be strengthened although the measures have been taken in part or in whole, or the financial structure has become so weak that it could not be strengthened even if those measures were taken, or, 



- a bank can not fulfil its obligations as they fall due or,

· the value of the liabilities of the bank exceeds the value of the assets, in accordance with the valuation standards determined by the Board for the implementation of the Article or,

· the continuation of its activities would threaten the rights of depositors and the security and the stability of the financial system,

the Board may transfer the management and control and privileges of shareholders except dividends, of a bank to the Deposit Guaranty Fund or revoke the license of the bank to perform banking operations and/or to accept deposits, with an affirmative vote of at least five members of it. 

The new Law increases responsibilities of ownership and personnel of a banks and brought in new liabilities to them. The new Law also increases both amount and number of fines adjudged by courts and empowers the Authority to impose administrative fine.

A short time after the amendments in the Banking Law, the government announced the taking control of five commercial banks (Egebank, Esbank, Sumerbank, Yasarbank, and Yurtbank) to the Fund. Together with the three banks (Turkbank, Interbank, Bank Ekspres) that were taken over previously, the number of banks controlled by the Savings Deposits Insurance Fund increased to eight with total asset share of 8 percent. At the same time, the government decided to close Birleşik Yatırım Bank, a development and investment bank.
Conclusion

High and chronic inflation has been the foremost problem of the Turkish economy over the last few decades. With the disinflation program, an ambitious decline in inflation level is put forward. A tight fiscal discipline is needed in order to shrink public sector deficit and to lower the burden of interest payments on public sector debt. In this way, it will be possible to realize a significant decline in inflation and the expected fall in real interest rates. The demand for TL financial instruments will increase, and the maturity of financial instruments will be lengthened with the improvement of expectations. Moreover, a high growth rate will be achieved in a stable environment. Under these circumstances risks in the banking sector will decline and financial structure of the banking sector will be strengthen together with the improvement of profitability performance of banks. The changes in the Banking Law designate supervision and operation of the banking sector in line with international standards. The enlargement of the financial system will facilitate increase in funds and loans of the banking sector. The Turkish banking sector that has almost reached the European Union standards with recent changes in the area of prudential regulation is likely to catch up with EU in terms of size and competition as well. 

The Context of the Letter of Intent related to the Strengthening the Banking Sector

As an integral part of the disinflation program of the Turkish government, certain measures to be taken in order to enhance the economic stability and strengthen the banking sector are stated in the letter of intent approved by the IMF on December 22, 1999. Most of these measures have been already taken through amendments in the Banking Law.  However, future steps in the government’s agenda related to the banking sector are determined as below. 

· The Banking Regulation and Auditing Institution    

The Banking Regulation and Auditing Board will be assigned by end of March 2000 and the Board will start its operations by the end of August 2000. 

· Lending limits

According to the prudential standards for bank lending that have been hardened for lending to owners and to single or connected parties, the ratio of loans to large owners (defined as those with more than 10 percent of equity) shall decline from the current 75 percent of capital to 25 percent until 2007.

· Additional steps in the area of prudential regulation and supervision

Appropriate prudential requirements in line with international standards and best practices will be taken in the areas of: (i) accounting standards applicable to banks for prudential reporting and financial disclosure purposes, (ii) capital adequacy, including market risk, and (iii) improved internal risk management procedures.

· Rules for consolidated accounting and risk management systems

By the end of April 2000 the government intents to amend accounting rules to require consolidated accounting and proper valuation of securities (a structural benchmark for the completion of the second review) and also to implement fully rules for capital adequacy and foreign exposure limits by the end of June 2000 (a structural performance criterion). In addition, in order to assure the strictest compliance with these regulations by the end of June 2000, penalties will be introduced (a performance criterion) for foreign exchange positions in excess of prudential limits (100 percent reserve requirement). Finally, regulations will be issued on internal risk management systems and amend capital adequacy rules to take into account market risks by the end of June 2000 (structural benchmark for the completion of the third review).

· State-owned banks

The long standing problems of the state-owned banks will be addressed by strengthening their oversight and developing strategic corporate plans, operational restructuring, and financial and capital restructuring plans with phased-in timetables, which will be initiated in year 2000. Pursuing actions will be taken to begin the commercialization of Ziraat Bank and Halk Bank with an eventual privatization goal. In the interim, in order to impose financial discipline on the operations of these banks, while improving their cash management, cash transfers to cover losses on subsidized lending have been specified in the 2000 budget. Moreover, as in 1999, 15 percent of the unpaid duty losses at the end of 1999 will be converted into securities earning an interest linked to CPI inflation, to be serviced in cash. The yield on the stock of unpaid duty losses at the end of 1999, excluding the part converted in securities, will be computed quarterly based on the average of monthly treasury bill rates plus a spread of 35 percent for Ziraat Bank and 21 percent for Halk Bank. This spread will also remunerate the state-owned banks for nonremunerated services provided to the government; these services will be more properly priced in the future. Management of the state-owned banks is expected to maintain the profitability of the state-owned banks under this tighter budget constraint. 
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