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OZET

Bu tez Basel Komitesinin Basel | ve Basel Il ydiinda gorilen
eksiklikleri gidermek icin Basel Ill Uzkasi adi altinda getirdi yeni
duzenlemelere, uygulangniolan uzlaillarin Turkiye ve bitin dinyada
yarattgl pozitif ve negatif etkilere ve hentiz uygulanmgrmlan Basel Il
Uzlasisinin olasi etkilerine ggnmek amaciyla hazirlangtir. Bu amacla
akademik arglirma yapilarak Basel |, Basel Il, Basel 2.5 ve dall
uzlastlarinin temel kurallari ve hedefleri ayrintili Bargcimde incelennstir.
Daha sonra Basel uzl&arinin Turkiye'deki etkilerine yer verilngiir. Buna
ek olarak dger ulke bankalariyla yapilan kalastirmalarla Tirk bankacilik
sisteminin genel goérinimine gi@lmistir. Tartsma metodu kullanilarak
2008 finansal krizi ve Basel Il Uzl arasindaki kgantiya, kredi
derecelendirme kuruglarina dair elgirilere, kredi temerrtt swaplarinin
Onemine ve Basel Il Uzizsina dair ¢gtli ongorilere yer verilerek ¢gima
sonlandinimgtir.  Sonuc¢ olarak Basel Komitesi tarafindan yapilan
dizenlemelerin, yiksek sermaye vyetdiiile sahip Tark bankacilik
sektdrinde herhangi bir soruna yol agmagacaksine Basel uzdarinin
Turkiye’'deki finansal istikrara ve risk yonetimirimemli katkilari olaca

kanisina varilngtir.



ABSTRACT

The purpose of the study is to address Basel litofd which
contains new regulations done by the Basel Comenititeovercome the
shortcomings of Basel | and Basel Il, the posianel negative effects of the
regulations applied in Turkey and all over the wWahd the possible effects
of Basel Ill Accord which has not been applied Wfith this aim, while
doing an academic research fundamentals and gbdasel I, Basel Il,
Basel 2.5 and Basel lll accords are analyzed imildeAfter that, it is
mentioned the effects of Basel accords in Turkeyrédver, Turkish
banking system’s general overview is placed whibenparing with the
other countries’ banks. By using discussion metawod giving place to the
relation between the 2008 financial crisis and BHs&ccord, the criticisms
about the credit rating agencies, the importanceredit default swaps and
various predictions about Basel Il Accord, thedstus finalized. As a
conclusion, regulations which are made by the B&mwhmittee will not
cause any problems thanks to the Turkish bankirgoss high capital
adequacy structure and Basel accords will havefgignt contributions to
the financial stability and risk management.
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1. INTRODUCTION

Financial system of a country consists of insurpexsion funds,
securities markets, central banks and supervisotiyoaties. The duty of
these markets and corporations is to realize ec@naransactions and
provide monetary policies to ensure economic growih problematic
financial system may cause big financial criseslevida well-regulated

financial system provides financial and economabity.

Banks are the most important tools of the finaree® because of
their financing power of the reel sector in necgssanditions. Since banks
are the most important players in the financialt@geaesource allocation
becomes more crucial. Gathering all kind of capiglch as houshold
savings, corporate investments and channelizingnthe the correct
directions is a big challenge. Banks draw a roadttie capital formation
with its financial instruments. People or companieside to invest their
money according to the information they have begerg Also achieving
that in different and various financial systems uiegg being more
responsive and up-to-date. Right after technolofgass development and
international economic structure has become monenexied, modern
banking system became widespread, and the globahza banking sector
has begun. With these developments, Bank for natemal Settlements
was founded in 1930 in Switzerland with the aimcobrdinating banks
which operate in the international market and toilifate the money
transfers between central banks. The central baik$5 countries,

including Turkey, are the members of BIS.

Due to the abandonment of the fixed exchange egeme in the
70’'s and the oil crisis in 1974, “The Basel Comeetton Banking

Supervision” was founded by BIS in 1974 to findaanenon solution to the



international foreign exchange and banking problefitas committee is
created by the chiefs of G-10 countries’ (Belgiugweden, Switzerland,
England, Canada, France, Germany, lItaly, Japanerhbourg, Holland,
Spain, USA) central banks or supervisory authaitidhe principal duties
of the committee are the development of the teclesgwhich are used
under the supervision of banks, the provision @& $imaring information
about subjects such as the control or regulatiohsbanks and the

determination of the capital adequacy standards.

The bankruptcy of major banks beginning from thés8@as an
evidence of the inadequacy of traditional risk nbeasxent methods and
therefore banks began to search new ways for skecontrol. As a result,
international regulators developed several priesplabout effective
supervision of banks to reduce and control riskhm financial market. In
1988, the Basel Committee on Banking Supervisionoanced the first
advisory Basel Accord which was not enforcement duecommendation
for the countries. Subsequently, in 2004, becafsthe inadequacy of
Basel | in the operational banking crisis BIS psibdid Basel 1l Accord.
Basel Committee has continued to develop Basel rictm strengthen the
financial structure of banks and to prevent finahairisis. In July 2009,
some changes were made to improve Basel Il Acaoddlzese changes are
called as Basel 2.5 Accord. Moreover, in Septen2i0di0, Basel Il Accord
was improved in detail after the global financiasis and Basel Committee
began referring to this new regulatory frameworiBasel Il Accord.

The increase in foreign capital inflows in Turkeyan indicator for
the fast development of the Turkish banking sectbue to the
developments in international financial marketfatomes an obligation to
make some arrangements in various fields in Turkeych as the

supervision and control of banks as in other dgyetpcountries.



The aim of this study is to point out the regulai@f Basel Accords
and its effects on the Turkish banking sector atiterocountries and
examine the predictions about Basel Il Accord whis not implemented

yet. This study consists of five main sections.

Firstly, Basel I, Basel Il, Basel 2.5 and Basel dticords and the
differences between them are analyzed in detailrel\eer, positive and

negative views about these accords are taken place.

Secondly, the implementation process of Basel loftdy Turkey
and the possible effects of Basel Il, Basel 2.5 Badel Ill accords on the
Turkish banking sector are explained. Also, thebfmms encountered by

Turkey in the preparation process of Basel |l ai@ngned.

Subsequently, general view of the Turkish bankiecta before the
global financial crisis and after that is investeghwhile comparing Turkey

with other countries.

Finally, the last part of the study includes thasans of the revisions
made by the Basel Committee, the deficiencies adeB& and Basel Il
accords, the relation between the global financisis and Basel accords,
the post financial crisis situation in the worlddathe predictions related to
the implementation of Basel 11l Accord.



2. BASEL ACCORDS

2.1 Basel | Accord and its Basic Principles

Basel Committee on Banking Supervision establishsd the
attendance of Central Banks of developed coundiels authorized persons
from the auditing corporations, published the Gdphdequacy Framework
in 1988, known as Basel I, in order to create atosestandard and
harmonize capital adequacy calculation methods iegpin different
countries. This framework was accepted by the sigmy authorities of

many countries, including G-10 countries.

Basel | Accord includes four pillars that are cdngnts of capital,
risk weighting, a target standard ratio and, tit@msal and implementing

agreements.

The first pillar, known as the Constituents of Gapidivides the
capital reserves which are used for the calculadiocapital adequacy ratio
into two tiers. The Tier 1 Capital which is the imaneasure of a bank’s
financial strength consists of core capital bualgo consists of retained
earnings and non-redeemable preferred stock. Bawiss hold %4 of Tier
1 capital of which a minimum core capital ratic42. On the other hand,
the Tier 2 Capital also called supplementary captaich is %4 includes
undisclosed reserves, revaluation reserves, gepesgisions, hybrid debt
capital instruments and subordinated term debt. Tibe 1 capital is %4 of
risk weighted assets. The Tier 2 Capital shouldemoeed %100 of the Tier
1 Capital which means that effectively at least 58%& bank’s capital base

should consist of Tier 1 capital.



The definition of the capital adequacy, which isowm as Cook
Ratio, was first argued in Basel Capital Accord,blmihed in 1988.

According to this ratio;

Basel Caital Ad Ratio — Tier 1 Capital + Tier 2 Capital Yy
asel Capital Adequacy Ratio = Crodit Risk = 8%

The nature of the crisis that has occurred in Tyrked Mexico in
1994 showed the importance of adding some elemidaiis carries out
market risk like foreign exchange, interest rated aommodity prices to
capital adequacy calculation. In addition, witle thffects of the unstable
interest rates and exchange rates, many finanaapocations were
bankrupted in the USA. From 1996 onwards, the etarisk which
contains the risks based on interest rates andaegehrates was appended
to the denominator of the CAR in the USA. Becausthese reasons, Basel
| is regulated to include the market risk while etetining the capital
adequacy and by this way the developing proceBasél | accelerated.

Basel Capital Ad Ratio = Tier 1 Capital + Tier 2 Capital > 8Y
aselLaprialAdequacy Ratlo = = edit Risk + MarketRisk ~

The proposal also liberalized the definition of it@pby adding a
third tier. Tier 3 capital comprised short-term subnated debt, but it could
only be used for the market riskier 3 capital is used to support market

risks.

The second pillar of Basel | Accord, Risk Weightirdgetermines
different risk weights for the banks’ assets. gtance, a customer given
credit and his capital requirement, in terms of ¢thedit risk situation, is
determined whether the country is an OECD countrpai. It means that
the OECD countries are in an advantageous podiiothe credit facilities.

It is suggested in Basel | that in the processiahg credits, banks should



apply specific principles and the risk amount whtble banks undertake
should be at an acceptable level. There are ibkecategories in the Basel |
Accord. The first category weights assets sucltash held by a bank,
central banks’ and government’ debts in domestiteticy and all OECD

debts at 0% and these are seen as riskless. Ghedsesk category is 20%
which weights assets like development bank deb&C bank debts,

OECD public sector debts and non- OECD bank delbishware under 1
year maturity. The third risk category which is%0includes only

residential mortgages. The fourth risk categoryictwhis 100% weights

assets which have high risk such as private sefgbts, non-OECD bank
debts with a maturity over a year, equity asseks bg a bank and all other
assets. The fifth category weights the publicaedebts at 0%, 10%, 20%
or 50% and this is related to the central banksisien.

The third pillar, Target Standard Ratio, determineternational
capital adequacy standards. According to themedatrds, the minimum
capital adequacy ratio should be 8%. The minimajital adequacy ratio
which is 8% which cover risk-weighted assets shdnddhe sum of Tier 1
Capital (4%) and Tier 2 Capital (4%). By this wapank makes provisions
for the predictable loss and regulates the liguagital for unpredictable

loss.

The fourth pillar, Transitional and Implementing r&gments, aims
to spread the implementation of Basel | Accord. e Bupervision of the
domestic authorities is very important for the ierpkentation of the accord

and each central bank should create enforcemertianszns.

According to the Basel | Accord, banks should e dtandardized
method and also with the allowance of the formalesuisory, they may use
their own methods in order to measure the marlgit riThe purpose of
Basel Committee is to bring the same criteria te ithternational banks
which have different control structures and to t@e#he necessary

environment for easier alignment in globalized cetitn.



2.1.1 Positive and Negative Views about Basel |

Basel | is exposed to negative criticism by the anapternational
players and academic circles of developed coungilese it has a simple
content. However, as Yayla and Kaya (2005) sthigsthe simple structure
of Basel | and its feasibility facilitated its imtalization by the developing
countries. Moreover, Basel | increased the cortipatin financial industry
and modernized the regulations of the developinguees. It also created a
fair competition atmosphere for the players of tharket. On the other
hand, the capital adequacy ratio of 8% became digation in some

developing countries and by this way financial Bigthas gained strength.

Celik and Kizil (2008) present another point ofwim this matter.
They denote that Basel | is more favorable thaneB#sfor the OECD
countries like Turkey because by the implementatibBasel Il, the capital
necessities will increase in the banking sectoraseB Il developed the
internal ratings based approach to allow the baoksse their own risk
rating system while they calculate the capital adey ratio. When the
standardized approach is applied by the Turkishkdaadl companies would
be subjected to 100% risk weighting. However, tbeeifjn banks which
apply the internal ratings based approach to theouhy companies will
use lower risk weights and these banks will be im@e advantageous

position than the banks which use standardized adeth

Despite the positive views about Basel |, there als some
negative views. The credit risk which the bankxpased to in Basel | is
calculated by separating different risk classeshiduek’s off- balance sheet
items and by multiplying the risk weights of eaclasses with the
coefficients of 0%, 10%, 20% and 100%. AccordingYiayla and Kaya
(2005), Basel I in which there are only five diffat risk weight categories,
has low risk sensitivity because it is a capitglutation applied to all banks

in the same way. Risk classification is arrangea wide range so assets



which carry different risks are shown in the sans& group. This issue
caused investors to make their risk analysis wroflgo, risk sensitivity of

Basel | is low because it does not include openatioisks. In addition, in

Basel I, risk weight which is given to the OECD ntiies is 0% because of
the OECD club rule. In contrast, 100% risk weightapplied to the non-
OECD countries and it is considered as another me=sskof Basel I. The
weaknesses of this implementation is understoothbycrisis occurred in
OECD countries.

Moreover, Ayan (2007) claims that there is not arrdwer
differentiation in Basel |. This differentiatioa important while calculating
the capital requirement based to the credit rigls. an example, there are
two companies and one of the companies has strmagdial structure
whereas the other has not. In this case, whiletigig@ loan to them, the
bank has to keep the same capital without lookenghe morality of the
companies. Also, Basel | regulations could nodmtesecondary market
changes. For example, a lot of banks showed loislerthan they carry by
positioning in derivative markets or selling thdebts by securitization and
by this way they continued their activities withmacapital. The banks
which proceed to very risky investments in profortio their capital caused

to the rise of big crisis.

Finally, the methods, which are suggested by Bageicord and
which measure the credit and market risk of bardsiained inadequate to
calculate banking risks in a realistic way, to t#éfe financial market price
fluctuations into consideration and to overseeeddnt behaviors of banks
while they are creating a portfolio. Because @asthreasons, it became a
necessity to expand the coverage of the Basel brdicand to configure it
with more accurate risk measurement and managemetitods. Indeed,
the Basel | Accord adopted in 1988 gave place &éoBhsel 1l Accord in
2004.



2.2 Basel Il Accord

2.2.1 Transition to Basel Il and Differences between Basé¢ and
Basel Il

Basel Committee on Banking Supervision’s main psepis to give
more importance to the risk management and enceuthg banks to
continue risk measurement innovations by Baseldtgkd. In June 2004,
Basel Committepublished Basel 1l which means leaving the “one sits
all” method of Basel | used to calculate capitadé@ehcy. New convention
aims to empower risk management methods, createe meliable
infrastructure for the supervision of banks andptovide a sustainable

financial stability in the global world.

The club rule of Basel | which provides some adages to the
OECD countries is removed from Basel Il. In Badgthe credit risk is
determined according to the credit ratings of tleerdwer. While some
methods of Basel Il Accord use the credit gradeghviare given by the
independent auditing firms (Standard&Poors, Fitelgody’s, etc), other
advanced methods take into consideration the cmadibhgs which are

determined by the banks with the allowance of stipery authority.

In Basel I, there was an obligation of capital adexy for credit and
market risks. In addition to this obligation, theptal adequacy for
operational risk was added to Basel Il. AccordingBasel Il, banks are
responsible for the measurement and managemehe ohaterial risks as it
was the case in Basel I. However, the identiftcatand measurement of
these risks are not an evidence for the adequapakaright risk
management or financial stability. In additiontbhe risk measurement and
management methods, the investigation of the sigmegv authorities and
the components of the market discipline are theomamt elements of Basel
II. The main purpose of Basel Il is to suggestlihaks to make provision

for the expected risks and provide the minimum teqfor the unexpected



risks. In Basel I, banks are asked to evaluate ttapital adequacy and the
capital adequacy and evaluation process of the sankeded to be audited
by a supervisory banking authority. The detailefimation about capital
adequacies has to be disclosed by the banks. Wasr@ot a regulation like

this in Basel I.

To summarize, Basel Il aims to reach more stabéde, sand
competitive finance sector by measuring the riskeremsensitively,
determining the risk profile of the banks sepayatahcreasing the
responsibilities of the banks’ senior managementdl asclosing the
financial tables for reflecting the real situatiohthe banks and minimizing

the asymmetric information between the playerdeffinance sector.

2.2.2 Basel Il and its Basic Principles

In 1999, Basel Committee presented a formal dedppatmosphere
via internet with the aim of resolving the shortangs of Basel | and
creating new capital standards for banks. The cdtieenpublished the
Basel Il Accord in 26 June 2004 by using the sutigies offered in this

debating atmosphere.

Although Basel Committee has no legal authority, ist an
organization composed of the public institutionstioé related countries.
The principles which are developed by the committez2 not compulsory
but advisory and they are accepted all around tbddwThe advises of
Basel Committee were taken into account in theleg¢gry studies made by

European Parliament and Council.

Basel Il aims to reach more competitive, healthy stable financial
structure while minimizing the asymmetric infornwetiamong the players

in the financial system by;

10



* Measuring the risks more sensitive,

» Defining the risk profiles of the banks one by one,

* Increasing the responsibilities of the banks’ exiees,

* Explaining the banks’ financial situation with manlear financial
tables.

In the proposal published by the Basel Committ&®12, there are
two basic aims and expectations. One of them washreg more
agreements in terms of regulatory and economidalajgiconomic capital is
the capital which meets the economic cost of teksriOn the other hand,
regulatory capital is the capital advised by thed@ccord. The other aim
is the provision of capital equipment which is peged for the users of

standardized approaches and which is kept approsiyna the same level.

The most important phase for developing countriss the
implementation process of the accord. There aerraitive ways for the
operation of Basel Il. The first alternative wayrédated to the non-use of
the new accord and development of the risk orientadagement models.
The other alternative is the USA model. In the U$®#Aodel only
international banks apply the new accord. Thed#stnative way is the EU
model. EU banking system adopts the Basel Il ppiesi completely in all

member countries.

The Basel Committee predicts to apply the accordnternational
scaled banks in a consolidated basis. In Baséhélinvestments which are
described as affiliates are the investments madleetdanks, securities and
other financial institutions by the minority shaotders and which are not
used in the organizational management. By decrgdsigal investments
and paid capital of these affiliates, it becomesspiae to remove them from
the banks’ capital. As an accord requirement, bavikish are shareholders

on the capital of an insurance company should uakierthe whole risk of
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this insurance companylhe investments made by the insurance companies

were also removed from the related bank’s capital.

We can collect the basic premises of Basel Il Addorthree pillars.
These are; maintenance of regulatory capital feditrisk, operational risk
and market risk, reviewing of the banks’ risk magragnt strategies by the
supervisory authorities and disclosure requirementsch will give
information to the market participants about antitnSon’s capital

adequacy.

The first pillar is about the minimum capital regument that a bank
should keep against possible risks. There are tthifferent options which
were predicted for credit and operational risk gkttons by the approval of

the supervisory authorities.

In the credit risk calculations;
» Standardized Approach
* Foundation Internal Ratings Based Approach
» Advanced Internal Ratings Based Approach
In the operational risk calculations;
* Basic Indicator Approach
» Standardized Approach and
* Internal Measurement Approach can be used.
The most remarkable innovation of Basel Il is tloelion of the

operational risk next to the denominator of theitehpdequacy ratio.

Equities
Credit Risk + Market Risk + Operational Risk

Capital Adequacy Ratio =

Basel Committee (2004) states that the supervisarghorities
should notice that authorizing different approackhdsle calculating the
bank’s capital adequacy may cause to the differapital adequacies for the
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same type of operations. To prevahis conflict, each supervisory
authority should define a strategy which is su#galbbr their special
conditions and their visions. To summarize, thihawties should evaluate
the conditions written below while taking into aocob the potential
differentiations occurred from the use of multi@deproaches about the

capital requirements.

. While determining the structure of the banking sgstit is important
to take into account the diversity of the operatwagks. For example,
a country which has only domestic banking systemuige different

from a country which has only foreign bank brancéwed subsidiaries.

. The supervisory authorities should consider thesibbs effects of the
new capital adequacy plan on the new products agmdices

developed in their financial markets.

The second pillar is related to the examination bainks’ risk
management strategies by the supervisory autharitidhe supervisory
authorities should pay greater attention to thelityuaf risk management
system of the banks and their ability to evaluagposed risks. Moreover,
the auditing system should include meetings witl $kenior management
and board of directors of a bank about the importgsues such as on-site
survey, remote surveillance and periodic reportBigpervisory authorities
should use their sources to create prudential atdsdand rules for applying
Basel Il principles. For example, in the standadiapproach, supervisors
should evaluate that 35% risk weight is enoughttier real estate loans or
not by taking into account the historical lossesheir countries and if 35%
risk weight is not enough, they should determireeghudential criteria that
should be applied. Moreover, banks may need to gehaheir internal
systems in order to collect suitable data and riemtchanging reporting
requirements. Banks should have information teagies process and data
storages in order to collect and save the data @aldulate the loss
efficiently.
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Supervisors should discuss with the banks the psooé upgrading
to the next approach. The dialog among the sugmgvauthorities is very
important while sharing the practical resolving hwets about the internal
risk management processes and the difficultieseim$ of compliance of
Basel Il. This kind of information sharing leads ¢comparison between

Basel Il implementations of different countries.

