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ABSTRACT

The purpose of this study is fo identify the causes and impacts of the 2007-2008 Global Financial
Crisis on the Banking Sectors of United Kingdom and Turkey by identifying and analysing the
morigage lending praclices, securitization and structured financial instruments, financial regulation
and supervision together with the measures taken against the crisis and, the main financial indicators
in banking sectors of both countries. Also, in order {o test the hypothesis that Turkish banking sector
may not be affected as badly as the UK banking sector from the global financial crisis of 2007-2008,
exploratory analysis based on quantitative data and accordingly charls and tables to display the main
financial indicators are used. The sources of data are of secondary nature, which are mainly obtained
from the publicly available press releases, especially reports of financial authorities of both countries,
annual reporis of selected banks, statistics, online newspaper and e-journal articles considering the
fact that the topic is quite recent and therefore requites up-to-date information. Furthermore,
according to the purpose, logic, outcome of the study; analytical/explanatory, inductive and deductive,
basic and, guantifative research types are chosen respectively. As a result of the findings based on
the analysis of indicators of total asset growth, losses and profitability; liquidity, leverage, loan/deposit
and capital adequacy ratios; credit ratings along with the growth in morigage lending and the costs of

state support, the Turkish banking sector is proven to be less vuinerable and more resilient than the
banking sector of UK.
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CHAPTER 1
INTRODUCTION

1.8 Introduction to the Research

Banks are integral part of every economy. The banks make the system of paymenis work, they are
the principal institutions providing large amounts of credit for the economic activity, and, in general,
they keep the funds of the depositors secure. The depositors’ excess of resources is reallocated o
the borrowers who are in need of funds by the banking system. if banks act efficiently as a mediator
between the borrowers and lenders and provide both parties with services at low cost, they can
contribufe significantly fo the economic development. However, the recent financial crisis of 2007-
2008 hampered the role and performance of the banks as an infermediary a great deal. In that
respect, this research deals with the causes and impacts of the 2007-2008 global financial crisis on
the banking sectors of Turkey and UK in order to find out why and how differently and to what extent
the banking sectors of these two countries were affected by the crisis.

1.1 Background of the Study

Bank faflures and financial crises were not very common until 1980s according to Mishkin (n.d,
p.205). The reason, Mishkin puts forth is the ‘globalization of international capital markels’ and the
growing ‘liberalization of financial systems’, which gave the financial institutions the chance of {aking
more risks. Moreover, financial institutions feeling themselves protected by the safety-net of their
governments, further engaged themselves in moral hazard behaviour.

it is a very well-known fact that the frigger of the recent global financial crisis of 2007-2008 was a
catasirophic liquidity squeeze in banking system resulting from the failure of the sub-prime mortgage
market in the U.S. Low inlerest rates in U.S. enabled cheap credit for the banks, which in tum
supplied huge amounis of credit-to the borrowers who wanted to be homeowners especially when the
house prices seemed o keep rising forever.

And the assets oblained from the homeowners was pooled together and soid to investors as
securities, who shared the risk. In time standards of qualification of credit io homeowners lowered in
order to make more money out of this booming morigage secior. And ‘the creation and frade in
securitized assels backed by subprime mortgages ensured that when this bubble finally burst in 2007,
the repercussions of morigage delinquencies spread far and wide throughout the global financial
system’ (Goddard, Molyneux & Wilson, 2009, p. 277).

1.1.1 Banking Sector of UK
The financial crisis also deeply affected UK economy and financial system, and according to Tumer
Review of Financial Services Authority, ‘UK was significantly influenced both by the growth of the



securitised credit model and shadow banking activities and therefore highly vuinerable to their
collapse’ (2009, p.28). The report also states that as UK was selling notable amount of securitized
credifs to the holders of U.S. mutual funds and SiVs, which dried up with the crisis in U.S. and so did
the significant resource of funds of UK banks for credits. Moreover the housing market flourished up
until 2007; similtarly UK morigage loans peaked in 2007 fo a total of £362.632 million, which slumped
almost 40 per cent with £142.838 million- an amount lower than 2001 figures (Chart 1).

Chart 1:Total Gross Mortgage Lending in UK
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Source: Author's work based on the data from Council of Morlgage Lenders (CML), Gross Morlgage
Lending Table, 2010.

Consequently, the high leverage ratios and aggressive strategies of UK banks in morigage lending,
which they financed by borrowing from the wholesale market increased their loan-to-deposit ratios.
Their capital buffer, on the other hand, was barely enough to protect them from losses when the
liquidity in the financial markets dried up, which required recapitalization of UK banks after the crisis,
together with the liquidity injections through the Special Liquidity Scheme of Bank of England.
Furthermore, Northermn Rock experienced a huge bank-run, which drained its reserves and couid not
avoid being nationalized, while the capitalizations of major UK banks continued fo deteriorate
throughout the crisis. Hence, downsizing and consolidation through acquisitions and mergers in UK

banking sector was inevitable.