After making some assessments, some supervisibyzenmit to the
use of Basel | or the basic principles of Basel On the other hand, the
others may want from their banks to change thestesy completely from
Basel | to Basel Il. Basel Committee (2004) indésathat the authorities
should consider the factors written below while @$iog the banks which

are suitable for Basel II.

» Banks’ growth (the share of their assets in thekimansystem)

* Quality and complexity degree of the banks’ opersi

* Important fields of activities and business lin€le@rance and
equalization operations, Have a large retail nekyvor

* International activities (cross border branch gtre)

* Relations with the international markets

* Risk profile of the bank and risk management skills

The main purpose of market discipline which is thied pillar of
Basel Il, is accomplishing the first and secondapsl In this context, Basel
Committee aims to promote market discipline by tngaseveral public
announcement obligations for the banks. These warosment obligations
contain capital adequacy, risk exposures and gskssment processes. By
this way, investors will have an opinion about themks’ risk level and

methods to manage these risks.
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With the provision of market discipline, it is aithéo reach correct
and significant information by the investors antlestrelated parties while
determining their financial decisions. The aim iecikasing the
uncertainties and risks in the market. On the ottaerd, the provision of

market discipline contributes to the provisioniofhcial stability.

Moreover, market discipline encourages banks topaatiently by
increasing the transparency level of informationilevhmaking public
announcements. In this context, Basel Committeieves that investors and
other related participants will be able to make endetailed information
about the banks’ capital level and they also wdldble to make risk and
quality assessments about the bank. In this ptler public announcements
which are made by the banks should be consistetht thwe banks’ senior
management and board of directors’ evaluation aadagement style of the
banks’ risks. For example in the first pillar, bankse specific methods to
measure the risks that they faced and determinentimmum capital
requirement due to these risks. These methods ealzed by using
complex approaches. According to Uggiin (2010),abse of the error
probability of these complex processes, the pukdichouncement
requirement fostered the banks to be more atterdivé prudent while

calculating the minimum capital requirement.

2.2.2.1 Pillar I: Minimum Capital Requirements

Pillar | is a part about the minimum capital reguoiient that a bank
should keep against possible risks. In Pillar I, 82tnimum capital
requirement ratio which is the sum of Tier 1 andrTd capital ratio remain
same as Basel I. At this stage, operational riskdded to the accord. The
most important innovation in the “Standardized Agguh” part of Basel |l
is using the credit notes of companies, banks anohtdes, given by the
independent rating agencies such as “Standart&Potkéoody’'s and

Fitch”, while determining the risk weights. On tl¢her hand, in the
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simplified standardized approach, defining the mskghts depends on the

ratings given by the export credit agencies.

The calculation methods in the different risk catégs can be seen
in Table 2.1.

Table 2.1 Calculation Methods for Different Risk Caegories

Development Leve
of Measurement
Method
Basic Medium Advanced
Risk Category
Simplified
Standardized Basic Internal | Advanced
Credit Risk Approach/ Ratings Basedlnternal Ratings
Standardized Approach Based Approach
Approach
. Standardized | Internal Approach
Market Risk Approach (RMD)
Operational Risk Basic Indicator Standardized 'l?\/l(l\;aszcr:%ent
P Approach Approach
Approach

Source: Arslanj. 2006,Basel Kriterleri ve Tiirk Bankacilik Sektoriine Ekilp.54

Credit risk can be calculated by the standardizegraach, basic
internal ratings based approach and advanced aitemtings based
approach. In order to calculate the risk weighteskts by the medium and
advanced methods, the banks’ rating and risk fetexystems should have a

rational and quantitative structure. In order taaetize this statement;

e A bank should use a rating system as defined irelBasninimum
three years before starting the calculation.
* A bank should use a 5 year data set in order wulze probability

of default.
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* A bank should use and calculate the parametdosefgiven default
and exposure at default according to the standafrtise accord for

minimum 3 years (for only advanced approach).

While calculating the market risk, there is no imtpat change in
Basel Il and the “value added risk” approach is shene as in Basel I.
Capital requirement for the market risk may be waked by the
standardized approach. On the other hand, the mezasnt of the market
risk can be done by the internal approach withetteeption of foreign bank

branches.

In the operational risk measurement methods, stegés Basel I,
the basic indicator approach, standardized approand advanced
measurement approach are used by the banks. Theoimtidof these

methods is that calculation is made via the le¥&lamks’ income.

As a new innovation of Basel Il, using the natiopadferred option
and different options in some subjects has been ttefthe countries’
authorities’ control. Moreover, in Basel Il, chawgg the ratings among the
rating companies is also related to the choiceonintries’ authorities. In
this context, national authorities may apply lesk weight to the domestic
currency risks. As Arslan (2006) states, becaus¢hefexistence of the
national preferred option, Basel Il has a moreifiexstructure than Basel I.

2.2.2.1.1 Credit Risk

2.2.2.1.1.1 Standardized Approach and Simplified
Standardized Approach

Credit risk is related to the loss occurred fréva tinpaid or late paid
short and medium term loans. Participation bankslisscaled banks and
medium-scaled banks use standardized approacimefifsed standardized
approach while calculating their capital adequaoy the credit risk.

17



Simplified Standardized Approach is mainly samehwtie “Standardized
Approach”. Simplified Standardized Approach hasnbseparated from the
Standardized Approach in terms of taking into aoctdie export credit
rating agencies about the ratings. The main difflege are that the
simplified standardized approach permits to thekban use only the first
option, weights the corporate loans by 100% andewvaiuate the credit
derivatives in the context of credit risk mitigatitechniques. On the other
hand, big scaled banks and medium foreign bankghesénternal ratings

based approach.

In the standardized approach which is the basichode of
calculating the credit risk, the ratings given bg authorized institutions are
effective in the determination of risk weights. Wit the scope of the
Standardized Approach, the holdings of the banke Hmeen classified as
portfolios written in Table 2.2 and each portfolibas different

implementations.

Table 2.2 Risk Weights Used in the Standardized Appach

BBB+ BB+ | Under Non-

Assets Options AAA/AA- | A+ A- /BBB- /B- B- Degreed
Loans Given To | According to
Treasury/Central the grades of0% 20% 50% 100% 150% 100%
Banks ECAI
Loans Given To | Treasury Kind| 0% 20% 50% 100% 150% 100%
Other Public Option — 1 20% 50% 100% 100% 150% 100%
Instituti d
grsg;;if;ﬂsoﬁg Option—2 | 20% 50% | 50% | 100% 150% 20%
Option — 1 20% 50% 100% 100% 150% 100%
Loans Given Taq Option —2 20% 50% 50% 100% 150% 50%
The Banks Option =2 1 5594 20% | 20% | 50%| 1509% 20%
(Short Term)
BBB+ Under
Assets AAA/AA- A+ /[ A- /BB- BB- Non-Degree
Loans Given To The | ;5 50% | 100% | 150% 100%
Corporations
Assets Risk Weights
Retail Loans 75%
Mortgages 35%
Non- Performing Loans %50, %100 or %150

Source: Yayla, M. & Kaya Turker, Y. 200Basel I, Ekonomik Yansimalari ve GeSiirecj p. 7
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a) Loans Given to the Treasury and Central Banks

While financing the public debts, the rating ofauntry in the world
market become an important factor. In this contakta country’s
international rating is high, the risk weight ofstttountry will be 0% while
financing public or collateralizing treasury bon@n the other hand, if the
ratings are insufficient more guaranties will beded.

b) Loans Given to Other Public Institutions and Organkations

The methods which are applicable in the receivabtes banks are
also valid for the receivables from the governmiefaiandations. However,
according to the choice of the national supervisarghority, the risk weight
which is used in the treasury and central bank migh used for some

governmental foundations which own the critericed®ined in Basel Il

c) Loans Given to the Banks

Basel Committee predicted two alternative methaulstiie loans
given to the banks. One of them will be appliedthg decision of the

national supervisory authority.

In the first method; the risk weight of the banlss determined
according to the rating of the bank’s country. Bamke subjected to one
point less than the countries’ ratings.

The second method uses the banks’ own credit grades
determines the risk weight while taking into acdotite debt maturity. In
short term receivables which have less than threatims maturity, one
grade less than the bank’s grade will be usedhmitisk weight should be

limited with 20% minimum risk weight base.
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Table 2.3 Risk Weights for the Loans Given to the &ks

AAA A+ BBB+ BB+
Degree Below B-| Non degree
AA- A- BBB- B-
1. Method 20% 50% 100% 100% 150% 100%
2. Method 20% 50% 50% 100% 150% 50%
2. Method
20% 20% 20% 50% 150% 20%
Short Term*

Source: Arslanj. 2006,Basel Kriterleri ve Tuirk Bankacilik Sektoriine EkKilp. 57

In Basel I, the credit risk mitigation techniqua® used to mitigate
the credit risk occurred from the non — balancesshetivities and the assets
of a bank. CRM techniques are classified as theraguies, on balance
sheet clearance agreements and credit derivativd® minimum capital
requirements may decrease by these techniques.

d) Loans Given to the Capital Market Foundations

The loans given to the capital market foundations be evaluated
as the loans given to the banks if they have get rigulations which
correlate their equities and risks like the bankisthey have not got such
legislation, their loans will be evaluated as thegporate credits.

e) Loans Given to the Corporations

The financial companies which are not regulatedugervised as
banks and insurance companies are categorizedsirgtbup. These loans
are weighted by taking into account the gradeshefihdependent rating
agencies. If there is not a credit rate of the dwer, the risk weight should
be 100%. However, this is a disadvantage for Tulkegause most of the

companies do not have a grade given by an indepéraleng agency.
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The national banking supervision authorities wawem the right to
give 100% risk weight for all loans without lookitige ratings given by the
national independent rating agencies for the cameoloans. According to
Basel Il, corporate firms defined as corporatiorisclv have more than 50

millions EUR endorsement.

Table 2.4 Risk Weights for the Loans Given to the @porations

Rating AAA/ AA- |A+/ A- |BBB+/BBB- |Under BB- Not
Rated
Risk
. 20% 50% 100% 150% 100%
Weight

Source: Arslanj. 2006,Basel Kriterleri ve Tuirk Bankacilik Sektériine EkKilp. 58

f) Retail Loans

The loans given to the SMEs which do not exceedilllom Euros
and each kind of private loans except mortgagesl@e evaluated in this

category and the risk weight is 75%.

g) Mortgage Loans

The residential mortgage loans risks’ are weiglaed5%. In Basel
I, residential mortgage loans were placed in th@&@ent basket. Because
of this reason, there will be a decrease in thetaagquirements for the
mortgage receivables and other loans which aresgdy the real estate of

a barrower.

h) Commercial Real Estate Loans

In several countries, the commercial real estatarsd loans are in
the troubled asset type. As a result of this, tble weight of these types of

loans is 100% according to Basel Committee. How@&vesome countries

21



where the real estate market is developed and avghnized, the risk
weight of these kinds of credits may be 50%.

i) Other Assets

Other assets are subject to 100 % risk weight.ekample, the non-
financial investments and subsidiaries that willt mecrease from the
capital will be subject to 100% risk weight.

j) High Risk Categories

This category involves the corporate companies whwsdit notes
are less than BB- and countries and banks whoslt cretes are less than
B-. In addition, this category weighted at 150%.

2.2.2.1.1.2Internal Ratings Based Approach

The internal ratings based approach allows banksséotheir own
rating models. By this way, banks will be able talcalate default
probabilities and it increases the banks’ manelpigra However the
regulatory authorities should approve the bank&rimal rating methods. In
order to use this approach, the bank must prottig¢aegulatory authorities

that the rating and risk prediction methods givfeaive results.

According to the internal ratings based approachnaak should
classify the receivables in order to evaluate tiedit risks. In the context of

this approach, the receivables are;

» Corporate Receivables
* Receivables from the Treasury and Central Bank
* Receivables from banks

* Receivables from the retail market
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» Stock Receivables
The regulation presents two approaches.

* Basic Internal Ratings Based Approach

* Advanced Internal Ratings Based Approach

In these two approaches, the main necessity isatimeg system. A
bank should carry the minimum requirements detegdhinm Basel Il to use
internal ratings based approach. The minimum requents of the
regulation include a series of standards such asstfucture of the rating
system, public announcements, etc... In the basgpcoach, the bank will
determine the default probability in the repaymehtthe loans and the
supervisory authority will supply other components. the advanced
internal ratings based approach, the bank whichahaeveloped capital
allocation structure is given the permission forp@ying the other
components. As Evcil (n.d.) indicates criteriasiter] to the banks’ use of

the internal ratings based approach are as follows:

» Significant, well defined and differentiated creaisk

» Full and accurate rating determination

* Auditing the rating system and process

» Determining the criteria for grading system in deta

* Presenting a method for the estimation of defauwlbabilities.

e Acquiring a data processing system which has thmaaty to
provide the necessary data.

« System approval by the local banking authority

* Making public announcements determined in the thmilthr of
Basel Il.

The regulatory authority should deeply investigdie parameter
predictions of the banks. In addition, the predictiof parameters affects
also the accuracy of the capital requirements lsscamrong parameter

predictions will create different minimum capitalquirement values within
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the banks and it will affect the market competitgiructure. As a result of
this, the reputation of the regulatory authorityymi@e damaged. In this
context, the safe structure of a data set whichsed in the prediction of
parameters is very important. On the other hand, dbcuracy of the
borrowers’ information creates neutral PD predictistatistics which is
necessary for the calculation of the credit risk.

Another important part of the internal ratings lwhapproach is the
consistency. This approach should be applied taiglly assets and all
business areas. Nevertheless, in Basel Il, if & lsamnot use the internal
ratings based approach for all its asset classéseisame time because of
the data restrictions; it is suitable to apply IBBproach step by step with

the approval of regulatory authority.

2.2.2.1.2 Operational Risk

Operational risk is defined as the possible lasis accurred from the
inadequate or inoperative internal processes, s\gste external factors. In
the context of operational risk, the legal riskineluded; however the
strategy and reputation risks were excluded from dpproach. As Basel
Committe (2004) states, in the process of transitio Basel II, the
supervisory authorities should be aware of theceffef the obligation to
hold capital for the operational risks. Moreoveeyhshould encourage the
banks to develop appropriate approaches for thesuneaent of operational

risks.

While calculating the operational risk, it is pdsdsito use the basic
indicator approach, the standardized approach dmdnaed measurement
approaches. Each approach involves applicationshwhiave high risk

sensitivity than the previous one.
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Basel Il aims to keep less capital on banks whiglvehmore
comprehensive risk management applications for dperational risks.
However this condition does not work in general sase a more
comprehensive approach may calculate higher cagtplirements than a
simple approach. If a bank has an approval faoraprehensive approach,
it is prohibited to return to a more simple apptoac

In banks, the transactions which cause to the tipaed losses are
subject to the analysis periodically. On the othand, some precautions
were developed to prevent these losses for thenéssiareas where the
operational risk is high. In banks, operationak departments were created.
In addition some banks created early warning systainout the operational
risk conditions. In order to quantify the opera@bmisks, some banks

created risk maps.

Basel Committee (2001) supposed that 20% of thé&atapill be
adequate for the operational risk. However, atteribquiries and surveys,
this 20% target is decreased to 12%.

Basel Il suggests three different approaches tcerohe the
operational risk. These are basic indicator apgrpatandardized approach

and advanced measurement approach.

2.2.2.1.2.1Basic Indicator Approach

In the basic indicator approach, the last threesy@eaerage gross
income amount is considered as an indicator of riek and capital
requirement for the operational risk is calculdbgdmultiplying this amount
with the defined coefficient (15% Alfa factor).
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2.2.2.1.2.2Standardized Approach

In the standardized approach, the banking fagliee separated into
8 activities. These are:

e Corporate Financial Services
» Exchange Services
* Retail Banking

» Corporate Banking

Payment and Clearance Services

* Agency Services
* Asset Management

* Retail Brokerage Services

The capital requirement is calculated by multipyithe last three
years average gross income amount of each brantth twe defined
coefficients for each branch (12%, 15% or 18% Bat#ors). The average
of capital requirements’ of these branches giveshesamount of capital
requirement that a bank should keep against theatpeal risks. The main
difference between standardized approach and lpadiicator approach is
the use of different coefficients for each branch the standardized
approach.

2.2.2.1.2.3Advanced Measurement Approaches

In Basel Il Accord, banks were authorized to essabtheir own
models if they meet the required criteria. In addit a bank which satisfies
the conditions can use advanced measurement approacits some
operations and use basic indicator approach odatdized approach for
other operations by the approval of supervisoryhauty. There are three
methods determined for the “Advanced Measuremerngrégrh”. These

are:
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a) Internal Measurement Approach

It is more complex than the basic indicator appnoaand
standardized approach, however this approach is s@nsitive to risk. The
calculation of the capital requirement for the @pienal risk is based on the
bank’s internal loss data. By this way banks areoaraged to collect
internal loss data.

b) Scorecard Approach

In the scorecard approach, the capital for the aiparal risk which
is reserved for the whole bank or its operatiomahbhes will be determined
and this capital will change according to the scards in the length of
time. Through the scorecards, a risk profile asl control framework is
defined for the various branches. In the scoreappitoach, the risks of the
related branches are evaluated and converted talchp the manager(s) of
the branch. However, the weakest point of this epgn is that the
scorecards which are filled by the branch manageay be relatively
subjective. In order to reduce this weakness, hegtbloss amount should

be used while verifying the scorecard approachliesu

C) Loss Distribution Approach

Loss distribution approach based on the collecttd gredicts the
probability and possible damages of loss which mcétom the operational
risks of each branch. As in the market risk, theslgs calculated by the

value at risk model.

However as Giese claims (2002) these methods aheimonopoly
of big banks because of high technical costs. Mb#te banks calculate the
capital requirement for the operational risks oa lanks’ income which is

an unsafe way.
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2.2.2.1.3 Market Risk

Market risk is the probability of loss occurred the balance-sheet
and of balance-sheet positions which depends orptice changes. As
another definition, market risk is the possibleskss arising from the
changes in the risk factors. These risk factoms iaterest rate risk,

exchange rate risk, stock price risk, commoditgg@risk, option risk.

In Basel Il there is not a significant change i #issessment of
market risk and the Value At Risk approach anddsedized approach were
preserved as in the Basel I. Except the foreigmdines, the market risk can
be measured with the internal model too. The VA&BRults are used while
allocating economic capital and setting and momprisk limits. On the
other hand, VAR model considered as an importaateht of the risk
control and management processes. In some sna#dsbanks, VAR

models are only used for certain portfolio and posss.

In the banks, some studies were carried out inrotdemake
measurements by the sophisticated software andgraiee these
measurements to the data processing infrastruciinre.banks which use
internal models conduct the retroactive tests the stress tests, scenario
and sensitivity analysis for the reliability of theodels.

According to the Basel | Accord, while calculatitige market risk,
the risk weight of public securities was 0%. Howewve Basel Il Accord,
there are different risk weights that change adogrtb the ratings given by
the ECA or ECAI to the country which exports thelgéy.

The Basel Committee has changed the Value at RisttelM which
has been applying since 1996. The capital adequaloplation for the
stressed VAR and credit risk were added to theutation of capital

adequacy for the market risk. The main reasoniisichange are the losses
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in the banks’ exchange accounts and increasingdgeeeffect along the
time period of 2008 financial crisis.

The committee presented two approaches in ordealmlate the

market risks: Standardized Approach and Interneaddirement Approach.

2.2.2.1.3.1Standardized Approach

Banks which do not use internal models in the ntankisk
measurement and which do not have reliable risksoreanent models are
enforced to use the standardized approach for teasumement of the
market risk. The implementation of this approachumertaken by five
headings like the exchange rate, interest ratekstmmmodities and option
risks. Interest rate and stock risks have two compts as the general
market risk and special risk. Capital requiremeaituations are performed

for each of these risk components.

2.2.2.1.3.2Internal Measurement (Value at Risk)
Approach

As a result of the developments in the informattenhnologies,
diversification of financial instruments and incseaof transactions, the
kinds and sizes of the risks faced in the markeggevalso increased. In
addition, the financial institutions which havert@intain their functions in
extremely fragile conditions need the advanced mslasurement models in
order to measure their risks in a correct and aptehensive way. This
necessity increased after the crisis occurred tsecatithe insufficiency of

risk management processes.

VAR Model is a risk measurement method which detees the
possible loss in the value of portfolio. Internatéasurement models are

used for measuring the banks’ risks and calculativeg minimum capital
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requirements against these risks. In addition, Umaof the internal

measurement models the comparison of banks beaoimesreliable.

The use of internal models is subject to the pesimms of the
national supervisory authority. The process ofcdalting VAR model

consisted of 5 levels. These are:

» Appreciation of the portfolios with the market @ic

* Measuring the variability of risk factors,

* Determining the duration of owning,

* Determining confidence interval,

* Using the data to obtain the highest amount of s$ reporting

results.

However, the VAR amount is not seen sufficienttfa provision of
capital adequacy by the Basel Committee. The Bigkalue which is
obtained, by weighting with the multiplication factdetermined by the
supervisory authority, the calculated VAR amounthd# previous day and
VAR amount realized in the last 60 days, is thaigahat a bank should

keep as a capital for the market risk.

2.2.2.2 Pillar II: Supervisory Review Process

The Pillar 1l is the investigation process of bdnksk management
methods by the supervisory authority. Basel Conemitre-defined the
surveillance procedures on a wider plane with Bdkelt is aimed to
empower the internal control and corporate managéemenciples by the
duties entrusted to the board of directors and gensa The main purpose
of the Basel Committee while innovating the sutaeite procedures is
maintaining the capital requirements and promokbiagks to create and use
efficient methods to monitor and manage their risks very important for
a bank the full compliance of Pillar Il to perfomrisk assessment which is
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suitable with the first pillar's complexity and na¢. The Basel Committee
defined four main principles to provide the compdea of Pillar | and Pillar
Il.

2.2.2.2.1 First Principle of Pillar Il

Banks should have internal systems for evaluating capital
adequacy and strategies to protect this capitajusyy against their risks.
Banks should be able to announce the consistentteedfirget capital with
the risk level they are facing to and current ecoicaconditions. Economic
conditions or change of the banks’ facility aressates important effects on
the banks’ need of capital. The banks should leasgstem which allows
identifying, measuring and reporting the risks isyatematic and objective
way. According to this principle, there should beegision process made by
the board of directors and managers, the evaluatibnthe capital
requirements should be made correctly, the risk agament should be
made in a comprehensive way, internal control syss@ould be revised

and reporting should be made with the observation.

The risk types which are not taken into accourRiifar | should be
addressed in Pillar Il. These risk types are crediicentration, structural
interest rate risk, liquidity risk, business rigtrategic risk and reputation
risk. The factors which are independent from thekbsuch as economic
fluctuations should be in Pillar 1l. While evaluagithe capital adequacy, the
committee is aware that it is important to use gho@ology which depends
on banks’ scale, complexity of their interactiomsl dheir facility strategy.
The big scaled banks which use advanced methodgasanto the economic
capital methods. Smaller banks which have notcgatplex activities can
prefer judgment oriented models for the capitahpilag. These kinds of
banks should have to show that their internal eapéirgets are compatible

with their risk profiles.

31



2.2.2.2.2 Second Principle of Pillar Il

Audit and supervisory authorities should examihe evaluation
system and strategy of the banks about capitalusdgopnd should take the

necessary precautions when the banks’ internaésyis not enough.

The supervisory authorities should control bankdérnal systems
by examining the adequacy of target capital levigh whe loaded risks and
existing external conditions, the review of the quiecy of target capital
level by the bank management and the consistendheoftontent of the

capital with the size and executed activities ef bank.

Thus, the evaluation of the supervisory authoriteepredicted as;
on-site examination, off site examination and reyi@rranging meetings
with the bank management, taking into account tm#ependent audit

reports about the banks’ capital adequacy and stiepgeperiodical reports.

The supervisory authority should provide that tlzks’ analysis
include all of the important risks. Moreover, theskould be a process
which assesses the bank’s risk management andotsgtems adequacy,
the awareness of the board of directors on cagitaluation process and the
use of capital adequacy evaluation while taking exigion. Also, the
supervisory authority should also take into accdhat a bank considers the

unforeseen events or not while determining thgiitahadequacy.

2.2.2.2.3 Third Principle of Pillar 1l
Local authorities should wait from the bank to @perabove the

minimum capital adequacy and if needed, the aughsehould request from
the bank to keep a capital over the minimum capital
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The minimum capital standard defined in the regutais a limit to
evaluate a bank which has low credit worthiness lbank which has normal
credit worthiness. The banks’ activities type amk scan change in the
course of time so their risk structure and capdkquacy ratios can also
change. In the period of negative market condsjoncreasing the capital
may be costly for the banks that affected from ¢hanges negatively. In
addition, banks may be faced of the risks occufredh the private or

general economic conditions which were not spetifiethe first pillar.

For example the supervisory authorities,

* Should request only one ratio which is over %8aibbanks,

» Should define trigger rates on a sectored basisiwddiows to apply
increasing regulative measures day by day,

* Should define bank based target rates by taking @&ucount the
banks’ risk profile and risk management quality,

» Should evaluate the acceptance of the banks’ dafioing process.

2.2.2.2.4 Fourth Principle of Pillar Il

Local authorities should hinder the falling of tbapital from the
determined level (8%) and request from the banksutaltaking quick
measures in order to increase the capital adeqasioyover 8%. In order to
increase the banks’ capital, the supervisory aitthanay audit the banks
deeply, may limit the dividend distribution and m@guest from the bank
to immediately increase its capital.

As a result of these four principles written abd\egonomic capital”
concept which has been using by the internatiomak® for a couple of
years is officially placed in Basel Il. The econontiapital represents the
capital amount which is allocated as a buffer agjaihe potential losses

arising from the activities of the bank. The lewélthe regulatory capital is
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determined by the regulatory authority and by tingy it is aimed to protect
the deposit holders and the financial system. Hewethhe economic capital
is occurred as a result of the risk consolidatind & is an approach which
expresses different types of risks in a single imef bank may provide the
minimum capital adequacy but it does not meanithets enough economic
capital. Therefore, the bank should properly buiié link between its

capital and total risks and also the regulatoryauity should approve it.

It is emphasized that the banks and some of theocate
management units which started to work in the odnté Pillar 1l were
making progresses. According to the Pillar II, five main components of
the internal capital adequacy evaluation proces$esh are directly related

to the banks are:

The board of directors’ and senior management’'srsiyiet and

control,

Solid and reliable assessment of the capital,

A comprehensive risk assessment,

Monitoring and Reporting,

Checking by the internal control system.

In this context, the main studies done by the bamn&s

a) Process Determining

In the banks, some processes about risk definitigresiodical
revision of the risks according to the changeabbrket conditions and
changes in banks’ positions and about the peribdepmrting of the need of

regulatory and economic capital to the top managerre determined.
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b) Evaluation of the Capital Adequacy

In the banks some studies are carried out aboutetfauation
processes of the capital adequacy in a regulas.b@kese studies include
preparing qualified risk reports, applying stressts and scenarios related to
the positions and doing retroactive tests to meathe performance of the
models.

c) Monitoring and Review of the Systems

Banks’ credit concentration limits are detected ahése are
followed on a regular basis. In addition, the rgtand scoring systems are

reviewed at regular intervals.

d) Capital Requirement for the Risks of Pillar Il

Some studies are carried out by the banks to deteram additional
capital against the risks which are outside ofst@pe of first pillar such as
the concentration risk, systemic risk, liquiditgkj structural interest rate

risk, reputational risk and strategic risk.

To conclude, as Powell (2004) states the correptementation of

Pillar Il across the globe will develop reliabiliby the banking sector.

2.2.2.3 Pillar Ill: Market Discipline

In Pillar IIl, the scope and frequency of publimaancements about
the banks’ financial situations, risk levels ande tlyualitative and
quantitative information related to their capitédusture were determined.
In addition, the importance of market discipline esnphasized. This
implementation helps to ensure the financial sitgtsly motivating banks in
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a prudent way. The market discipline which depestshe efficient public
announcements is a complement of supervisory sfflartmotivate banks

about strong risk management systems.

Basel Committee aims to inform market participasi®ut banks’
risk liabilities, risk evaluation processes andirtheapital adequacy by
extending the principles of public disclosure. Thirx® comparison between
the banks can be made and by this way it is passibénsure transparency.
The supervisory authority has basically two différelata sources. The
authority controls the banks’ standardized appreachy collecting data
with the remote observation and on-site inspectidforeover, the
supervisory authority decides the suitability of thanks’ use of the internal
ratings based and advanced approaches by evalubhgngapacity of the
bank.

Banks should have a policy about the public anneoents. The
process of public disclosure needs internal awglitirhe statements should
be consistent with the banks’ risk management awaluation. It is
predicted that the frequency of statements shoelthlevery six months in
the context of market discipline and transparemtguwever, this frequency
might increase or decrease in some cases. For déxangublic
announcements about the subjects like risk managerpelicies and

reporting systems may be once a year.

The general features of the published informatitnoud capital
adequacy can be summarized as follows:
» Disclosure about the scope of the application
» Disclosures about the capital
» Disclosures about the capital and capital adequagyponents
» Disclosure about risk profile
» Disclosure about credit risk

* General Information
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* Disclosure about the information on portfolios

» Disclosure about credit risk profile

» Disclosure about credit risk mitigation techniques
» Disclosure about securitization

» Disclosure about market risk

» Disclosure about operational risk

» Disclosure about equity investments

* Disclosure about structural interest rate risk

In the third pillar, an important issue is the catipility of the
published disclosure standards with the nationabwaating standards. In
Pillar 111, it is explained how a bank will give plic information about its
financial situation. In addition, in this pillatyé¢ consolidation of a banking

group should also be explained.

Each supervisory authority should develop an impiletation plan
for the Pillar 11l in accordance with the legal stdoicture of that area. This
plan should take into account the size of the bankiystem, banks’ level of
development, the accounting standards, the powecapacity of the audit
function. The said plan should determine the memoents of the third
pillar, analyze the basic deficiencies, developaypessive course of action
and consult the obligations with banks and publinion. Supervisory
authorities should evaluate whether they have thwep to provide the
fulfillment of the public disclosure obligations.nCthe other hand, the
supervisory authorities should develop their orgamonal skills and
expertness for the implementation of Pillar Ill. eBe efforts will make

necessary new human recourses and technology nneetst.

In addition, for the supervisory authorities, it ynlae necessary to
develop a process to force banks to comply witltldstire obligations.

This process consists of;
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« Assessing the reported information in order to &t the bank’s
management,

« Using supervisory reports for making information faxilitate the
audit of the banks’ conformity with the public dissure,

e Publishing researches which put forward the compkaof the
banking industry with various public disclosuretietives and by
this way, encouraging the market to monitor thel@f compliance
of the banks,

« Emphasizing the importance ofthe announcement&rbgad
the officials to the public,

« Providing the understanding of the announced in&dion by the
participants of market and advising the marketigigeints how they

will react in the absence of these announcements.

2.2.3 Positive and Negative Views about Basel Il

It is important to mention about the positive anebative views
related to the Basel Il Accord. Firstly, it will lzgpropriate to give place to

the positive views.

The main objective of Basel Il is to raise the reéskareness of big
banks — especially those that work in the inteamati market — and prevent
bad banking implementations with lessons learnedn fiprevious crisis.
While the basic compelling forces behind Basel riké ®ig international
banks and formal authorities of G10+ countries, iftgplementation is
expected to have serious effects on the financakets of developed and

developing countries.

According to Atiker (2005), for Basel II's econonmeflection to be
positive, many criteria have to work in harmony sgitaneously. One of the
most important points to be considered here isettauaton and rating of

risk. Basel Committee authorized external ratinghpanies under SA &
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SSA approaches and authorized banks under IRB agipro evaluate and
rate risk of the markets. Formation of the realdataimed by this dual
evaluation and rating system. Thorough rating makediction of potential
crisis will beeasier and taking necessary precastiwill be possible. Basel
| was not sufficient enough for these predictioliseven made the crisis
deeper in crisis struck countries as credit ratogpanies decreases the
credit notes of these countries. By Basel I, {hisblem is wanted to be

solved.

Moreover, Atiker (2005) states that Basel Il alsmdtions as an
economic conjuncture evaluator. In other wordsdegsaof every country,
company or institution that wants to use credit Wwd formed according to
the changes and predictions in the economy. Bagetufficient in terms of
detailed evaluation as the credit ratings of comggmand institutions in a
country will be set according to the economic positof the country. In
other words, if the grades of credit users are higghrisk weights are low in
a country; it means that this country has a goaheaay. In a way, these

credit users will determine the international rgtof their country.

Basel Il is seen both as an opportunity and aa #drat requires new
efforts concerning developing countries such ak@yrAs long as there is
an alternative, Basel Il is neither compulsory matispensible. As Yayla
and Kaya states (2005) it is the new regulatiomdaed of the global
finance sector, although it is difficult and costtyr developing countries,
not adapting can also have extreme costs. The explof first pillar
calculations and the data standards required faarembd approaches
suggest that short-term application processesaailise problems in some
banks. Despite the problems and difficulties, wheteation for the
transition to Basel Il is expected to have positeféects on the whole
finance sector in the long term. Focusing on se@mlthird pillars is also

important as they encourage risk management cuiulenarket discipline.
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As said pillars focus more on qualitative critertagir contribution to
financial stability in developing countries is thghi to be substantial.

According to Arslan (2006) as the risk evaluatiam €redit user
SMEs will be made under certain rules and standavids Basel II,
companies will be realistic in their records regagdcommercial activities
in terms of both collateral requirements and the&t o credit that they will
use. As this change will result in some infrastuoetcost, instead of a
simultaneous change that will cause high coststiamel loss when loan use
iIs needed, an effort to implement a planned appraglcere commercial
activities are to be recorded transparently oveetis necessary.

As mentioned by Weder and Wedow (2002), if we assubhat
international banks currently consider economicitehphat complies with
the IRB approach while pricing and extending ciedih short; if the
regulatory capital is not binding, it is possilthat Basel Il will not have any
additional effect on prices and credit trends. theo words, expecting a
dramatic raise in the spreads regarding speculdte&suries (BB+ and
below) with Basel Il and IRB approaches would meaat said debt is
insufficiently priced by international banks befddasel Il. However, the
capital trends towards developing countries seefluttuate although there
is no change in the regulatory capital. In thisteat) the reason for Turkey
to take out fewer loans from foreign countries tisamgapore although they
both have equal regulatory capital need is thay theve different risks.
Powell (2004) claimed that the regulatory capital not binding. For
example, in the studies done by Liebig, Porath, &/ethd Wedow (2004)
regarding German banks’ credit trends towards agwed countries, 99,5%
of German banks’ average economic capital is mbemn ttheir average
regulatory capital.

First studies about the effect of Basel Il on ttegdoans assumed

that international banks considers regulatory eapihile extending credits.
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Therefore, there were some indications that Babketill reduce credit
trends towards developing countries and increaseadp. Griffith-Jones
and Spratt (2001) claims that Basel Il will make time between developed
and developing countries clearer and instead ofiits to bring capitals
closer, it will actually make them farther apart. dddition, later studies
carried out by Weder and Wedow (2002) or otherfiaut the assumption
of binding regulatory capitals, in other words #tedies that take economic
capital into account, tend to have relatively matieresults. The results of
these studies show that Basel Il will definitelywban effect on developing
countries but these effects will remain moderat iawill be impossible to

ignore them.

While ratings are determined by the general macmamic
conditions of a country, as Yayla and Kaya (200®ntioned that capital
trends can be affected by other factors. Domestimathd in developed
countries is low as their population growth is sldheir population gets
older and the infrastructure investments were almompleted. Therefore
the marginal profit of capital is low in these cties. Because of this
reason, it is thought that, with the effect of paid distribution, the capital
will continue to move towards developing countriéfisthe capital only
moves towards the countries that have high ratitiys, spreads of said
countries will decrease, therefore affecting thefipof international banks.
That is the reason it is thought that internatidraaiks will keep countries of
different ratings in their portfolio to maximize git and diversify their
portfolio in spite of varying costs. In additionffdrent parameters such as
growth potential and expectations (such as Turkexpectation of EU
membership) are also taken into consideration wiitending credits to
these countries. A country’s relations with intérm@al foundations such as
World Bank, OECD and IMF can also be decisive wtaking international
loans. However, it is still thought that countryimgs will have increasing
importance due to the capital regime presenteddseBll. Yayla and Kaya
(2005) claim that countries that secure an investnmating (BBB- and
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above) will be in advantage. For instance, optimisvaluation results like
Powell’'s study (2004) show that the costs of caastthat have BB- grade
will not be affected or will be marginally affectdsy the IRB approach.
Most of the developing countries, including Turkegve grades of BB- or

above.

Despite the positive views about Basel II, there also some
negative views. Studies regarding Basel II's effemt developing markets
commenced with the publication of first consultatebout Basel 1. One of
the leading studies was made by Griffith-Jones 8pdatt (2001). This
study asserts that if international banks thatwapRB approach switch to
Basel II, the loans available for developing masketill dramatically
decrease and/or costs of international loans wilkeely increase. Besides,
it is stated that risk management based on IRBaaabrwill be pro-cyclical
— which means it will further depress already depee economies and heat
up the economy in times of expansion, thereforesiogumore frequent and
severe financial crisis in developing countries.ni&a of developing
countries will need more capital as they will tetwd use standardized
approaches for a while, while international banki$ adapt more complex
approaches that require less capital. Becausassitination, the said study
states that it will be difficult to compete for matal banks with their
international counterparts, which will eventuallyatl to a consolidation

dominated by the international banks in the natibaaking system.

Under the view of standardized approaches, as Oé&@brules will
no longer be valid, Yayla and Kaya (2005) claimet tih will cause OECD
member countries that have low credit ratings tonégatively affected by
Basel Il. On the other hand, it is thought thatrdaes that are not members
of the OECD but have high ratings will have the aynity to take more
and/or cheaper loans. That is why it is essentinlcbuntries, banks and
companies to take the necessary precautions inr dodencrease their

ratings. In addition, as IRB approaches become spided, it is possible
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that those who have grades of BBB or higher willehéhe opportunity to
take more loans while those who have grades bel®@B Biill face a

decrease in the credit supply. As grades equaBi® 8&nd lower than BBB
are mostly the grades of developing countries, dlaimed that international

banks will reduce the funding supply towards thesentries.

Internal ratings based approach vastly decreasesnted for
regulatory capital regarding the funding of custoeneith low delinquency
risk while the need of regulatory capital increagmsthe funding of the
customers with high delinquency risk. As mentiorgdYayla and Kaya
(2005), banks that adapt IRB approaches may tenextend credits to
“higher quality” clients. This may result in a cteseparation in the client
market as clients with low ratings will be fundeglbcal/foreign banks that
use standardized methods. Customers with low tmid be faced with
high funding costs and probably lower service duatir will focus on
developing new policies (such as transparencyngtinening the financial

structure and better governance) in order to irsgrélaeir ratings.

Griffith-Jones and Spratt (2001) assert that with adaptation of
IRB approach, spreads of countries with low rating$f tend to have
dramatic increases. In addition, as Basel Il allotve coexistence of
standardized and IRB approaches, it is claimed traatks that have
complex business activities will refrain from taggimisks (that they will
remove low quality clients from their portfolios)hie banks that have less
complicated operations will tend to move towardentk that have higher
risk profiles. According to Yayla and Kaya (2006¢tpoint implied here is
that international banks will be reluctant to fuskelveloping countries and
that demand will be satisfied by “smaller” bankss A is known little
players of the banking sector tend to follow legdlvanks behaviorally,
there is a possibility that said demand may newerséatisfied by these

“smaller” banks.

43



Ratings, given to the countries by rating compaaied used in the
calculation of credit risk by the standardized aagh do not direct the
market as companies can not get information abountcies. Thus, rating
companies were seriously criticized during the AGi&is as they failed to
predict the crisis and they decreased grades ofvdllerated countries after
they were struck with the crisis which eventuallgused the crisis to
become even deeper. In a structure controlled isydislayed behavior, risk
levels of assets change due to the cyclical movesnanthe economy and
therefore calculated capital has also a homogemyakcal movement.
Banks’ tendency to hold less capital and extendenf{excessive) credit
during expansion periods and doing the oppositenguidepressions may
cause serious downsizing. This situation invig@atihe boom-bust
movement in the economy, which causes to the gmwah distances
between bottom and peak points. Similarly, in IRBp@aches where
parameters regarding the borrowers are determingd the bank,
correspondence with cyclical movements becomes iigreficant. As the
risk of delinquency estimated by the bank is homogs with the cyclical
movement, delinquency risk decreases if the econerggod and increases
if the economy is bad. Accordingly, banks’ capiteleds are also cyclical.
Data produced by the banks and rating companidsbeila guide in the
evaluation of the markets. However, as stated Hik @ad Kizil (2008) if
the whole finance sector has the same databasediegaa region or a
market, a possible fluctuation in the market walinforce banks’ tendencies
to act homogenously. This situation points out Bedel 1l can trigger crisis

in financial markets and might undermine crisis agement.

Under the IRB approach, risk weights are calculdtgdhe inward
prediction of probability of default and loss giveefault. These predictions
are based on the data acquired in recent yearsleasit 5 years for PD
predictions and at least 7 years for LGD predidioBiese (2002) asserts
that default risks are extremely dependent on @mguacture. Thus, during
the explosion phase of the conjuncture, default memwill be little and
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therefore risk weights will be low. This situatienll cause to the cheaper
credits, new investment opportunities while encgung growth. During the
economic recession this process is seen vice virghis manner the IRB

approach intensifies the course of conjuncture.

Basel 1l encourages the banking system to be prfiented
businesses rather than working as public welfargamegations by
decreasing risk and increasing profit. Celik anaiK(2008) claims that
almost all of the funds created and turned intalitremay move to more
profitable areas. It is also possible that theweses will move towards the
Public and Treasury papers left under the initetof local supervisory
authorities as they are evaluated with 0% risk Weand they have not got
a collateral problem. Also, high real interest satgplied by the Central
Bank are very appealing for the banks. With thisind, it is probable that
credit costs will increase and credit availabiiiyl decrease for SMEs.