[



1.1.2 Banking Sector of Turkey

After the financial crisis of 2001, Turkish banking sector, going through many structural reforms,
resisted the negative impacts of recent global crisis and remained strong. And according fo the report
released by Deloitte (2010, p. 8), international accounting and consulting firm, as the Turkish Banking
Sector was not involved in risky invesiments such as subprime morigage credit derivatives, which
were the origin of the global crisis and thanks to its strong asset quality, liquidity struclure, capital
adequacy, risk management and internal control systems, Turkish financial sector remained resilient
in the global financial crisis of 2007-2008.

in the meantime, the size of the tolal assets in banking secior increased despite the economic
recession, the capital adequacy ratios were highly above the minimum requirements due o
restructuring and recapitalization of Turkish banking seclor after the 2001 crisis, the loan-to-deposit
ratio was quite high and there was no serious liquidity problem as the banks did not rely heavily on
wholesale markets for funding, which prevented the sector from losses, bailouts and huge amounts of
liquidity injections in the recent global financial crisis.

1.2 Statement of the Problem

The main reason behind the problems of banking sectors throughout the world is mainly due fo a
huge growth in global macro-economic imbalances, which lies at the heart of the global financial crisis
of 2007-2008 basically between the developed weslern countries, particularly U.S. and UK with
growing deficits and the developing eastern countries such as China along with oil exporting countries
and Japan with high savings, which are invested in risk-free government bonds in the western world.
This led to a decrease in risk-free interest rates, which in turn;

s increased the supply of cheap credit and eventually with the lowered standards of lending
practices housing market with a significant increase in demand, boomed especially in U.S.
followed by UK and other European counfries.

« enabled financial intermediaries to obtain funds from the wholesale markets. ‘The wholesale
markels are where banks lend to one another, and akthough it was not alone among UK
banks in funding its morigage lending in this way, Northern Rock was unigue in how heavily it
relied on i' (Brummer, 2008, p.13). And according to Brummer, 75 per cent of Northern
Rock’s funding was borrowed from the wholesale markef, which the bank lent to its customers
who wanted fo get a morigage credit.

+ led to the infroduction of complex securitized credit instruments and credit derivatives by
the financial intermediaries for the investors who wanted fo invest in bond-like instruments in
order to oblain higher vields then the low risk-free rate of government bonds. Before the
crisis, securitization was believed to disperse the credit risk and to reinforce the stability of
financial system by reducing default rates of borrowers. Nevertheless, with the outbreak of the
crisis, lots of banks with high leverage ratios ended up holding those toxic debts related to
securitized credits and as a result suffered from credit impairment related huge losses when



the investors wanted fo dispose of and liquidize the possibly risky investments. Furthermore,
the impaired credits led fo loss of confidence in the financial markets credit lending between
the banks and fo the customers tightened which dried up the liquidity in the market. However,
as the banks with high leverage ratios also had high loan-to-deposit ratios, which means they
lent out more than they had relying upon the wholesale markets, combined with low capital
adequacy ratios, they face& with the risk of insoivency, which brought discredit to the banks’
leading role as an infermediary.

1.3 Objectives of the Study
The main objectives of this research are to find out, identify and analyse;

1-

The causes and effects of the crisis in terms of mortgage market, morigage lending and
securitization and structured financial instruments in UK and Turkey.
Impacts of giobal financial crisis on Turkish and UK Banks
Financial Regulations and Supervision in UK and Turkey
The main financial indicators of banking sectors of Turkey and UK with respect to;
+« Total Asset Growth
+« Losses and Profitability
= leverage
+ | oan-to-deposit ratio
s Liquidity
s Capital adequacy ratio (and state support in UK for recapitalization and fiquidity
injections})

s Creditratings

1.4 Research Questions

What are the causes and effects of the crisis in terms of mortgage market, morigage lending
and securitization and structured financial instruments in UK and Turkey?

What are the impacts of giobal financial crisis on Turkish and UK Banks

What kind of financial measures were taken by UK and Turkey?

What are the differences between the financial indicalors of banking seclors of Turkey and
UK in terms of total asset growth, losses and profitability, leverage, loan-to-deposit ratios,
liquidity, capital adequacy ratios, and credit rafings?

1.5 Rationale of the Research

The recent global financial crisis of 2007-2008 is distinct from the previous crisis in terms of its scope

and systemic nature. it affected the financial systems and economies of countries throughout the

world. However, the impact of the crisis on some countries was deeper than the others. Although UK

and Turkey are not equal in terms of the scope and scales of their financial systems, the former being

one of the financial centres of the world with a strong economy, the latier having an unstable

economy with a developing financial system, Turkish banking system remained resilient and



continued to grow due o the banking sector restructuring in the crisis of 2000-2001, while UK banking
sector furned out to be more vuinerable fo the crisis and needed a great deal of state support with
significant amounis of liquidify injections and recapitalization measures. Therefore it is worth
analysing the differences between the two couniries by looking at the main financial indicators with
which | am going 1o test the hypothesis of Turkish banking sector may not be affected as badly as the
UK banking sector from the giobal financial crisis of 2007-2008.