Additionally, the risk weight of a company rateddve B- is 150%
and an unrated company’s risk weight is 100%. Byl@and Kaya (2005),
this situation is thought to cause companies thaktthey are in a risky
position to avoid being rated. The reason thattedraompanies are taken
100% risk weight is thought to be the goal of preawey credit costs for
SMEs. In this sense, credit rating might be madmpdsory for big
companies. These ratings given by the differemmgatompanies should be
consistent to maintain confidence. According to Magnd Kaya (2005)
some problems under the implementation of standeddapproach may be
as follows; rating companies may damage reliabitify policies such as
exaggerating real ratings and giving “better” gsadte order to attract the

increasing demand.

Studies done by Claessens and Embrechts (2002) @tadwountry
grades given by the rating companies follow markeivements in a

delayed manner and all credit companies act slomten they change
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grades. Such problems regarding rating companies m@& encountered in
IRB approach. However, there are some views th#RBsapproach brings
high costs for both banks and the supervisory aiitb® and as it is an
advanced system that requires suitable data arfdyhygialified personnel,
its implementation in the developing countries seémbe unlikely even in

the medium term.

In its offer, Basel Committee (2001) assumes thatlRB approach
requires just 2-3% less capital for credit risk nthbasically reviewed
standardized approach, and advanced IRB approaablesn10-20% ease
for highly advanced banks. According to Giese (2008 certain that such
saving percentages are not enough to encourage bdren it is compared
with the high bureaucratic costs of the adaptatbrthe IRB approach
which is BIS’s declared objective. From the poihvew of those who use
the standardized approaches (essentially all shaaiks), risk appropriate
capital allocation will not be possible anywhereept USA and England in
the near future. Therefore, those who adapt thedatdized approach in
Europe will have to cope with a competitive disattege compared to their
USA counterparts that implement the IRB approaclor Example,
standardized approach predicts 100% risk weightaftrighly reliable but
unrated company, while under the IRB approach #mescompany’s risk
weight can be below 20% as it is highly credibl@isTsituation causes a
competitive disadvantage. To conclude, there iatgseessure on European
banks to adapt the IRB approach.

2.3 Basel 2.5 Accord

In July 2009, some changes were made to improvelBasin the
first pillar, the changes are about the additiors{, the stressed VAR and
the calculation of minimum capital in the contextsecuritization. In the

second pillar the risk management was changed ratioei third pillar, the
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context of public announcements was changed. Ttlezeges are known
as Basel 2.5 in the public.

In July 2005 the Basel Committee and IOSCO agreid several
improvements for the capital regime of trading bopgsitions. They
brought some new obligations for the VAR modeldafks which measure
the specific risk and keep capital against defask. On the other hand, in
the global crisis started in 2007, important lossesurred in the trading
portfolios of developed countries’ banks and witk increase of leverage
effects, the need of amendments on market riskuledlons occurred.
Moreover, some deficiencies were seen in the deration positions and it
was understood that the re-securitization positians more risky than
securitization positions so serious changes wermdenmathe calculation of

capital requirements for securitization positionthvBasel 2.5.

2.3.1 Pillarl

While the re-securitization positions were not defl before, a
definition made on the related positions with tleatext of these changes.
According to this definition; the risk pool related the credit risk is
separated into pieces and at least one of the inskise risk pool occurred
because of the securitization positions, is thee@iritization . In Basel 2.5,
the risk weights applied to the securitizations emdhe standardized
approach are not changed. However, higher risk viigre determined for
the re-securitizations. Moreover, risk weightgedmined for the re-
securitization positions are higher than the righghits of the securitization
positions in the internal ratings based approdntthe supervisory authority
formula, 7% risk weight of securitization positionsreased to %20 for the

re-securitization positions.

By Basel 2.5, within the framework of securitizationethods in

Basel Il, the use of ratings given by the crediing agencies are connected
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to some specific operational obligations. Otherwisanks should reduce
these positions from their equity. With the changes aimed that a bank
should not trust only to the credit rating agen@ad should also make its

own analysis.

The banks which apply the standardized approacharcontext of
Basel Il use 20% loan conversion rate for the aedd@@ commitments in
the liquidity credit allocations which are less rthane year maturity and
50% loan conversion rate which are more than oae iyaturity. After that,
it is provided the implementation of 50% loan casien rate for all the
acceptable commitments in the liquidity credit elbon independent from

the maturity.

In the context of Basel 2.5, in order to measuedxasks within the
frame of market risk, some regulations added by Blasel Committee.
These are:

* Incremental risk charge obligations for the loankiclw are not
securitized,

 The capital requirements which are applied to tleeustized
products are also applied to the trading portfolios

 The possibility of adding correlation trading polibs to the
comprehensive risk capital requirements due to pghwvision of
certain conditions.

* To be added to the Value at risk, the calculatibtine stressed VAR
Is included to the market risk for the first time.

2.3.2 Pillar I

By Basel 2.5, the aim of the changes on the sepdlad is to define
the risks that a bank or a supervisory authority er@counter in the future.
On the other hand, Basel 2.5 aims to guide bank$ supervisory

authorities by covering these risks in the intermalpital adequacy
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evaluation processes. From this point, risk managemas separated into
two pieces. These are general risk management gmtiab risk
management. General risk management points outhtbapecifications of
an healthy risk management should have some faatikes the board of
directors and senior management oversight, polieg amplementation
procedures, implementation of limits and controisk identification and
measurement, monitoring and reporting and intecoatrol and audit. On

the other hand, the context of specific risk manag@ consists of;

* Risk concentration

» Off-balance sheet risks and securitization risk
* Reputation risk

e Valuation applications

» Liquidity risk management and supervision

» Healthy stress test applications

» Healthy pricing practices

2.3.3 Pillar Il

By the revisions made in the market disciplinasitimed to solve
uncertainties on the market by providing more infation to the banks
about the securitization risks, giving more impoda to the comments of
the banks and providing more certain definitionstloése risks. It is
provided the explanation of the quantitative feagsuof the securitization
risks on the trading and banking accounts. Moreatés pointed out that a
bank should announce which assets they are plartoirsgcuritize in the

future.

2.3.4 Criticisms about Basel 2.5

As a result of the amendments made by Basel 2%séen that total
capital liabilities of the banks increased 11,5% awerage. The major
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contributor of this increase is the need for addai risk capital. Another
contributor of this increase is the specific risipital requirement for the
receivables of re-securitization. The majority bk tcountries published
Basel 2.5 or started to the implementation by gyvthe final drafts at
December 2011. Independently, Switzerland statbesnplement Basel
2.5 Accord one year before. According to an artipléblished in the
Economist Journal (2012), the risk weighted assét<LCredit Suisse’s
investment banking activities increased 28% in ttiied quarter of 2011

because of the Basel 2.5.

Cangurel et al. (2012) point out that Basel 2.6riscized as it is a
quick answer to the 2007-2008 financial crisis wittsufficient risk
analysis. In Basel Il preparation process, théyaarplementation of Basel
2.5 created difficulties for the banks. In the cédtion of the capital need,
the sum of two different values by the same votgtitalue which means
the addition of the stressed VAR to the VAR valseconsidered that the
same risk is measured twice. Moreover, in Basel, 2lfe separate
calculation of the capital requirements, stress@iRVIRC and CRM causes
to the pieced risk and it is criticized that theaisification effect is not
taken into consideration and it causes to the twaleulation. Also, it is

claimed that this implementation increases opanatidasks.

2.4 Basel lll Accord

2.4.1 Transition Process to Basel Il

A series of events such as Lehman Brothers annogit@nkruptcy
in September 2008, conversion of big investmentkban the U.S.A. to
conglomerate bank companies, nationalization oinleaiMae and Freddie
Mac, AIG almost collapsing, fragmentation and safid-ortis, collapse of
Iceland’s banking system after their biggest conmmaérank’s downfall,

many countries giving great support to their baskew that necessary
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precautions are not taken regarding crisis sitnatiget and the current

system has some serious shortcomings.

According to Cangurel et al. (2010) as the finahcrais was very
costly and very rough, the necessity of some redosmch as liquidity,
increased capital quality, consideration of thenewoic cycle and increased
liability of capital has become obvious for the kiag and finance system

to be more resilient to possible future crisis.

After the last global crisis, Basel Committee agrea the Basel Il
standards in order to repair inadequate aspectsroferly promoted and
implemented Basel Il, to suggest new approaches paadautions and
therefore try to avert possible crisis or at laagstimize the damage. With
this point of view, deficiencies of Basel Il can tegarded as the reasons of
the need for Basel Ill. Some of the reasons of BHbeAccord are as
following:

» Strengthening the capital buffers that can decreaddenly in negative
market conditions,

* Increasing the quality of bank capitals,

« Implementing a leverage ratio to support Basel Il,

» Decreasing the pro-cyclicality in the need of mianim capital and
allocating reserve,

» Strengthening the banking sector by suggestingtalapnd liquidity
regulations,

* Increasing banks’ resistance to stress occasious esnancing risk

management.

Targets to reach with Basel Ill can be summarized sxfollows;

* Increasing the resistance of the banking sectéinémcial and economic

shocks wherever they come from,
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* Enhancing corporate governance and risk management,

* Increasing banks’ transparency and encourage tleegive out more
information to the public,

* Increasing banks’ individual resistance via mi@gulations,

* Increasing the amount of current minimum capit#ereng its quality
and in addition to the current practice, implemagpta non-risk based, in
other words accounting based minimum capital regoént standard,

* Increasing or decreasing the amount of capital @d hccording to the
cyclical periods of economy,

* Regulating the minimum liquidity ratios,

* Changing the capital adequacy calculations abautrdding book,

* Changing the calculation of the counterparty cradk.

Basel Ill is not a “revolution” like Basel I, whic completely
changed the method of calculating capital requirdmdt is rather a
supplement that brings a series of new regulationsvercome Basel II's
deficiencies observed during the last financiadisri

2.4.2 Basic Principles of Basel I

The reform calendar prepared by the Basel Commitiee one of
the most important subjects of the G20 summit haldPittsburgh on
October, 2009. The Basel Committee announced sé&dms to the public

with a press statement on September 12, 2010.

Objectives of the changes in regulation named BdHelare

discussed in detail below.

« Better Quality Capital: With the new regulationgilyothe highest
capital components (Paid capital is the highestityueomponent)
remain in the core capital or common equity, sortieerocapital
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components are considered as deductions when athgulthe

common equity.

More Capital: Common equity ratio, Tier 1 capitatio and
regulatory capital ratio are increased. In thisterty common equity
ratio will be increased to 7% and Tier 1 ratio Wik increased to
8.5% gradually. But 8,5% rate of the Tier lcapitathe necessary
level to help banks operate in an easier way inessitnations (such
as acting freely when distributing profit).

Creating a Capital Buffer: According to the positiof the economic
cycles, the capital that needs to be held candreased between 0%
and 2.5%.

Non-Risk Based Leverage Ratio: A non-risk basedmim rate is

planned to be formed between off-balance sheet cosis taken
into account under certain turnover rates, totaessand common
equity. Predicted leverage ratio is 3% (bank cdeNetrage up to 33

times its equity) and a gradual transition is aimed

Liquidity Regulations: Two rates with minimum legsebf 100%
named Liquidity Coverage Ratio and Net Stable FugdRatio are
planned to be included to the regulations. An ed¢einadaptation

period up to 2018 is aimed.

There are current studies about the calculationtalapdequacy

regarding counterparty credit risk and trading ok

There are also ongoing studies regarding the d&elasy,

Review of the trading books.

Use of external grades in the securitization (witkhhe frame of

capital calculations).

Developing policies regarding systematically impatt financial

institutions.

Regulations about great risks.
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* Developing cross-border banking principals.

 Enhancing standard procedures and strong cooper&iEiween

bank auditors and supervisory authorities.

2.4.2.1 Better Quality Capital

The reason for the changes in Basel Il regardimgguality of the
capital is because of the last financial crisisemhit became evident that
the amounts shown as capital in bank balance shests far from being

qualified to act as functional capital.

Banks’ most important assets that act as shieldsgithough times
are the capital they have. The size of the captajenerally seen as an
indicator of financial power. Basel Il is expectxdincrease the quality of

capital in banks substantially.

The scope of equity is changed. The rule that thgplementary
capital cannot be more than 100% of the core dapitad the

implementation of Tier 3 is revoked.

Components in Tier 1 that have high potential aslcompensation
are called common equity. Common equity consistspaid capital,
undistributed profits, profit (loss), other extaresiincome statement

components and prices deducted from this total.

Regulatory adjustments including over the threshaoldlue
investments made to financial institutions, morgagrvices and delayed
taxes will be used as deductive components in dmnwon equity as of
January 1, 2018. Therefore, deduction of these ooemts from common
equity will be made gradually, starting with 20% 2014, 40% in 2015,
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60% in 2016, 80% in 2017 and 100% in 2018. Previaydementations
will be valid for the remaining parts during thransition process.

Table 2.5 Capital Differentiation and its Ingredierts

C-glrirmlon Common shares, minority interests and retainedrmregsn
Equity are the only qualifying elements

(CET1) ° Hybrid securities excluded under Basel 3

Additional Instruments classified as liabilities for accougtin
Tier 1 purposes and have loss absorption feature built in

(AT2) » Dated, cumulative instruments no longer qualifyies 1
Tier 2 * Primarily comprised of dated subordinated debt
Capital « Diminished importance given Basel 3's focus on Tier
Tier 3 Dated, subordinated debt issued to satisfy mailet r

. requirements
Capital

Eliminated from capital under Basel 3

Source: Joyce, T., Dyadyuk, M. & Guzman, J. 201# Road to Basel ,57

From now on, 90% of the capital components thanatepart of the
common equity or the supplementary capital willreeognized in the year
2013, and the recognition rate will be lowered 18%ry year so that in 10
years said components will no longer be regardechpgal components. It

is possible to see the capital differentiation asdnhgredients in Table 2.5.

2.4.2.2 More Capital

More capital is needed in the banking sector togmethe repetition
of financial crisis. With this, risks can be lowé&s seen in Table 2.6., the
need for total capital will stay at its current 8%el and therefore it will not
have to be gradual. Minimum common equity ratio rf@wn equity/Risk-

Weighted Assets) andier 1 requirements will rise to 3.5% 4.5%
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respectively at the beginning of 2013 from theirrent levels of 2% and
4%. Minimum common equity and Tier 1 requiremenid e 4% and
5.5% respectively starting from the year 2014. Firequirements for
common equity and Tier 1 capital at the beginnihgGd5 will be 4.5% and
6% respectively.

The capital conservation buffer brought up with @&adl will
gradually be added to common equity, Tier 1 cagital total capital. Said
rate is planned to be raised gradually from 2018009 and reach its final
figure of 2.5% in 2019. Therefore the total comnegpity requirement will
reach to 7%. Plus, Basel Committee on Banking $tigien has
encouraged bigger banks to allocate more capidéa #90, as bankruptcy of
such banks can cause the whole financial systeorash and burn. New
laws stay on top of the possibility of the violatiof these regulations by the
banks. If any of the banks lower their capital mighcy rate below 7%,
financial authorities can prohibit them from distriing profit to their
shareholders or paying bonuses to their employkeg,may even be forced

to lower the wages of their employees.

Caruana (2010) emphasizes that two main dutiesléhi®icarried

out in order to effectively limit systematic riskshese duties are:

* To regulate raise and growth in expansion periddthe financial
system and to regulate fall and downsizing in reioesperiods in

order to balance the rise and fall of the real econ

* To consider interdependent and common risks betwemcial

institutions for especially significant systematidaks.
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Table 2.6 Changes in the Capital Requirements
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In order to overcome the deficiency of Basel Il aling the
consideration of cyclical behavior of the econormyplementation of a
countercyclical capital buffer that varies betwé$a and 2.5% depending
on country conditions and preferences has beenghtoup. Said buffer
needs to be separated from the common equity er cdmponents that are
sufficient of full loss compensation. Rapid loarmigg growth is aimed to be
prevented with increasing or decreasing the coontécal capital buffer

according to the growth rate of the economy.

2.4.2.3 Leverage Ratio

A transparent, simple, apparent and non-risk bisestage ratio has
been brought up. Said rate will be found by dividthe core capital to off-
balance sheet components considered under a cedauersion rate and
assets (Core Capital / Assets + Off-balance sh@waponents) and 3% rate
will be tested parallel application period thatlwebntinue until the first half
of 2017. The final leverage rate will be determirstd included to the
Pillar | on January %I, 2018, after QIS studies and parallel application

results are evaluated.

2.4.2.4 Liquidity Ratio

With Basel lll, two rates concerning liquidity nadhe.iquidity
Coverage Ratio and Net Stable Funding Ratio has fuemed.

Liquidity Coverage Rate, which will be calculatey @ividing the
liquid assets of the bank to the net cash outflo®0 days, has to be at least
100%. Net cash outflow is the difference betweeshcautflow and cash
inflow during a period of 30 days. As this ratewiriy less than 1 indicates
that the bank will have difficulties in covering tneash outflow with its
liquid assets in western finance institutions,as o be more than or equal

to 1. However if the different features of indussriand sectors in countries
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that have high inflation and scarce funding resesirare considered, the
sufficient amount for the liquidity coverage ratwan differ. If the debt

collection quality is low even if the rate is matean 1, it is a negative
situation. Whereas in a company that has high diatiover, the rate being

less than 1 will not cause any problems.

Net Stable Funding Ratio is calculated by dividiagailable stable
funding” to “the required stable funding”. Net si@alfunding ratio has to be
at least 100% too. While the amount of availablablst funding is
determined according to the maturity dates andittggbf components in a
bank’s liabilities including Tier 1 and Tier 2 c&gdi the amount of required
stable funding will be determined according to dlne dates and qualities of

the components in a bank’s assets.

2011-2015 is determined as a monitoring period lEaquidity
Coverage Ratio, while 2012-2018 is determined fet [Stable Funding
Ratio’s monitoring period. After the monitoring pmts, it is stated that
minimum standards for the said rates will be ancednIn addition, there
are ongoing studies about changing the calculatibrcapital adequacy
regarding counterparty credit risk and trading acts.

2.4.3 Positive and Negative Views about Basel Il

The financial crisis in 2008 which was caused by filactuations in
the housing market in the USA and spread all okervtorld exposed the
fact that many banks used to function with inadégjugality or amount of
capital and liquidity. It is well known that banksy to conduct their
activities with minimum amount of equity and redbbl best possible equity
profit rates. However, functioning with very low mrsufficient capital and
liquidity ratios cause a process of possible lodsa® loan defaults and
other investments which might lead to bankrupteythe light of all these
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calculations, it is unanimously accepted that iuldabe beneficial to raise
the standards regarding capital and liquidity.

When all the financial crisis periods are examiniéds seen that
during positive economic conditions banks tendxiered loan supplies and
distribute high profits to their shareholders amdpyees while during
negative economic conditions they cut resource flowhe real economy by
retrenching loan supplies and negatively affechecac growth. According
to Gurel, Bulgurcu and Demir (2012) the most impottaspect brought up
by Basel Il is the implementations of “counterggal capital buffer” and
“capital conservation buffer” in order to preveritet above mentioned
negativity. From this point of view, although itghit have some short term
negative effects on banks’ value of equity as iuses the need for
additional capital, Basel Il is expected to pasty affect economic growth
in medium term with its said precautions. Plus,ytletaim that that a
banking system with stronger capital structure Wwél integral in forming

macro-economical balances.

Cangurel et al. (2012) emphasize three positivatpaif Basel IlI:

» The new Basel lll package provides a clearer fieagexctor. It might
have an important role in order to remove uncetyain

« The new Basel Il package combines micro and mdexcl
prudence developments. The goal is to form propeital plans in
order to cope with systematic risk and evaluate ittoeease and
decrease trends caused by the economic developnoénthe
financial system. Basel Ill tools will be suitalite limit systematic
risks.

* An appropriate and long enough transition perioghlemned with
Basel Ill. Generally approved transition regulasiamill support loan
giving while helping the banking sector to meet haig capital

standards by proper income protection and capitaiease.
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To sum up, the reports issued such as “Assesssg#troeconomic
impact of the transition to stronger capital arglidity requirements” and
“An assessment of the long-term economic impacstainger capital and
liquidity requirements” (2010) by BIS estimate ttiae long term global
average of the common equity/risk weighted asseis was 7% before the
crisis; and if that ratio is increased 1% alonghwiite implementation of the
liquidity standards brought up by the Basel Coneeittprobability of crisis
will be reduced from 4.6% to 2.3%.

However, there are also negative criticisms abageBlll. Cangtirel
et al. (2010) state that economy and growth figuaes expected to be
adversely affected when the banks aiming a cedquity profit in order to
have additional capital and liquidity tend to ragsioan intermediation costs
and move towards loans and investment tools tleackassified as having
lower risk weight to meet the obligations about coon equity and core
capital; as this situation will result in less loand more interest rates for

medium and small scaled companies that are ratdgdhigher risks.

Hasbu (2010) points out: one opinion suggests ribat regulations
will ensure that there will be no bankruptcy regagdbanks in the event of
a new financial crisis, while another opinion claitiat these regulations
will force banks to have billions of dollars of exges when that money can
be used to help revitalizing the economy duringttime of recession. Both
these views have their supporters among big natisigle U.S.A and U.K
want to implement these new regulations as sogooasible (at the latest
2018), Germany prefers to implement new regulation8023, when they

are sure that the economy is out of recession.

Brown (2010) expressed that Karl-Heinz Boos, pesidof the
German Public Banks, has stated that loan givintitiab of the German
Banks will be limited to a great extent with themeegulations. Therefore,

Cangdrel et al. (2010) denote that time and calenfianplementation of
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these new regulations called Basel Il is greatiportant. They also point
out that there are concerned parties claimingtti@tmplementation of new

regulations in a strict and quick way may damage global economy

recovery process and may cause serious recessifimaacial depression.

BIS took these concerns into consideration andctteges spread over a
large period of time.

The most important benefit of the higher capital #iquidity ratios
announced by the Basel Committee is that they eedbe possibility of
financial crisis. However the effectiveness of eaging the minimum
capital and liquidity ratios to reduce the posdpilof financial risk is

ambiguous.

Brown (2010) states that implementation of Badeldgulations will
be easy for big banks which were rescued by thepéyers but it will be
difficult to meet new capital and liquidity obligahs for the local
commerce banks that have problems to meet theatauequacy ratio in
advance. Lehman Brothers was compatible with Biisedgulations on the
day it was bankrupt. As Matai (2010) indicates LehnBrothers was
crowing about its 11% Tier 1 capital ratio to benast three times more

than the regulatory capital just five days befésecollapse.

As Auer, Pfoestl and Kochanowicz (2011) claim tHznks’
available capital will reduce because of the swapital definition and the
increased risk weighted assets for securitizativading book positions and
counterparty credit risk exposures. According te uantitative Impact
Study (2010) full implementation of the Basel litéord would reduce CET
1 Capital by more than 40 percent. Also, the nexgrage ratio which is 3%
may limit banks’ scope of action. For these reasomseting the required
capital adequacy ratio will be very difficult foorme banks.
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Blundell - Wignall and Atkinson (2010) point outathmany finance
experts and bankers criticize that Basel 11l doeshring anything new to
the flaws in risk weighting which was the basic lgemn of the previous
crisis. Blundell - Wignall and Atkinson criticizéhdt Basel Il Accord’s
weakest point is that portfolios with high riske @hown as possessing low
risk through different derivative products and abdule calculating capital
adequacy these high risky portfolios taken intooaot as low risky by the
banks. Banks do this by purchasing insurance oostrauch as Credit
Default Swaps which are not subject to any regutati For instance, it is
stated that AIG, the biggest seller of these kiafisontracts, went at the
brink of bankruptcy on September 15, 2008 showed these contracts

were a cheat.

Cangurel et al. (2010) give place to another gsiticabout Basel Ill:
banks will tend to move towards high rated pubban tools that are
classified as low risky and as a result, the bargatfolios will carry
country risks in a serious proportion and alsopheate sector companies
that have lower rates will enter to financial impass they will not be able

to acquire funds.

Cangurel et al. (2010) maintain that in order fase@l Ill to be
successfully implemented globally, all supervisanthorities in the world
have to coordinate. Otherwise, a movement towdreountries that have
less supervision from those that strictly implem#r@ regulations brought
up by Basel Il will occur; therefore the globakudt expected from Basel

[l will not be accomplished.

The adaptation period is made long and graduatderado minimize
the cost of implementation of these new regulatiéithough it reduces the
cost, this long of transition period has raised soroncerns. The most

important of these concerns is that a long tramsiperiod will prevent a
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quick adaptation of the new regulations, therefcaeising the Basel Il
implementation to fail the desired level of success

To conclude, as Auer et al. (2011) claim that eslato the
geographical area and lines of business of bahksnipact of Basel 111 will
change from institution to institution. For instanicanks which have more
exposure in trading positions, a significant sd@ation portfolio, larger
activities in derivatives, repo-style operationsd asecurities financing

activities will have more problems than others.
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3. TURKISH BANKING SYSTEM AND BASEL ACCORDS

3.1 Basel | and Turkey

Turkey accepted Basel | in 1988 which was publisimethat year
and followed a gradual process in terms of apptina Turkey applied 5%
in 1989, 6% in 1990, 7% in 1991 and 8% in 1998h&sdapital adequacy
ratio. Following the crisis and developments, up@alizing that the
formula, which only takes into account the cretik iis inadequate and that
market risk has an important role in financial staues, market risk was
added to the formula by the Basel committee in 1996 urkey, after the
crisis in 2000 occurred because of the high exchaatg levels and interest
rate fluctuations, BRSA brought the obligation talcolate the capital
adequacy ratio by including market risk.

According to the 1988 Basel Accord, in OECD cowdyithe
responsibilities of the banks are different frone thanks which are not in
OECD countries. All banks’ claims’ which have lgban 1 year maturity
weighted at 20%, OECD countries banks’ longer-tesi@mms are also
weighted at 20% but non-OECD countries banks’ loitgem claims are
weighted at 100%. According to Basel |, Turkey vimsan advantageous
position since it is an OECD country. Because of thason, the risk weight
of the treasury bonds is 0% in Turkey.

Finally, it can be stated that Turkish banking egsthas been
developing rapidly. By these developmeritseign investment rates have
increased. For this reason, it has gained greatritapce to comply with the
international standards in the banking sectoris lbnly possible to catch
international banking standards by applying theeBasccord and Basel

Committee’s suggestions.
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3.2 Basel Il and Turkey

Considering the positive and negative effects, Bhseevaluated as
an efficient opportunity for Turkish banking syst&yBRSA. While taking
into account the international wideness of Basel delaying the

implementation of these regulations may create sampeedictable costs.

In general, BRSA (2005) highlight the anticipatedvantages of
Basel Il:

* Increasing effectiveness of the banks’ risk managgm

* Using banks’ intermediary functions in an effeetivay,

» Being parallel the banks’ capital level with thgkis they exposed,

* Increasing market discipline with the banks’ public
announcements,

* Recovering management structures of the banks’ omest

companies.

As a result of high technological level of Baselitlis needed to
invest on human resources and information techiyoiagan important
level. Some effects of Basel Il are independeminfthe implementation of
it. For example, a foreign bank using Basel Il Accand providing fund to
Turkish Treasury or Turkish banks, is enough fquegiencing some effects
of Basel Il in Turkey. BRSA (2005) evaluates Bas$ielas a strategic
building block for a bank to manage efficiently tigks, not as an editing or

a calculating tool.

According to the results of quantitative impactdsts, Basel |
reduces the capital adequacy in a certain degrewettr, capital adequacy
level of Turkish banking system is high so this atege impact is not
important for Turkey. According to the results ofSQIR1 (2004), the total
capital adequacy ratio for 23 bank, participatiogthe study, was 28.8%

but the ratio decreased to 16.9% after the impleatiom of Basel II. It can
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be observed that in QIS-TR2 (2007), the capitalgadey ratio decreased
5.6 points from 19.31% to 13.68%. In the QIS-TR3dgt(2011), the ratio
decreased 1.4 points from 18.35% to 16.95%. Corisgiéhe minimum
capital requirement of Basel Il which is %8, theital adequacy of Turkey
will be more than twice after the implementationBafsel 1. As Yayla and
Kaya (2005) point out, that is why, the excess teaf Turkey will make
the transition process to Basel Il easier. On theerohand, with the
recovering process in the macroeconomic environmamd with the
implementation of Basel Il, the loan proportion d@hd risk-weighted assets

of banks may increase.

The decrease in the capital adequacy ratio is disielated to the
high capital obligations of Basel Il for the foreigurrency denominated
treasury bills and bonds and the operational rigkclv is added to the
capital requirements. As specified by BRSA (20@%&}hin the framework
of Basel I, the 8.7 points of 11,9% decrease ésrésult of foreign currency
denominated treasury bills and bonds and 2 pointd 8% is related to the
operational risk. On the other hand, the decreasie capital adequacy
ratio because of the loans given to the compagié<20s.

In the quantitative impact studies, the provisiahsBasel Il were
applied to the current portfolios of banks. Possitthanges on the banks’
portfolio preferences, customers’ credit value andcro level financial
market were not taken into account in case of tmg@ementation of Basel
Il. If some changes occurred in these fields, ttiects of Basel Il on the
banks’ capital liabilities may be different. Foraemple, when the rating
score of Turkey exceeds BBB level (investment gradbe capital
requirement for the foreign currency denominateclisges will decrease
fifty per cent from 100% to 50%. Moreover, capitatjuirements will also
decrease when the companies which are the cligntsamks take good
rating scores. Thus, the effects of Basel [l on thenks' capital
requirements are expected to be better than thdtsed quantitative impact

studies.
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In the context of Basel I, it was not an obligatiorkeep capital for
the banks both the domestic and foreign ones, winake investment to
Turkish treasury securities because Turkey is a@DEountry. However,
in the frame of Basel Il regulations, it is preddt8% minimum capital
requirement for the foreign currency denominategegoment securities
(Eurobonds and debt securities denominated indgoreurrencies) because
of the low rating score of Turkey. On the other dyaBRSA should
determine the capital adequacy ratio for the gawemt securities indexed
to the Turkish Lira and foreign currencies. In theantitative impact
studies, BRSA determined this rate as 0%.

There are some opinions that Basel Il will resttiw flow of funds
to the developing countries. It should not be fdotgo that the big banks
which are the largest provider of funds, take iatwount the countries’
rating score, while determining the price of funéts.other words, risk-
based capital allocation and pricing cases whiclrevadready implemented
will be a rule with Basel Il. In this perspectiv@RSA (2005) predicts that
there will be no important changes in the cost e Turkish treasury
foreign borrowings because of the Basel Il.

According to Basel Il, the banks except foreignKsaare subject to
100% risk weight, if the borrower bank uses thenddadized approach. In
Basel Il, while calculating the credit risk by tls¢andardized approach,
foreign currency securities’ risk weight are detered according to the
country’s rating. In this context, Turkey’s rigkeight is 100% because of
the credit score of Turkey is scaled as BB. Banisich give loans to
Turkish banks, may evaluate the credit risk with thtings given by the
international rating agencies. As a result of tlscording to Yayla and
Kaya (2005) the amount of the loans might decreaséhe cost might
increase, because of Turkey's 100% risk weight.eEigtly, development
banks will be affected by this issue because deveémt banks have the

biggest share in the foreign currency securitiesukey.
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Basel Il predicts different risk management skflts each bank.
Thus, the risk management methods show some diffeseaccording to the
banks’ scale and level of complexity. It is thoughat Turkish national
banks will apply the standardized approach easilywever, it has been
known that there are some data limits in the adedrapproaches. Cah
and Sahin (2011) denotes that the presence of unregéteompanies in
Turkey and the structure formed by the missing dassed on the
accounting records which are not standard and basMdisting scoring
system are important issues and this fact credtesneed of a careful
planning in the compliance process with Basel Ih Be other hand, the
borrowers, especially SMEs in Turkey have not gatrating score and
Yayla and Kaya (2005) claims that this issue ceeat®ther limit for Basel
Il. These issues create the need of some calcusaitmoline with Basel |.

Ayan (2007) claims that foreign banks in the Tunkanking sector
may see Basel Il as an advantage to reduce th&is.don the other hand, it
has been thought that the transition to Basel hasded for an effective

banking system in Turkey.

While calculating the capital adequacy for credsk according to
Basel-Il, a part of Turkish banks (small banks)npiag to implement the
standardized approach. However a part of banksigmetdanks) which are
planning to implement IRB approach specify thatytlage going to use
standardized approach at first and then they vailisplRB approach step by
step. Operational risk definition which comes iatguestion after Basel I
is the most important theme that the banking selcésr been focused on
because Turkey has a stable effort for the impléatiem of Basel Il. In the
investigations made, the concentration of the baplgector increased on
the Pillar-l stage which has the most complex $tmec and long term

preparation process.
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The most obvious effects of Basel Il Accord on Thekish banking
sector, is available with 3 structural blocks. he tcontext of first Pillar,
operational risk added to the calculation of cd@tiequacy and some new
methods were added in order to measure the cisklit$econd pillar gives
some responsibilities to the banks as developimy itilernal evaluation
processes and risk management skills, defining dlugital targets and
keeping capital more than the minimum capital regjuents. Third pillar
clarifies the public announcement issues and defihe scope, shape and

frequency of these public announcements.

While investigating the crisis economies, it is @ved that Turkey
has experienced a serious devaluation in 2001 ararasult of this, many
banks bankrupted. As for the Turkish banking sectmme wide scale
regulations implemented after the economic criSigese regulations are a
part of the transition process to Basel Il Accdnd2001, a regulation comes
into force which brings some restrict rules for ke&ninternal risk
management systems. According to this regulatiankg should establish a
risk management department and by this way antefeeask management
system should be created. From this continuousessy banks who make
important investments for human recourses and tdagital developments
try to make their systems ready. At the currengestanost of the banks
established internal rating systems and startezidate a data set. Also, in
2002, a regulation which adds the market risk te tapital adequacy
measurement came into effect. There is no doulit tthese efforts are

important for Basel I harmonization process.

Tagpinar (2007) indicates the possible effects of Bdkean the
Turkish banking sector:

a) Basel Il will bring more effective and disciplinéanking system.

b) Basel Il will develop modern risk management teghes.
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c)

d)

f)

9)

h)

)
k)

In Basel Il the countries risk weight increasesmr@0% to 100%.
This situation will increase interest costs of thgndicated loans
which are taken from foreign banks and will decesiés amount.
Basel Il brings 8% of minimum capital requiremeot the domestic
and foreign banks which invest to the bonds, demusties and
Eurobonds exported by the Treasury due to the 108Roweight of
the country.

Basel Il decisions will contribute to the estabiisnt of corporate risk
and control culture in the Turkish banks by theleetent of effective
risk management and internal control system. Initiag Basel-Il
will lead a healthy growth by making a contributitmthe risk-based
audit within the framework of an effective risk nagement. In this
sense, the adequacy and effectiveness of the ahteamtrol system
which has a 20% risk weight in the total risk fastwill be extremely

important.

In the context of Basel-Il regulations, implemegtian effective risk
management brings the need of a powerful equitycttre and this

need will increase the capital requirements.

Basel 1l will bring a need of a capital adequacyichhis a risk-

sensitive against the risks that the banks aresedto.

The principle of “Separation of Power” will be dsmore efficiently

between the banks’ marketing, operation and aliogaroups.

Basel Il will contribute to the banks’ implementatiof intermediary

functions in an effective way.
Basel Il will lead banks to use risk indicators gffectively.

With Basel Il, importance of the maturity of loandl increase and
for the loans which have less time remaining to rreurity, banks

will allocate less capital than others.

Basel Il will contribute to the provision of the rkat discipline with

the information that a bank should announce tthi#ic.
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m) Basel Il will increase the importance of risk masagnt for banks
and will help the banks to develop suitable risknagement skills for

the different risk scenarios.

n) Basel Il decisions will bring additional investmeartsts in the banks

for the information technologies and human recairse

0) Basel Il Will bring significant changes in bankgsk appetite and risk

perceptions.

p) With the implementation of Basel Il decisions, tiek level of the
loans given by the banks will affect banks’ loarstcoln this period,
the importance of ratings given to the companieshieyindependent
rating agencies will increase. The lower ratingrecof a company
will raise the banks’ loan costs. Thus, the cosadban given to a

lower rated company will increase.

q) Banks’ customer portfolio preferences will be compa who have
high credibility and solid structure. By this wahetloan interest rates

for these companies will decrease.

r) Increasing concentration of banks on the compawias have high
credibility and low risk level will cause to thecireased competition
among the banks due to the pricing, reputation as# regulatory

capital arbitrage.

It can be said that Turkish banking sector in whticd independent
supervisions made, internal control and risk mamemyg functions
performed and modern risk management techniquekeimgnted, is ready

for Basel Il.

3.2.1 Problems Encountered by Turkey in the Process of
Preparation for Basel-lI

In this section, the main problems encounteredndutihe Basel Il
preparation process are summarized. In the Turkeshking system the
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insufficient risk culture causes some importantopgms about the activities
related to Basel-Il.

Basel Il Accord is needed to invest in human resesrand
information technologies because of its high tetbgioal level. According
to BRSA (2006) resource allocation is the most irtgodt issue for the small
and medium scaled banks in the preparation prodassther important
difficulty for the banks which are planning to usdvanced methods is the
lack of collecting qualified data from a single sm The main reason of
the difficulties about collecting data are the eliéinces between the Basel
requirements and banks’ current data collectingesys and the lack of
companies which have efficient documentation arwb@acting system. For
this reason, the necessity of some regulationshendal sector is emerged
with Basel 1l. BRSA (2006) points out that in thenlks whose consolidation
process continued or completed, the problems atmubining information
systems and customer data caused disruptions quréparation process of
Basel Il. However, it is possible to overcome thpsablems only by the

regulations and decisions taken in the frame abnat initiative.

Office programs and web based software are usetdier to operate
loss database of the operational risk. In additidme data obtained
retrospectively are identified by the internal gohtand inspection reports
and the accounting records and then transferrethéodatabase. BRSA
(2006) indicates that the most important diffieedtiabout creating database
are related to the reaching loss data from the pastds and quantifying

the amount of losses.

In the banks, the transactions which cause opesddtitoss are
subject to analysis frequently. Some precautiorseatablished in order to
overcome these losses by investigating the busihiess in which the
operational risks are high. In addition, some peening systems are

formed against the components creating operatiosial Moreover in some
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banks, self-assessment studies are applied in tvdéetermine the points
that constitute the operational risk. Accordingtihe study results, it is
planned to create risk matrixes and hide the obthinformation with the
loss data in the operational risk database. Bysthdies conducted, it is
aimed to identify and rate level of operationaksisOn the other hand, in
some banks, risk maps are prepared. In the sdasaggent studies, it is

aimed to quantify the operational risks by usingsthmaps.

3.2.2 Comparison of QIS-TR3 Results with QIS-TR2 Results

The contribution amounts (the variation of the citwition of the
related portfolio to the risk-weighted assets attthnsition process from
Basel | to Basel Il) which were calculated by thH&QR2 (2007) and QIS-
TR3 (2011) are shown in Table 3.1. While evaluathmgtable, it should be
taken into consideration that there are differermestg/een QIS-TR2 and
QIS TR3 about the size of the included positionth&ocalculation, the

banks included in the study and the regulatory igroms.

Table 3.1 Portfolios' Contribution to the Risk Weighted Assets

PORTEOLIOS CONTRIBUTIONS (%)
QIS - TR2 QIS-TR3

Trading Books 6.29 5.18
Public Portfolio 18.58 7.05
Banks Portfolio 2.69 1.34
Non-SMEs Corporate Loan Portfolio |4.43 1.66
SMEs Corporate Loan Portfolio 1.44 0.41
Real Estate Loans Portfolio -1.53 -1.4
Retail SME Loan Portfolio -1.5 -1.64
Other Retail Loan Portfolio -7.08 -4.18
Equity Investments Portfolio 0.0 0.0
Investments to Subsidiaries Portfolio |0.28 -0.01
Operational Risk 14.54 0.0
TOTAL 38.1 8.41

Source: Bankacilik Dizenleme ve Denetleme Kurum@dl?Basel Il Sayisal Etki Calmasi (QIS-TR3)
Degerlendirme Raporwp. 53
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QIS-TR2 study was done with September 2006 dataCRdTR3
was done with March 2010 data. In QIS-TR2 studyb&iks were included
to the study from 50 banks and in QIS-TR3 45 bam&ee included to the
study from 49 banks. Moreover, there are some réiffees between the
provisions taken into account about the calculatapital adequacy. In
addition, when QIS-TR2 was applied, there was repital adequacy
calculation for operational risks in Turkey. Howeven the current
legislation, banks should keep capital for the apenal risk and this issue
creates a big difference between QIS-TR2 and QIS-TR

The total contribution of QIS-TR3 shows importaiffedence from
the total contribution of QIS-TR2. When this di#fece is analyzed, the
most important issue is that the operational riskiticbution which is
%14,54 in QIS-TR2 is %0 in QIS-TR3. Secondly, thportant decline in
the public portfolio is conspicuous. The 18,58% tdbntion of public
portfolio in QIS-TR2, falls 11 points and becam®5P6 in QIS-TR3. The
reason of the high contribution of public portfolio QIS-TR2 is that
foreign currency denominated receivables of banksnfthe Turkish
Treasury and Central Bank of Turkey had 0% riskgivein Basel | but they
have %100 risk weight in the context of the stadidad approach. In 2006,
the share of foreign currency denominated secantieich were included to
QIS-TR2 was 6,72% but this rate declined to 1,49%0QIS-TR3. In
addition, the fall of the foreign currency receilegbin balance sheets of the
banks decreased the negative effect of public @aytbn CAR in QIS-TRS3.

In the both quantitative impact studies, retailnlgeortfolio reduced
the Risk Assessment Value. In QIS-TR2, this deereass 8,58%, in QIS-
TR3 it becomes 5,82%. The main reason of this deerés the less share of
retail credit portfolio in the total RAV in QIS-TR®eriod. Another
remarkable point is the contribution of the corperdoans. The total
contribution of corporate loans (Corporate SMEs antker corporate)
reduced from 5,87% to 2,07% in QIS-TRS3. Finally tbtal contribution of

75



SMEs (Corporate and Retail SMES) loans increasad #0,06% to -1,23%
and this caused to the increase of CAR. As a reétitte negative impact of
SMEs loans on RAV, the cost of loans will reducku§, by looking to the
results of QIS-TR2 and QIS-TR3 it can be said Basel Il will have a

positive effect on SMEs funding.

Briefly, it is observed that the absolute contribatof all portfolios
except retail SMEs loan portfolio declined in QI8®3. Because of this
reason BRSA (2006) claims that after the implentenaof Basel I, the
minimum capital which the banks should keep willt hange in an
important manner and the stability of Turkish banki not affected.

While comparing QIS-TR2 and QIS-TR3, examining oaty the
contributions of the portfolios but also the changé portfolios in RAV
will be helpful. The shares of the portfolios ireteum of RAV at the QIS-
TR2 and QIS-TR3 are shown in Table 3.2. Moreovszrd is a decline in
the loan portfolio given to the public, banks andlESs (Corporate and
Retail SMEs) and the investment done to the sudnsedi portfolio.
Especially, the decline in the public portfolio asremarkable point. The
reason of this remarkable decline is related todberease of the foreign
currency denominated securities on the banks’ lsalameet. On the other
hand, in the increasing RAV shares, the importanbtpis the non-SMEs
corporate loan portfolios. It is increased from&Mp to 31.83%. At this
point, the remarkable point is the decline of tbatabution of non-SMEs
corporate loans from 4,43% to 1.66%, although th&res of these loans

increased.

It is thought that the increase of the share of-8MESs corporate
loan portfolio in RAV depends on the SME definitjawhich is different in
QIS-TR2 and QIS-TR3. In QIS-TR3, a rule added ®dkfinition of SME,
an enterprise can become a SME if the number otaraes is 250 or less

than 250. For this reason, several companies rinorethe corporate SME
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portfolio to the non-SMEs corporate portfolio. Ahet reason for the
decreasing contribution of the non-SMEs corporaten| portfolio is the

real-estate loans.

Table 3.2 Changes of Portfolios in the Risk WeightkAssets

RAV SHARE (%)

PORTFOLIOS QIS - TR? QISTR3
Trading Books 7.23 9.84
Public Portfolio 14.78 7.11
Banks Portfolio 4.83 4.77
Non-SMEs Corporate Loan Portfolio 20.87 31.83
SMEs Corporate Loan Portfolio 9.59 6.53
Real Estate Loan Portfolio 2.03 2.65
Retail SMEs Loan Portfolio 10.78 7.72
Other Retail Loan Portfolio 12.21 12.29
Equity Investments Portfolio 0.067 0.003
Investments to Subsidiaries Portfolio 1.06 0.43
Other Assets 5.8 3.64
Operational Risk 11.45 13.16

Source: Bankacilik Dizenleme ve Denetleme Kurum12Basel |l Sayisal Etki Calmasi (QIS-TR3)
Degerlendirme Raporup. 53

In QIS-TR2, these types of properties could notused as a
collateral; however in QIS-TR3 these kinds of magegs have 35% or 50%
risk weight because of Turkey’s use of nationaiative. When we look to
the other components of loan portfolios, there smme small increases in

RAV shares expect the decreases in the SMEs posdfol

3.2.3 Progress of Basel Il in Turkey

Creating the strategies and policies become aityrifor the banks
in the Basel Il transition process. Important pErthe banks in the sector
prepared these strategies and policies and startadply. Others continue
to renew their strategy and policies. In the “Pesgr Report on Basel Il
Implementation” of BRSA (2012), it is shown thabtetbanks which are
nearly 63% of the total sector worked about thatsgies or policies of

Basel Il. Moreover 99% of the banking sector créat@perior management
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team in order to work for Basel 1. When the sitoatis evaluated, it is seen
that banks which constitutes 47,7% of the totakiasize of the market
made an individual based transition to Basel Il @&85% of the banks
made consolidated based transition to Basel lldzgiving approval from

their board of directors about their strategies poidties.

BRSA (2012) evaluated the banks’ compliance stafuthe credit

risk, market risk, operational risk and second #ndl pillars of Basel Il
Accord according to their answers to the surveyedar2012. It can be seen
that 55% of the banks adjusted to the basic inteategs based approach
and 46% of the banks adjusted to the advancednadteatings based
approach between the values of 50% and 100%. Howewe the
securitization process, the compliance of the bamiks under 50%. All of
the banks adjusted to the standardized approagheimmarket risk. The
banks which are highly compatible (75% - 100%) vitie internal ratings
measurement methods, is 86% and 83% respectivelyhd operational
risks, 73% of the banks adjusted to the standatcapproach over 50% but
in the internal-ratings based approach, this ratgssat 60%. It can be seen
that 93% of the banks adjusted to the rules ofaPilll between the
percentages of 50-100. According to the banks’ answthe main problem
is data missing in PD, LGD and EADBIloreover the regulatory uncertainties
and the lack of technology are other missing poifits the other hand,
gualified personal, budgeting and understandingBafkel 1l are not

important problems.

In order to calculate the regulatory capital, Tarkbanks’ current

systems and infrastructures are convenient to use:

For the credit risk;
- 43.2% Basic Internal Ratings Based Approach
- 12,2% Advanced Internal Ratings Based Approach
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For the market risk;

- 94,5% Internal Measurement Approach
For the operational risk;

- 28,7% Standardized Approach,

- 32,6% Advanced Measurement Approaches.

In the context of Basel Il, important part of thenks are planning to
use internal ratings based approach in order toulzke credit risk. Only
5,2% part of the banking sector declared that twély continue to use
standardized approach. 92,9% of the banks decthegdhey are planning
to use Advanced Internal Ratings Based approach.

Table 3.3 Necessary Time for Turkish Banks to Usedvanced Methos

vear  (Comporate Banks (Lt e ISME  |SMiE | et
0 0.1 2.1 5.3 0.1 0.1 0.1
1 24.6 125 | 9.3 12.4 9.2 9.2
2 32.3 13.6 | 13.6 334 36.6 40.4
3 9.5 22.7 | 22.7 9.5 9.5 4

4 11.6 21.3 | 21.3 22.7 22.7 12.8
4+ 19.6 172 | 171 19.51 19.5 29.5
Not Prepared 2.6 9.9 10.1 2.7 2.7 3.4

Source: Bankacilik Dizenleme ve Denetleme KururigZBankacilik Sektort Basel Mlerleme Raporup. 9

In Table 3.3, it is possible to see when the bamilisstart to use
advanced measurement methods for credit risk im thierent portfolios
after the implementation of Basel Il. It can belerstood that banks need
more than two years even if the legislation is yetaduse. An important part
of the banks predicted more than two years espgdialthe receivables
from the banks and Treasury portfolio. For these partfolios, 10% of the
banks did not declare any preparation. In addit®8% of the banks did

not declare any preparation for other portfolios.
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In addition, all of the banks in the banking sedtarve been using
basic indicator approach to calculate capital Hfee@perational risks since
the end of December 2011. 2.4% of the banks anenjplg to use basic
indicator approach in the future in order to ceadbell operational risk
regulatory capital. 78,7% of the banks are plannimgcontinue to use
advanced measurement approaches and 15,8% of ke hee aiming to
use standardized methods. Moreover, accordingeodsults of the survey,
85% of the banks are planning to use advanced measat approaches
earliest in 2014 and over 50% of the banks arenphgnto use advanced
measurement approaches earliest in 2016. 13,8%neofbanking sector
declared that they are planning to use advancecadstby 2013 to

calculate operational risk.

The banks which are 96,7% of the banking sector ing&rnal
approaches to calculate market risk. Nearly allthaf risk measurement
methods used by the banks cover the currency mak market risk.
According to this, 98,4% of the related models ubgdhe banks covers
currency risk and 94,7% covers general market riskaddition, 64,9% of
the related risk measurement models covers comynadk, 39,6% covers
counterparty credit risk and 23,7% covers spedi$iks.

Moreover, the banks who are 34,7% of the whole iman&ector, are
planning to switch to the implementation of econoeapital allocation and
60% of the banks are in the establishment staggeofeconomic capital
allocation model. The ratio of banks who has ecanarapital allocation
model, is 3,8%. Also, by the answers of the survieis understood that
84% of the banks make measurements by definingtthetural interest rate
risk. On the other hand, 85% of the sector defitle®l context of the
liquidity risk and use it in the analysis and 49%le banks defined credit

concentration risk and make risk monitoring onrlated risks.
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On the other hand, in the context of Pillar llljdtstated that banks
are largely compatible with the public disclosurddigations except the
portfolios subjected to IRB approach. Banks’ caamde to the public
disclosure obligations were evaluated within trenfework of foreseeable
risks of the first and second pillars: the bankscw own approximately
%65 of the sector’s total asset size are largelfglyy compatible with the
public disclosure obligations about the credit rigskder the standardized
approach. However this ratio is 0.40% under the I&#proach. In the
market risk, the banks which own 68.20% of the@éctotal asset size are
compatible with the public disclosure obligationsdar the standardized
approach . Moreover, it is seen that 20.8% of thetas are compatible
under the IRB approach. In the operational risk,/20 of the sector are
partially compatible and 1.90% are not compatiblmow the public
announcements. In terms of operational risk, tihgelar full compatibility

ratio of the announcements is 67.7% of the sector.

3.2.4 Implementation of Basel Il in Turkey

In Turkey, the parallel implementation period ofsBal and Basel Il
finished and from the beginning of July 2012, Twyrlstarted to apply only
Basel II.

According to the reports given to BRSA at March 201,2 point
CAR decrease is expected. Despite this declinecipgal adequacy ratio
does not decrease under the regulatory and aintied As it is known, in
Basel I, the criteria of OECD membership was usédengiving the risk
weights to the assets. However in Basel Il standedd approach, risk
weights are calculated according to the credit nggti Countries’
supervisory authorities can use their initiative fbe receivables from
countries’ treasuries and central banks. By thigative, it is possible to
give a risk-weight between 0-100% to the nationarency denominated
and funded receivables. Thus, foreign currency oemated public

receivables have 100% risk weight due to the Tuskeyrrent rating. On
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the other hand in the context of national impleragah choices, the
domestic currency receivables from the Turkish Suey and Central Bank

are subject to 0% risk weight if they are funded incurrency.

In the current approach;

* The housing loans which have 50% risk weight wdlveeighted as
35% under Basel Il standardized approach.

* According to Basel I, the cash secured corporaeddiave 0%, real
estate secured loans have 50% and other loans 1038 risk
weight. In Basel Il, these risk weights determirsadording to the
corporates’ ratings.

* In Basel I, retail and SMEs loans have 100% riskghte however if
these receivables have a credit protection, thie weight may
decrease. In Basel Il, these kinds of receivablassified in 75%
risk weight. Non-rated companies will be weighted 00%.

* Individual credits which should be weighted in 758ll be
weighted between 150% and 200%.

3.3 Basel 2.5 and Turkey

As mentioned before, Basel 2.5 focuses on devajopinhe lacking
points of market risk calculation methods of Badeand determines the
capital requirements occurred from the securitimatpositions. In the
current legislation, the amount of market riskascalated by using the risk
measurement models or standardized method; hovtheeusage of risk
measurement models is subject to the permit of BR&Aresent, there is
no approved bank from the BRSA in order to use msasurement model
for calculating the market risk. On the other hatite securitization
operations used in the sub-standard mortgage muihieh are shown as
the main reason of the global financial crisis moeused in Turkey widely.
For this reason, it is expected that Basel 2.5 ssiggns will not have

important consequences in Turkey.
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3.4 Basel lll and Turkey

When past and current studies are considered, @bisous that
Turkish Banks will not need a great deal of capitahey adapt Basel Il
regulations. The structure of capital in the TunkBanking system shows
that the ratio of capital like loans in equitiee dow, whereas common
equity components such as paid capital, profit rveseand undistributed
profit are higher.

The concept of Tier 1 in Basel Il represents tbheeccapital with
some changes in Turkey’s legislation. Supplementapjtal is called Tier

2. Some of the said changes are below;

. Assets deducted from capital are deducted fromatat of core and
supplementary capital in Turkey when calculating eélquity, while in Tier 1
calculation ADCs are deducted as 50% from the capgtal and 50% from
the supplementary capital.

. The minimum capital adequacy ratio is formed irpees to the
(Core Capital + Supplementary Capt@DC) / RAV ratio. On the other
hand, while our current legislation has no diregtimum capital adequacy
ratio for Tier 1, the rule that prohibits the sugpentary capital from being
more than 100% of the core capital assures thaatieof the core capital

is high.

Table 3.4 Equity Items of Turkey

As of June 2010 Amount(*1000TL) Percentage
Tier 1 Capital 113.055.045 91.2%
Paid in Capital 46.297.649 37.3%
Retained Earnings 62.430.683 50.4%
Other 4.326.713 3.5%

Tier Il Capital 12.320.900 9.9%
Tier 11l Capital 0.0 0.0%
Deductions 1.392.234 1.1%
Total Own Funds 123.983.711 100.0%

Source : Delikanlij. U. 2011,Road to Basel-lll: Strategies and Priorities of BBDK, p. 17
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As seen on Table 3.4, total core capital (Tier pitad) forms 91.2%
of total equity and supplementary capital (TieChpital) is 9.9%. Paid-in
capital and retained earnings which are the mopbrtant components of
the core capital, form 37.3% and 50.4% of the tatguity capital
respectively and indicate that the sector is fuumstig with a high quality
capital. The Tier Ill capital component removednire@quity calculations
with the implementation of Basel Ill did never dxia Turkey so this
situation will not affect Turkey’s banking sectdn consideration of the
information above, Cangirel et al. (2010) claint tih& difference between
capital adequacy and common equity adequacy natiturkish banks will
be less than those of USA and Europe. This sulgectore important for
the banks of USA and Europe as components thatnaredefined as
common equity but take place in the total capital lagh. In addition, the
fact that Turkey had set a minimum target rate 2%1in the year 2006 in
addition to the accepted 8% capital adequacy redetree most effective
proactive precautions in order to prevent the bainésn having capital
shortages. The capital adequacy ratio of the ThrlBanking Sector is
19.2% as of June, 2010 and 16.5% as of June 20i2hwis well above
both the regulatory limits and the target rate.

The liquidity ratio that is calculated for a one-mtio term in Turkey
is largely compatible with the Liquidity Coveragati® brought up with
Basel Ill. In fact, Cangurel et al. (2010) indicateat when the changes
brought up by Basel Il are examined from the pahtcontent, subjects
regarding liquidity and capital buffer are largehyline with the proactive
precautions taken by the BRSA before the finanmiais. For example, the
regulations and the additional acid-test ratio enpénted by the BRSA in
2006 brought up principals regarding liquidity ris&valuation and
management while Basel Il did not determine anyddeds about the
evaluation of liquidity risk in the Pillar 1. Saigkgulations implemented by
the BRSA contributed greatly to Turkish banks’ sthomnctioning without
liquidity problems during the global crisis.
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Similarly adapted “Tighten in expansion, loosen recession”
philosophy and “Target Capital Adequacy Ratio” ierpentation brought
up by the BRSA can be viewed as proactive precasiti€angirel et al.
(2010) claim that by the general framework of eifex liquidity
management formed with both a strong and well sigea banking system
and experiences from previous crisis, Turkey hasred the global crisis
period very well prepared. In this context, ae®f precautions are taken
regarding the foreign exchange market and the bgnklstem foreign
exchange liquidity with the monetary policy exitadegy carried out by the
Turkish Central Bank. (Suspending of foreign exgeapurchase biddings,
commencing of foreign exchange sale biddings, r@stgforeign exchange
deposit broking activities, deducting two pointonfr the compulsory
foreign exchange cash reserve ratios, raising #poré rediscount loan
limit, etc. ) With the said regulations, Turkish @@l Bank need to take
additional radical precautions lowered and the lmnbalance sheet
structure remained intact. On the other hand, wBésel 111 Accord allows
banks to leverage their equity up to 33 times, thie is 12 times in the
Turkish banks so it is possible to say that thedage border will not limit
Turkish banks.

According to Cangurel et al. (2010) in situationsene the CAR is
close to the minimum level, the subject of failoferaising assets, in other
words loans and unsecured loans might come up.odws of the
crowding-out effect may vary, depending on the goofjure of the
economy (acceleration or deceleration of economievth) and priorities
(growth or fighting inflation). In order to analgzas such, the CAR has to
be close to the minimum level. However, said rateansiderably high in
Turkey and it is difficult to state that the minimuevel of the CAR will

have a negative effect on growth in the currentuasion.
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4. GENERAL VIEW OF TURKISH BANKING SYSTEM

While the effects of the global crisis on the intgronal financial
markets are still continuing, CBRT (2012) denotieat tTurkish banking
sector is protecting its powerful and healthy dtite. By the contribution of
capital inflows and implemented flexible monetaoliges, the value of the
Turkish Lira remained stable compared to other kibpheg countries. In
general, the upward trend of the loans includirasenal effects remained at
reasonable levels. As it is desired, credit groistainly resulted from the
corporate loans and the growing rate of the consumens is slower.
General structure of the loans consists of Turkishdenominated and mid-
long term loans and this tendency is evaluated @stipe about the

management of credit risk.

With the implementation of Basel Il on July 201#haligh a limited
decline is expected in the capital adequacy rét® CAR will be above the
legal ratio which is 8% and the target ratio whishL2%. In this context,
CBRT (2012) predicts that there will be no diffiguivith Basel Il Accord
which Turkey’s compliance process is still contmmyi Thus, within the
framework of Basel Il regulations, for the Turkibanking sector the share
of the common equity (that includes elements whiahe a high capacity to
meet loss) in Tier 1 capital is approximately 90860& March 2012. The
profitability of the sector started to rise withetfirst quarter of 2012.

The re-increase of the sector profitability and ¢heation of retained
earnings without distributing the profits strengthexjuities of the banking
sector. Although there are so many uncertainties gtobal financial
markets, Turkey has no problem with providing funflem foreign
countries. The strong structure of banking secés positive effects on the

financial stability. However, it is inevitable tmplement macro-prudential
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measures in order to protect financial stabilityiagt fast changes of the
global markets. For instance, export rediscountitsewhich strengthen
foreign currency reserves and balance foreign tkiadeupporting export
sector are another policy tool. Moreover, the lavof these credits which
are given via Exim Bank, increased and some fasliare done for using

these kinds of credits.

On the other hand, statutory reserves have beehsisee 2010 in an
active way to decrease macroeconomic and finangs&k and protect
financial stability. The statutory reserves’ lidglb)s are differentiated
according to their maturities and this contributedthe decrease of the
banks’ asset-liability maturity mismatches. Whidkihg into account the
rapid increase of the loans, the statutory reseavesincreased in several
times especially for the short-terms loans. From $bcond half of 2011,
discounts were done in the statutory reserves kecad the financial
problems in the developed EU countries and dedederan the global

economy to provide liquidity.

4.1 Balance Sheet Sizes

In Table 4.1, balance sheet sizes of the bankiotpsdetween the
years 2000 and 2009 are given. The rapid increddbeototal assets is
remarkable. The share of financial assets in tgaéts increased until 2003
and gradually decreased after 2003. Also, theesbfloans in total assets
increased. This increase indicates that bankstdatefitcom the government
securities to the loans. In the liabilities partbaflance sheet, it is observed
that banks continue to grow based on deposits aagkase in deposits
between 2000 and 2009 is 641%.
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Table 4.1 Turkish Banking Sector Balance Sheet Sig¢2000-2009)

Billion TL | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009

Assets 104,1| 166,4 216,5 250,7| 307,2| 397,8| 485,8| 562,3| 708,4| 801,8
Liquid 215| 385 34,4 363 430 632 742  748|1009| 102,6
Assets

Financial | 15 0| 16,9) 86,1| 106,9| 123,7| 1430 168,3| 1759 207,8) 280,9
Assets

Non-

Performing 1,5 4,3 3,7 1,0 0,8 0,8 0,8 1,1 2,5 3,2
Loans

Credits 34,2 41,0/ 56,4/ 70,0/ 103,2| 153,1| 218,1| 280,5| 366,9| 381,0
Non-

Current 13,9| 51,6/ 18,3| 19,3| 22,1| 20,1 17,3| 19,2| 19,7 22,5
Assets

Other 21,0 14,1 17.6| 17,2 14,4 17,6 7,1 10,8/ 10,6/ 11,6
Liabilities 101,9| 164,2| 212,7| 249,7| 306,5| 397| 484,9| 561,2| 705,9| 798,5
Deposits 68,4 117,1| 142,4| 160,8| 197,4| 253,6| 312,8| 357| 453,5| 507,3
Non-

deposit 19,8/ 26,6/ 31,5 39,1/ 45,3| 66,9 87,2 91,6| 125,2| 137,7
Sources

Equity 50 9,7 25,7] 35,5 46,0 53,7 58| 73,5 82,7| 106,5
Other 8,7 10,7 13,1 14,3| 17,8 22,7| 26,8/ 39,1| 44,5 47,1

Source: Cgkun, M. N., Ardor, H. N., Cermikli, A. H., EruyguH. O., Oztiirk, F., Tokatl@gu, 1., Aykag, G.,
Daglaroglu, T. 2012, Tirkiye'de Bankacilik Sektoru Piyasa Yapisi, Filbavranilar ve Rekabet Analizp. 32

Banks' return on assets and return on equity avenrshin Table 4.2.
Return on assets is calculated by dividing a coryigaannual earnings to
its total assets. On the other hand, return ontydgicalculated by dividing
a company’s net income to the equity. The data shthat the Turkish
banking sector is developing. It can be observed the profits in the
banking sector increased continuously except fag ttear of 2008.
Moreover, as stated by gain et al. (2012) it might prove an increase of
the profits because of the decrease of the conpeptressure in the system

or the limited level of competition in the market.

Table 4.2 Return on Assets and Equity

2000| 2001 | 2002| 2003 | 2004 | 2005| 2006 | 2007 | 2008 | 2009
Return on Asset | -3,6 -3,8 1,4 2,2 2,1 1.4 2,3 2.6 1,8 24

Return on Equity |-89,8| -69,9 11,2| 15,8 14,0 10,6 189 19,5 155 18,3
Source: Cgkun et al. 2012T urkiye'de Bankacilik Sektori Piyasa Yapisi, Filberanglar ve Rekabet Analizp.49

88



Table 4.3 gives the opportunity to compare asgesf the Turkish
banking system with 27 EU countries and some sdectember countries.
While comparing the total assets in 2008, Europ@antral Bank (2010)
points out that Turkey was in T5place among 27 EU countries. Especially
2008 and 2009 are the years that the crisis isé&iously in the Euro zone.
In the Euro zone, the total asset sizes of crawstitutions, insurance
companies, mutual and pension funds were interduptéhe second quarter
of 2008. On the other hand, the total asset siz®moking sector continued
to grow. ECB (2010) indicates that in 2009, thalte@issets of the banking
sector in the euro zone composed 75% of the tgsaes which consists of
insurance companies and investment and pensiors.fundthis context,
despite the financial crisis, assets continue tavgon average in the Euro
zone because of the rapid growth of the banks’'tasse new member

countries.

Table 4.3 Asset Sizes of EU and Turkish Banking Sigsn

Billion Euro 2002 2008
EU* 25.312 42.209
Turkey 127 343
UK 5.856 8.840
Germany 6.370 7.875
France 3.832 7.225
Italy 2.024 3.628
Holland 1.356 2.235
Luxemburg 663 932
Greece 202 462

Source: Cgkun et al. 2012Turkiye’'de Bankacilik Sektdrl Piyasa Yapisi, Filbavranglar ve Rekabet Analizi
p. 62.

The financial assets of Turkey had 11% improvenudnthe total
GDP between the years 2003 and 2007. The most tengdiactor which
contributed to this improvement is 26% declineltd het debt ratio of the
public sector (Central Government and Central Barl)% increased
leverage by the household and 5% increase of thdinancial sector. As a

result, the net liability of the economy takes plat 8% of the total GDP. In
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2008, net financial position increased becausevéthige of TL depreciated
and net financial liabilities of the companies gased. As a whole, in 2009,

net financial assets showed an improvement.

Compared with the previous year, in December 201l total assets
of the Turkish banking sector increased 21% nomi®ab% real and
became 1.218 billion Turkish Liras as seen in CHatt Thus, the total
balance sheet size of the Turkish banking sectdG@d ratio increased
from 91.6% (December 2010) to 94% in December 20iMarch 2012,

the asset size of the banking sector was 1.228millurkish Liras.

Chart 4.1 Turkish Banking Sector Growth (Billion TL ,%)
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4.2 Credits

A comparison with the Euro zone might draw a pietaf the
lending capacity of the Turkish banking system.Thible 4.4, the credit
stocks of the Turkish banking system, 27 EU coestand some selected

countries are shown.
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Table 4.4 Credit Stocks of EU and Turkey

Billion Euro 2002 2008
EU?’ 11.076 19.275
Turkey 30 172
UK 2.195 5.118
Germany 3.022 3.229
France 1.370 2.290
Italy 1.066 1.808
Holland 704 1.098
Luxemburg 132 203
Greece 95 221

Source: Cgkun et al. 2012Turkiye’'de Bankacilik Sektdri Piyasa Yapisi, Filb@vranslari ve Rekabet Analizp. 63

Through the measures taken during the crisis ltke thanges
occurred in the profitability rates and decreasddrest rates provided an
improvement in the banks’ profits and capital ratlmy the high interest
margin. This improvement also compensated the ase@ non-refundable

credits during the crisis period as seen in Chat 4

Chart 4.2 Increase in the Non-Refundable Credits
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Source: Cgkun et al. 2012T urkiye'de Bankacilik Sektori Piyasa Yapisi, Filbavranglari ve Rekabet Analizp. 193

Because of the fragile structure of the globalrizial market, credit
growth lost momentum in many countries. In parailgh the developments

in the local and global financial markets, theaatf the credit growth to
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GDP in USA, UK and Japan continue to decrease ihl20ut in the
developing countries, the ratio remains high intespof the loss of

momentum as it can be seen in Chart 4.3.

Chart 4.3 Credit Growth / GDP (%)
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4.3 Deposits

Deposits and the share of deposits in total agsesl@own in Table
4.5. The change of deposits in the total assetsvshthversity from one
country to another. The share of deposits in thal tassets decreased in
Turkey, France, ltaly, Greece and Luxemburg whiléncreased in UK,
Germany and Holland. ECB (2010) asserts that thsore of the increased
deposits in some of the member countries’ bankiygjesn in 2008 and
20009 is the banks’ efforts to collect deposits Whace stable resources due
to the increase in the interest rates. Anotherorea$ the increased deposits
in the total assets is the household’s transfémahcial resources from the
non-banking sector to the banking sector as ifers
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Table 4.5 Assets of EU and Turkish Banking Systenna Deposits to
Assets Ratio

2002 2008
Billion Euro D2p05|ts/ Billion Euro DETPRENS |
ssets Assets
EU 9.104 36 16.788 39,8
Turkey 83 65,4 209 62,1
UK 3.347 57,2 5.857 58,5
Germany 2.446 38,4 3.067 39
France 1.078 28,1 1.670 23,1
Italy 764 37,7 1.189 32,8
Holland 539 39,7 1.001 44,8
Greece 134 66,3 281 60,8
Luxemburg 200 30,2 263 28,3

Source: Cgkun et al. 2012Turkiye’de Bankacilik Sektdrl Piyasa Yapisi, Filbavranglar ve Rekabet Analizi
p. 68.

4.4 Capital Adequacy and Equity

In Turkey, the capital adequacy ratio of bankingtesgn which has
decreased since the beginning of 2011 showed tetinmcrease at the end
of the year. The capital adequacy ratio is quitevalthe legal ratio which is
8% and target ratio which is 12%. As seen in Chatfin March 2012, the
CAR value of the Turkish banking sector is increb8d points and became
16,6% which was 16,5% at the end of 2011. CBRT Z2@bints out that
the reason of the limited increase in the capiiglgaiacy ratio of the sector
is the improvement in the profitability performarered the slowdown in the
credit growth. On the other hand, the share of Tieapital in the total
equities was about 90% in March 2012 and this shibmshigh quality of
the equity components of the sector. In fact, Tieapital ratio reached a
high level which is 14,9% at the end of 2011.
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Chart 4.4 Capital Adequacy Ratio - Turkey (%)
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Moreover, it can be seen in Chart 4.5 that thetgduoi assets ratio
was in a rising tendency and it was 11,9% at tllea#r2011 and 12,5% in
March 2012. Equity structure of the banking sed positively affected
from the increase of the sector’s profitability feemance and securities
fund, the limitation of the banks’ distribution pfofits by the BRSA and
from the provision of important amount of retainegnings by this way.
However, by the implementation of Basel Il in JABA2, a limited decrease

in the capital adequacy ratio is predicted.

Chart 4.5 Equity to Assets Ratio - Turkey (%)
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Chart 4.6 Country Based CAR and Equity to
Assets Ratio (%)
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Compared to other countries, as seen in CharTdrkey is among
the countries that has high rates in the capitafjadcy ratio and the equity
to assets ratio. Despite the expectations abouti¢cecase of the CAR in
the transition process to Basel 11/2.5, the segtdr maintain its current
level of profitability performance and will protedts strong capital
structure. Also, while there will be a limited dee in CAR by the
implementation of Basel Il in July 2012, it is predd that the CAR will be
still above the legal ratio (8%) and the targeiorét2%). In this context, it
is expected to have any difficulty in the transitjgrocess to Basel 11l whose
compliance efforts are still going on. In Turkeyithin the framework of
Basel Il regulations, the share of common equithiding components that
have high capacity to meet loss in the Tier 1 ehpite at the levels of 90%
as of March 2012.

4.5 Liquidity Adequacy

One of the main reasons of the last financial €nvgas the extreme
leverage rates and the weak liquidity situatiorthef banks. The possibility
to establish Turkish Lira statutory reserves aslgoid foreign exchange
affects the banking system positively through thguidity and cost
channels. By this way banks’ need of Turkish Lirguidity and their
borrowings from the Turkish Central Bank reducetthdugh the ratio of
the liquid assets to the total assets deteriordtésipossible to see in Chart
4.7 that the total liquidity adequacy ratio of thenking sector is above the
legal rate which is 100%. It can be said that thaidlity ratio of Basel IlI
will not negatively impact the profitability of thEurkish Banking Sector.
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Chart 4.7 Liquidity Adequacy Ratio - Turkey
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4.6 Portfolio Investment Liabilities in Turkey

Portfolio investments are includes public or prevaector’s bonds,
securities, stocks and other money market instrisnerPortfolio
investments are classified as assets and liabilitreder the main headings:
equity and debt securities. There are many natiandlinternational factors
which affect the increase and decrease of thegoreapital flow. These are
general macroeconomic stability, national econognamwvth, exchange rate
stability, interest rates, liquidity of the stoclarket, general situation of the

foreign banking system.

As seen in Chart 4.8, 2001 and 2008 are the yehrshwportfolio
liabilities of Turkey are in the lowest level besauof the 2001 Turkish
economic crisis and 2008 global financial crisiqieTsum of Turkey’s
liabilities to the foreign countries was 601,3 ibifl dollars as of November
2012. Provided net foreign source was 62 billiodlade in the first 11
months of 2012 and approximately 57% of this fanegpurce flows to

Turkey by the portfolio investments.
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Chart 4.8 Porfolio Investment Liabilities in Turkey
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Especially, the portfolio investments have accédetain July 2012.
Foreign investors made investments to the secsirétied bonds in Turkey
because they found the financial assets’ priceshaap and returns as high.
They think that returns will decrease and pricel wcrease in the future
because Turkey’s current accounts deficit tendethltoafter the extreme
increase in 2011, inflation was high but it hasadency to decrease and
there was a expectation of increase in Turkey'slicmating. Also, the
depreciation of Turkish Lira in the second half 2011 and first three

months of 2012 became effective in the decisiorfergign investors.

The Institute of International Finance predictattfiow of funds to
the developing countries will gain momentum in 2@E2ause of the rapid
economic growth of these countries and very lowredt rates. According
to the data of Institute of International Finan2612), capital flows to the
developing countries will reach to 1,026 billionlldes in 2012 and 1,100
billion dollars in 2013. On the other hand, Fitcltreased Turkey’s credit
rating from BB+ to BBB- which is the adequate lewel become an
investable country and this situation may affedifpeely the funds flow to

Turkey.
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5. DISCUSSION

5.1 Basel |l Accord and Necessity for Basel 1l Accord

As mentioned before, because of the global fireraisis occurred
in 1970 and 1974 and adopted liberal economic sli;n many countries,
Basel Committee issued Basel | Accord in order tkenbanks’ structure
stronger which are the most important actors ofcdatal market. With this
accord, Basel Committee tried to establish a reskeld relation between the
assets of the international banks and their capital

Basel | Accord focused on the minimum capital idesrto minimize
the costs of the depositors in case of a bankruftcg methods which are
used by Basel | for measuring the market and cnesks that a bank is
exposed are;

» Lacking of measuring banking risks in a realisteyw

* Unable to take into account the price fluctuationthe financial
market,

* Unable to supervise the differences of the bankw'tf@lio
creating behaviors.

Because of these reasons, the expansion of thes swoBasel |
Accord and creation of more precise risk measuréraed management

methods became increasingly a necessity.

In order to resolve the shortcomings and make hiealthe risk
measurement methods of Basel |, Basel Il Accord esablished in 2004
by the Basel Committee. It is possible to see tlaerdifferences between

Basel | and Basel Il in Table 5.1.
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Table 5.1 Comparis

on of Basel | and Basel Il

Basel | Accord

Basel Il Accord

Taking into account only credit and
market risks while calculating CAR

Making CAR more sensitive against risk
and taking into account operational risks
while measuring the credit risk

(%)

OECD membership differentiation
while determining the ratings relate
to the credit risk

Use of the ratings given by the rating
dagencies to measure credit risk

Using only one risk measurement
method

While providing alternative methods for

use internal measurement methods

each risk category, encouraging banks to

Same treatment by the supervisory
authority to all financial institutions

Putting emphasis on importance of the 1
management and spread of the risk cult

sk
Lire

Putting emphasis only on CAR

Putting emphasis on CAR, the necessity
the audit and supervision and necessity

of
of

the market discipline

5.2 Reasons of the Global Fi

nancial Crisis

All the regulations done could not avoid the profdewhich started

in the USA estate market and the spread of thésdrgm the developed

countries to developing counties.

Firstly, the most important factor of the crisistige securitization.

By the securitization, new financial assets wereatgd and these assets

were sold to the investors in the whole world. Glbh regulations related

to the banking sector give banks the opportunitiyetep the risk out of their

balance sheets by the securitization of credit. e financial products

like the structured credits and the ability to exid risks out of the banks’

balance sheets and large-scaled complex bankirngnsyisecame effective

in the spread of liquidity crisis from the bankisgstem to USA markets

and the whole world. In addition, the other impotteeason of the crisis is

the weak underwriting. The m

implementation named “risk

eaning of the weak wwdéng is the

layering”. Instead of e thtraditional
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mechanism, a bank who gives mortgage loans dittewy these assets until
their date of maturity and sells these assets loyrgzing them with
financial intermediaries’ channels. In that systéne, bank or intermediary
who gives the loan is not affected from the repaymw the borrower
because the lender disposes of the loan befomatts of maturity comes.
Moreover, in that system unlike the traditional kiag system, the lenders
are not curious about the correct evaluation ofltla&. By the Recourse
Rule which is an American amendment of the Baseiofd, the capital
amount that banks should hold against the secediitassets is associated to

the rating system. Friedman (2009) gives an exampl

“Under the Recourse Rule, American commercial kbamvere
required to hold 80 percent more capital for thencercial loans, 80
percent more capital for the corporate bonds, ahghédcent more capital
for the individual mortgages than they had to hfud the asset-backed

securities, including mortgage-backed securitiesdr&A or AAA.”

By this regulation, banks reduce the amount oftehfhat should be
kept by collecting the mortgage loans into a paw Ay securitizing these
assets instead of holding them in their balancetshe

In the spread of crisis derivative markets becarnse affective.
These markets served as a mechanism which spieadsisis between the
financial markets and financial intermediaries. ib&ive markets expanded
globally because financial intermediaries meet teh@dequacy ratio by
hedging the derivative products and gain some ddgas about risk
management by decreasing the VAR value. The moporitant decision
taken by the Basel Committee in 1998 is that a b&ivduld increase the
amount of capital for risky assets. However, theiteh adequacy rules
determined in the Basel | Accord contains more degulations for the
mortgage loans and mortgage backed securities gechpathe commercial

and consumer loans. By using the derivative prajuiinks can hedge the
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market or credit risk so they can keep less cajpaakhe risks related to
other activities or trading transactions. Thus,dker-the-counter derivative
markets increase the leverage ratio and gives pip@rtunity of entering
equity swap transactions to the big scaled bankk iamestment banks.
Moreover, the cause of the banks to retain seeantiith high credit quality
is the regulations developed about the capital @aeg by Basel Il. The
capital adequacy ratio varies according to the ebgoke risk from the
investments. For example, if a bank holds a Trgabill or government
bond of a relatively safe country, it should separ@ss capital against
possible risks. Before the global financial crisigyrtgage backed securities
with high credit quality, CDO’s and similar type sécurities were assessed
as low risk weighted and the regulatory authoritlesught that these types

of securities are safe.

Another distortion in the financial system whichsaseen before the
crisis is the increase in the leverage ratios. ©hdhe reasons which
increase the leveraged transactions is the risleeofate of return on capital
due to the finance of financial institutions’ pottbs with less capital by
ignoring the risk. Another reason of the banksemgions with high
leverage ratios is to gain superiority against blardnches that have a fixed
cost and against legal regulations by growing thalance sheet. Banks’
increase of the leverage ratios and growth of lw&@lasheets cause to the
expectations about the rise of asset prices aisdctieiates an asset bubble.
Basel Il regulates the minimum capital to risk weegl assets ratio which
are in the banks’ portfolios. However, this rasaot a direct constraint on
banks’ leverage ratios. Extreme leverage ratiosamfle banks’ balance

sheets quite sensitive against possible losses.

Furthermore the shadow banking system became igHetnt the
spread of crisis. The loan funding was grantedheyrton-banking financial
institutions such as investment banks, hedge fundsgy-market funds and

financial companies. These are called as shadowirmarsystem and the
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biggest player is the investment banks. This systenot under the control
of a supervisory and regulatory authority. In addit in this banking system
there is any obligation to share information withe tpublic as the

opportunity to share information is given to thengany’s own authority.

One of the premises of the crisis is that the gatigencies do not
fulfill timely and sufficiently their obligationsAs it is known, the rating
agencies which give ratings to the banks and dthancial institutions are
financed by these banks and institutions eithen this structure, the

objectivity of these rating agencies declines.

On the other hand the capital adequacy fulfillinffores of the
financial institutions increased the impact of thisis. The decrease of the
assets value caused a decline in the capital ahdial institutions. In order
to meet the capital adequacy ratio and restoreidemée of the customers,
financial institutions provided new capital fromtside or decreased their
leveraged positions. In other words, they narrotedsize of their balance
sheet by selling the assets without looking to pinee of them or by
reducing the loans that they give. san et al. (2012) claim that the recent
regulations about the capital standards made byB#sel Committee will
improve the amount and quality of the financiatitasions’ capital.

5.2.1 Global Financial Crisis and Basel Il Accord

Basel Il Accord became effective in the 2008 firiahcrisis or not?
To answer this question it is important to takeo inbnsideration the two
different views of the writers who accuse BaseAdkcord for the financial
crisis and who see Basel Il Accord as an advantagerovide financial

stability and to prevent future financial crisis.
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5.2.1.1 Quality and Quantity of Banks’ Capital Suggested by
Basel Il Accord

The quality and quantity of banks’ capital suggesby Basel I
Accord is adequate or inadequate to prevent adiaharisis? There are two
different approaches of writers to this questionohe side Onado (2008)
claims that Basel Il is not a regulation which emses the inadequate
capital level in the banking sector and the CAR a&rm same with Basel I.
Also, Blundell-Wignall and Atkinson (2010) claimahBasel 1l regulations
does not include sufficient capital for the capitedrket activities of banks
like securitization which is the main reason oflglbfinancial crisis. On the
other side, there is an idea of Cannata and Quesdiica(2009). According
to their view, the required capital level remaiasne because BIS aimed a
progressive pass from Basel | to Basel Il. Morepuasel Il gives
importance to the development of risk managemelfitips by the banks
and supervisory authorities for the financial digbi They suggest that
effective internal controls are more important thdarge capital
requirements. Benink and Kaufman (2008) state ¢hpital requirement of
many banks under Basel Il is less than Basel | Atsorequired capital
which can be seen in the Quantitative Impact Studi®r example, QIS
results show that the USA some largest banks’ redutapital decreased
more than 50%. Cannata and Quagliariello (2009Wkti@t it is true but it
is an advantage for the regulators to give incestito the banks for the

implementation of more advanced risk measuremetitouds.

5.2.1.2 Relation Between Fair-Value Accounting and
Implementation of Basel Il Accord

The relation between fair-value accounting whiclnsinternational
accounting principle for trading books and impletagéion of Basel I
Accord caused important losses in the intermediapertfolios or not?
According to Zingales (2008), due to the fair-valassessment, banks

increase their capital or decrease lending wheretli® a balance-sheet
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losses. However, Cannata and Quagliariello (20aR) that any regulation
which set a rule for the minimum capital will leadoroblem like this. The
vulnerability of banks’ balance sheets resultednfritie implementation of
Basel Il standards and the new accounting pringipiéhe same time and it

can be prevented by some prudential filters.

5.2.1.3 Pro-Cyclicality of Basel Il Accord

The pro-cyclicality of Basel Il caused to the bess cycle
fluctuations or not? Blundell -Wignall and Atkins¢2010) support the idea
that the leverage ratio is high in good times awd ih bad time or it is easy
to use counterparty credit policies in good times ib is difficult to use
them in bad times. Moreover, Goodhart and Pers2008) assert that Basel
Il does not include a counter-cyclical control magism to prevent credit
booms. Otherwise, Cannata and Quagliariello (20@@ntion about the
efforts done by the Basel Committee to decreaseetfexts of the pro-
cyclicality such as the implementation of more fade risk-weights for
less cyclical borrowers like SMEs and developmémapital buffers which
can be used in bad times. However, they also dhahthe pro-cyclicality
is a feature of any capital regulation which redtle likelihood of banks’

defaults and provide greater coherence betweetatapid risk.

5.2.1.4 Independency of Rating Agencies

The rating agencies which calculate the credit niskder the
standardized approach are independent or not? Beg(2008) claims that
while the main duty of the rating agencies is toabeindependent referee,
they originate securities for maximizing their owrcome. Cannata and
Quagliariello (2009) affirm that the assessmentha credit risk by the
rating agencies is a development in the risk mamagé process even the
ratings are incorrect and it can encourage bankspoove their internal
rating methods. Moreover, they think that the ragahs of the European
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Commission done in 2008 such as the creation ohoamstandards for the
internal organization and methodologies of the ngatiagencies and
development of the requirements for their regigiratvill be beneficial to

overcome these problems. Also, Phillips (2008) sstg)that the ratings
given by the rating agencies should be verifieegtlly and relying solely

on these agencies is a big mistake.

5.2.1.5 Banks' Internal Measurement Models

Banks’ internal models to measure risks becamect¥e in the
financial crisis or not? According to Benink andufman (2008), the main
problem of Basel Il is the use of internal mode}stliee banks to determine
the risk and the required capital because the esteration of the required

capital and risk by the banks is possible to mazénthe return on equity.

Moreover, Cannata and Quagliariello (2009) sugtiedtthe internal
models should be controlled by the supervisory @ities and the
methodologies should be developed. For instancé&sbamating systems
which only focus on the quantitative data shoukbahclude the qualitative
information on borrowers. Also, the global finari@asis demonstrated the
failure of other forecasting methodologies, notyotte internal ratings

based approach of Basel Il.

5.2.1.6 Regulatory Arbitrage

Basel Il caused to the regulatory arbitrage or nB&zel Il is
criticized that it caused to the regulatory arlggdy giving some incentives
to the banks to deconsolidate very risky exposfios their balance-sheets
while converting some on-balance sheet items ifitbalance sheet items,
banks may decrease their capital reserves. Moreokeren (2005) inserts
that in the Basel accords, the on-balance sheet odihdalance sheet

concepts are confused because on-balance-she¢ts assk offbalance
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sheet liabilities and non-cash loans are evalustdde same category and
subjected to the same procedure in terms of cap@lirements. Also,
intermediaries did not give adequate importancethe liquidity and
concentration risks. Also, Okmen (2005) claims thgt Basel accords,
banks are given the right to move their assetshélow risk group for
collecting more resources or to shift their assethe zero risk groups for
collecting infinite resources and the most impdrtdeficiency of Basel
accords is to give opportunity of concealing cdpitaufficiencies by the
capital arbitrage Nevertheless, according to Cannata and Quagliariell
(2009), it is fair to say that the guilty of thegtdatory arbitrage is the Basel

| Accord.

To conclude, in spite of the accusations about Bhs€annata and
Quagliariello support the idea that Basel 1l Accoalild not be effective in
the sub-prime financial crisis because at that tiBasel 1l regulations were
not valid in the United States and also the usthefregulations was very

limited in Europe.

5.3 Post Financial Crisis Situation in the World

The effects of global financial crisis are stillntmuing and the
policies implemented by the developed countrieg divection to the global
economy. While the recent progresses of U.S.A atgnaffect positively
the global economy, the financial problems andpibiéical uncertainties of
some EU countries makes harder to overcome théseduhe global crisis.
In developed countries, growth and unemploymerdsras in a negative
condition compared to the pre-crisis period. Moexpvbecause of the
nested structure of the market, economic deter@raisk in the developing
countries which have an economic relationship \Eithcountries increased.
Low credit supply and domestic demand in developaahtries, made the
recovering process of the growing rates slower.eEisly in the EU

countries, increased budget deficits during theixiecame a public debt
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problem and this made harder to carry out fiscti@s to promote growth
in the related countries. Thus, the reducing groraties of the developed
countries are still continuing and internationastitutions updated their

2012-2013 growing forecasts negatively.

Chart 5.1 Annual Growth Rates of Chosen Countries%)
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Depending on the increased risks of EU countriles,dredit risk in
their banking sector also increased and the phofiita indicators
deteriorated. Thus, according to the results of iaaks’ lending trends
survey made by AMD, EU banks are reluctant to gmans and they
tightened the requirements for giving loans. Thigasion affects the credit
growing negatively in EU countries and impedes éhenomic recovering
process. Moreover, CBRT (2012) states that it megatively affect the

companies who have a credit relationship with theses.

The deterioration of the credit quality of EU ban#sficulties related
to the financing sources and the need for additicapital of the banks
were created pressure on these banks for makintiesraare-shaping their
balance sheets. CBRT (2012) claims that EU bardggtrdecrease of their
assets may cause to negative consequences glol@llgddition, the
balance sheet reducing may affect asset pricesasset quality negatively
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and it may cause to the deterioration of the fiscdivities by narrowing the
real sectors credit channels. On the other hand,thtought that this trend
will decrease the debts of the non-banking sectadhé mid-term and will

also contribute to the financial stability.

Consequently, the post-crisis measures provideth&éyauthorities of
the developed countries provide some relief butpbkical uncertainties
and the lack of permanent structural solutionscaffee global economic

performance negatively.

5.3.1 Balance Sheet Reduction Operations of International
Banks and its Effects on Developing Countries

Developed countries whose leverage ratios werehesheery high
levels before the global financial crisis, were giauto the economic crisis
with a fragile balance sheet structure in whichitedguality and ratios are
low. In the post-crisis period, the banking systesnomes subject to a great
pressure for reducing the leverage rates and nplosires by the global
regulations about Basel lll, resolution regimes @¥C derivative markets
done by the institutions that have a systemic dlolmgortance. In the
current situation, USA centered banks succeed doice their leverage
ratios, however EU countries’ banking sector i Isghind the desired point
because of the high debt level of European counasewell as their need of
non-deposit borrowing. If the leverage ratio isided as the ratio of assets
to capital, there is two ways to reduce leverage. réhe first method is to
increase the capital and the second method isdrease assets. Although
the first method —increasing the capital — is theranpreferred and less
harmful method for the developed countries, there some negative
opinions that the rise of the capital by banks ii§icdlt in the current
situation. In the second situation — reducing asset is predicted that the
European banks will reduce the funds and creddsiged to the developing

countries in order to decrease their assets. Tdssei might affect the
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resources transferred to the real economy andrthwimg rates. According
to the Global Financial Stability Report of IMF (20), the shrinkage of the
EU banks’ balance sheet is equal to 7% of thea edsets and it means that
the shrinkage will be more than 2 trillion Eurosn @e other hand, it is
predicted that the impact of this shrinkage on t®iag countries may
change but the biggest impact will be experiencedhe developing EU
countries. According to this, EU members’ develgprountries will be
faced with 4% decrease in their private loans. IMEdicts that this rate
may 3% in developing countries who are not in theoRean Union such as
Russia and Turkey. In addition, according to the=]Mhe rates of Latin
America and Asia will be less than 3%. On the otieend, the level of this
effect will change due to the different fragile ustiures, volatile capital
flows and the policies implemented by the countrilgsthis context, CBRT
(2012) suggests that countries should have flex@adenomy policies for
adapting to the changing conditions. Moreover, toes should create
alternative funds to deepen their domestic mardie less affected from

the foreign based balance-sheet shrinking polemesexternal shocks.

5.4 Credit Rating Agencies

Reaching the information in the capital marketsesuto loss of time
for the market participants and loads high costssaAesult of this, correct,
trustable and understandable analysis is neededhé&ymarket actors.
Ratings affect the decisions of the investors.h&t $ame time, the business
activities of domestic investors, getting loansnir@ther countries, bond
tradings and projects which needs overseas craditall affected from the
ratings which are given by the credit rating agescMaking investments to
the countries which are at the level of investmenra rule in Europe and
USA so the suppliers and demanders of funds arendigmt to these ratings.
Because of this reason, the entrance of the furedslacked in the countries
who are not among the countries rated at the lev@hvestment such as

Turkey. When these countries are rated at the l@velvestment, there will
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be low cost source flow to these countries. Ratiifisct both the cost of
borrowing and the enterance of the foreign fundsiéocountry.

Rating agencies generate their revenues by issaonds more than
rating activities that they are making. This issagises to some critisizms
about the rating agencies that they serve in therast of international
capital. Credit rating agencies use some qualéadivd quantitative criterias
while determining international institutions’ ragg These criterias include
economical evaluations such as countries’ econdnflieaibility, growth
potential and economical stability, debt ratios aapacity to pay and
political evalutions such as countries’ politicahlslity, foreign policy
developments, risks in the political agenda andirtdependency degree of
the countries’ Central banks. The information sdawith third parties
about the rated company is limited to publicly &éalale information. This
Issue causes to the critisicizms about the traasggrof the rating agencies.

Sovereign credit rating refers to the level of stweent of a country.
After taking low ratings in 90’s, Turkey could nase low cost loans in the
international market so Turkey applied to interdabts and this situation
affected the economy negatively. While comparingi@aountries’ growth
rates, existing stock of external debt and inflatdata, it is observed that
the ratings have not a certain standard. The cesmguch as Ireland, Spain
and Iceland whose public debts are higher thané&yur&nd growth rates are
low are given the same rating with Turkey. Althbugeveral countries’
economic indicators are terrible, the ratings aigh.h For example, the
rating of Iceland is higher than Turkey even Icdlarpublic debt to GDP
ratio was 98.8% in 2011 and its growth rate wa8avihile in Turkey, the
public debt to GDP ratio was 39.4% and the grovette wwas 8.5%. The
rating agencies who assert that Turkey has a higtemmt account deficit
contradict with themselves by giving higher rattogceland whose current

account deficit is 8%. This inconsistency among drelit rating agencies
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shows that analysts of these agencies have swgedécisions and the
credibility of the rating agencies decrease.

5.4.1 Credit Default Swaps and Credit Ratings

Critisisms about the credit rating agencies whigre seen as the
reason of global financial cirisis has been reneafégl the debt crisis in the
Euro zone. There is a perception that credit gatigencies systematically
affect the crisis by making late and sudden chamg#se countries’ ratings.
After these negative impressions about the credling agencies, the
importance of CDS which give actual credit ratingsreased. CDS is a
credit derivative instrument which protects thedi@ against the non-
payment risk of the loan.

Chart 5.2 Annual CDS Spreads (2012)
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On the other hand, CDS premium is the fee giveanmertake the
credit risk.This ratio shows the risk premium which should be&dor the
country risk. The high risk premium means the diiitly of country is low.

There is a high difference between the ratings rgilbg the credit rating
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agencies and CDS premiums. While economic, firsdnand political
stability of Turkey is accepted by the markets,s tiaredibility is not
converted into high ratings by the credit ratingrges. In the countries in
which the financial conditions improved, CDS prams decreases but the
ratings are not increased by the credit rating eigsn For example,
countries such as lIreland, Slovenia, Belgium whesengs are A and
BBB+, have more risk premium than Turkey whose itreating is in the

non-investible degree.

While evaluating the value of CDS’s in the longme there are
important differences between pre and post crisigsod in the countries
which are affected from the European debt crisisChart 5.3, the CDS
spreads of Turkey, Ireland, Spain, Italy and Hugpgeere quite low before
the global financial crisis. However, during thesis period in 2008, the
spreads reach to very high levels. After the crisi2009, the CDS spreads
of Turkey returned to the level of pre crisis buhey countries’ CDS

spreads stayed at high levels.

Chart 5.3 CDS Spreads Trend of Chosen Countries
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Credit ratings are not obligatory in Turkey so ¢nedit rating culture
has not been formed yet. From this perspective,elBascords will
contribute to the creation of this culture. Turkefiould make some
regulations for the national rating agencies tovig® ratings compatible

with the international standards.

The latest version of Basel Ill Accord does natlude all of the
decisions taken in G-20 summit to prevent the dliffies related to the
compliance with regulations. The decisions andliegipons of G-20
summit are concrete examples of the works aimingolwe the problems
about the credit rating agencies. In these sumiiis,emphasized that the
audit, transparancy and service quality of the icneding agencies should
be increased. On the other hand, it is emphasizatithe investors and
developing countries should act independently fthenratings given by the
credit rating agencies.

5.5 Predictions Related to Basel Il Accord

Following the global financial crisis, Basel Comita& on Banking
Supervision revealed Basel Ill regulations to inyerdasel 1l Accord and
strengthen banking sector’'s risk management, sigmepw structure and
financial regulations. As mentioned before, BafleAtcord contains some
new implementation policies such as increasing tiaéinely the minimum
capital, making some changes in the quality ofcdyatal, creation of a new
non risk-based minimum capital requirement, thditgbof increasing or
decreasing the capital requirement according toett@nomic cycle and

some regulations about liquidity ratios.

In Table 5.2, the differences between Basel Il Badel Il capital
adequacy ratios can be seen. The common equity vatl be raised
gradually to 7%, Tier 1 capital to 8,5% and theltaegulatory capital to
10,5%.
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Table 5.2 Strengthened Capital Framework: Basel 1to Basel Il
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Source: Bank for International Settlements

While Basel Ill has not implemented yet, there sosme predictions
about it. Blundell - Wignall and Atkinson (2010)tmize Basel 11l Accord
because it does not consist of a regulatory framewor the shadow
banking. There should be a single regulator fervimole financial sector.
Banks are highly regulated by the bank regulatotsitsurance companies
or hedge funds are lightly regulated. They claiat thanks will continue to
transform their risk buckets to derivatives to @ase their capital reserves.
For instance, banks will lead the risk bucketdhmihsurance sector because
the insurance sector is not well regulated. Alsahi&ni (2010) asserts that
despite the shadow banking was a big problem ogkblgal financial crisis,
there is not a regulation in Basel Il for the nmemking financial
institutions like insurance companies and investniiamks. While there is
not a regulation about this issue, shadow bankémgains as an advantage
for risk taking. Basel 11l which aims to preventdte crisis did not take into
consideration the contagion risk because a crisisthe non-banking
financial sector may affect the whole banking syst®oreover, according

to Blundell - Wignall and Atkinson (2010) the leage ratio should be a
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main capital control tool and it should not be uaed backstop. This means
that BIS should determine the leverage ratio atvellwhich banks could
not minimize their capital by the capital arbitragasel 11l Accord does not

include a regulation like this.

KPMG (2011) claims that the competition between Ksanvill
decrease due to Basel Ill because it will be diffidor weaker banks to
provide the required capital. For instance, banksckv have a high net
stable funding ratio will determine the assets’ keaprice so weaker banks
could not compete with them. Also, the leveragenaill decrease lending
and the liquidity coverage ratio will affect negaly the profitability
because banks will keep more liquid and low-yiegjdassets to fulfill the
liquidity coverage ratio. They assert that the cégaof banking activity
may decrease because of the Basel Il suggestedialcamd liquidity
requirements. Moreover if countries apply Basetéljulations according to
their own jurisdictions as they did in Basel | dasel Il, the international

regulatory arbitrage will continue to damage thabgl financial stability.

Fabiani (2010) asserts that there are doubts imidméet such as the
credit access will be difficult for the SMEs andrstup businesses after the
implementation of Basel Il because smaller bankktighten their credit
conditions. Also, he said that the effect of Bddebn economic growth in
the long-run is not obvious. There are two stuevegh are announced by
the Basel Committee and Institute of Internatidfiaknce. According to the
study of the Basel Committee, with the effects apital and liquidity
requirements, the growth rate will be 0,04% abdwedxpected trend in the
first four and a half years and the rate will b@29% more than the expected
trend in the following years. When this time periddcreases into two
years, the decline related to the GDP increasen 0dl9% to 0,22%. In
contrast, when the implementation period incredsesix years, the GDP

decline decreases. On the other hand, Instituténteirnational Finance
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study demonstrates that the increase on the capgalrements will reduce
the real GDP growth annually 0.6% in the first famd a half years.

On the other hand, Gkun et al. (2012) claim that Basel Il
regulations will bring some costs too. Accordingthe predictions, the
implementation of Basel Il will cause an increasethe banks’ credit
spreads as a result of the high capital adequdmsrdn order to meet this
requirement, financial institutions should increadeir credit spreads
approximately 15 basis points for the common eqratjo which is 4,5%
and Tier 1 capital ratio which is 8% till the enti2015. Moreover, it is
assumed that because of the 7% common equity aaiib8,5% Tier 1
capital ratio which will be implemented in 2019getlredit spreads will
increase 50 basis points. As Matai (2010) pointsithe whole European
banking system, the need is 1,5 trillion USD inesrtb provide the capital
and liquidity requirements of Basel Ill. In the US#anking system, the

issue is not different from Europe.
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6. CONCLUSION

There is no doubt that as a result of the techncddgnprovements,
globalization became the most important determirgogiponent and the
field which is the most affected by the globalimatis the financial market.
The globalization process contributed to the grolghcombining national
and international markets. Moreover, it rapidly remsed the interaction
between the real sector and financial market andhis/ way economic

structure became more sensitive to the risks.

Risk management is one of the most important isgube banking
sector because it is the most deep-rooted and preied agent of the
financial market. Banking sector may provide siguint contributions to
the economic development by the effective risk mganzent but in the
opposite case it may cause costly crisis which sptead all over the world.
From this perspective, a common global languageitabsk management
has a vital importance for the whole financial netirk As a result of the
insufficiencies of the traditional studies for peeting risk, Basel
Committee announced Basel | Accord in 1988, Bakdcktord in 2004,
Basel 2.5 Accord in 2009 and finally Basel 11l Aedan 2010. Each accord

is created in order to resolve the deficienciethefprevious one.

Basel | Accord has various positive features: ieasy to apply,
creates a fair competition environment and it giplese to the definition of
capital adequacy for the first time. Despite thpssitive features, Basel |
Accord left its place to Basel Il Accord becauses@d consists of only five
different risk weights and shows the assets whaeldifferent risks in the
same risk group. Moreover, Basel | does not inclyolerational risks and it

does not differentiate the borrowers while caldntatcapital requirement
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and the methods used by Basel | Accord in the measnt of credit and

market risks could not measure banking risks ieadistic way.

Basel 1l Accord meets important needs of the bamlgactor and
financial market by increasing transparancy withrkaadiscipline based on
the public information and minimizing asymetric anfation while
describing the banking risks in detail, offeringxible and comprehensive
methods to measure them, including operationél capital requirements
and attaching great importance to the supervisfdmaoks. However, after
the crisis occured in 2008, it became a necessitghiange the capital
guality, increase the capital quantity, create tediuffers, apply a leverage
ratio and regulate the calculations about minimuopidlity ratio, trading
accounts and counterparty credit risk. Therefdresé needs caused to the

creation of Basel 2.5 and then Basel Il Accord.

In this study, it can be seen that there are bo#itige and negative
predictions about Basel lll, although it was notplemented yet. For
instance, it is predicted that the uncertaintiesbahking sector will be
eliminated and the systematic risk will be redubgdBasel 11l regulations.
On the other hand it is criticized that small bamkl be faced with some
difficulties on fulfilling the obligations on capt and liquidity so
competition will reduce. Moreover, there are craims like bank funds will
move towards government debt instruments that Hagh ratings, the
companies with lower rating will have difficulties obtaining funds and
Basel Il does not contain regulations for the sivathanking system which

was one of the main reasons of the financial crisis

From the perspective of Turkey, after the accemaot Basel |
Accord in 1988, a gradual transition process wésvi@d for Basel Il and
Turkey started to implement Basel Il Accord in J@@12. The effective
implementation of this accord is important for tentributions to the

financial stability but it is also important foratharmonization efforts to the
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EU. Moreover, the flexibilities provided in the cacd should be
implemented in the most appropriate way by the traasrbecause if the
provided flexibilities are not chosen accordingttee conditions of the
country, the regulations may impose a burden wiaatisproportional with
the risks or they may allow to the concealing eksi true level. In Turkey,
the final shape of the accord was given after tdaptation of these
flexibilities. Although the global financial crisiSurkish banking sector is
protected its strength structure with the precastimken. While comparing
with other countries, it is possible to say tha tapital adequacy ratio and
equity to totalassets ratio of Turkish banking sector is amongcthetries
that have highest ratios. For these reasons,ptedicted that Turkey will
not be faced with important problems about the d@npe process of Basel
[l Accord.

There are some debates about the negative effedBmasel Il in
2008 financial crisis. Nevertheless, despite it®riglomings, Basel Il
Accord could not be one of the reasons of theschsicause when the crisis
arises, Basel Il was not enforced in USA and hadimsted field of
application in EU. However the deficiencies of BdsAccord may be one
of the reasons of the crisis because it has bephedpin almost every
country when the crisis arises. To conclude, alghothere are some
negative views about Basel accords, it is not jpdessio ignore its
contributions to the sector. Moreover, non-impletagaon of the accord
will be more costly than implementation of it.
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