1.6 Purpose of the Study

The banking systems are the backbone of financial systems, which keep the economies brisk as long
as they operate in a healthy manner. However, the recent financial crisis of 2007-2008, which staried
as a banking crisis in U.S_, is distinctive in terms of its global scope as it hit the financial systems and
the economies of ali the nations throughout the world, the impacts of which are still deeply felt and the
recovery seems fo take a lot more fime to come.

The credit crunch caused the defects of the globat financial system surface and made the problems
related to its regulation, supervision and operation visible. It was mainly the monetary policies in the
economies of the developed nations that mounted up the crisis, due %o the build-up of risks
underneath the growth of economies with flourishing businesses and profitable banks which took
advantage of low interest rates, cheap credit and various instruments of finance, especially related fo
the secondary morigage market, which turmed out to be a disaster.

Although, the impacts of the global crisis were felt worldwide, the banks of some countries seemed to
be less vulnerable and more resistant o these impacts. The purpose of this study, therefore, is to find
out why and how differently the banking sectors of Turkey and UK were affected by the global
financial crisis of 2007-2008 and whether Turkish banking sector was more resifient than the banking
sector of the UK.

1.7 Structure of the Study
Chapter 1- The first chapler of this research is the introduction parf, giving an overview of the
background, problem, obiectives, questions, rationale and purpose of the study.
Chapter 2- In the second chapter, the causes and effects of the crisis in terms of morigage market,
mortgage lending and securitization and structured financial instruments in UK and Turkey are
identified with an insight to;

« General overview of the causes of the crisis

+« Mortgage lending UK and Turkey

« Securitization and structured financial instruments in UK and Turkey.
Chapter 3- The third chapter is about the impacis of global financial crisis on Turkish and UK Banks,
which are identified in mainly two parts;

s Impacts on Turkish Banks



¢ Impacts on UK Banks
Chapter 4- In chapter 4, financial reguiation and supervision of Turkish and UK banking seclor is
presented, the first part of which covers the financial regulations in Turkish banking sector in terms of;
s restructuring of Turkish banking sector after the crisis of 2001
s the Measures Taken by CBRT, BRSA and the Government in the Recent Crisis.
And in the second part, the financial regulatory framework of UK is identified in terms of financial
measures taken by the authorities.

Chapter 5- In this chapter, the methodology of research is presented, further divided into following
sections;

« Types of research are classified according to the purpose, process, logic and outcome of the
research and the most appropriate types used in this study is explained together with their
reasons.

s Type of data used is explained

« Type of analysis is explained

« Sources of data explained

« The hypothesis of this research is presented

Chapter 6- The hypothesis presented in the previous chapter is tested according to the main financial
indicators of banking sectors of Turkey and UK with respect io;

s Total Asset Growth

+ Losses and Profitability

» leverage
s [oan-to-deposit ratio
» Liquidity

s Capital adeguacy ratio (and state support in United Kingdom for recapitalization and
fiquidity injections)
» Creditratings
And the banking seclors of the two countries are compared and contrasted according to these
indicators.
Chapter 7- Conclusions and recommendations are stated in this chapler.

Finally in Reflections section, my personal experiences and challenges in the process of writing this
research is recounted.



CHAPTER 2
CAUSES AND EFFECTS OF THE CRISIS ON TERMS OF MORTGAGE MARKET, CREDIT
LENDING CONDITIONS AND, SECURITIZATION AND STRUCTURED FINANCIAL
INSTRUMENTS IN UK AND TURKEY

2.1 A General Overview of the Causes of the Crisis

After 1980, the notion of collecting deposits and giving loans which is the basis for banking, has gone
through a major transformation and therefore banks have started to opt for borrowing instead of
deposit collection. Since 1990s the intensive use of new financial instruments in global markets
especiafly by banks such as securitization and credit derivatives which provide the opportunity of high
leverage, yielded high profits when the markets were functioning well. However, the fendency of
financial institutions using high leverage led to a decrease in capital adeguacy ratios, to inability of
banks to renew their debis and finally to liquidity crisis and crisis of confidence in the markets
friggered by the banks which were in need of funds.

In traditional banking loanfdeposit ratio is below 100 per cent, which ensures that the banks have
enough money to pay depositors when necessary. However, in modem banking, the financial
instruments of securifization, derivatives, hedge funds and financial leverage allowed banks fo lend
more than the deposits they took in. In the period ieading up to the crisis, ‘banks were “borrowing on
the international markets” and lending money they did not have buf assuming to have in the fulure.
Likewise, “international markefs” were doing exaclly the same’ (Pytel, 2009).

Therefore, the banking sector, though not being the main cause of crises by Hself, is seen as an
important factor in deepening them. At fimes of crisis, if the liquidity problems can be solved either by
the system or by other banks, the growth of the problem may be prevented. Otherwise, bank runs is
likely to happen, although this possibility seemed very low before the recent giobal financial crisis, as
the all the depositors are likely to rush to withdraw thelr money in those banks at the same time
because of loss of confidence.

To meet the collective demands of the depositors owing to this insecurily, banks put their assels fo
sale, which are sold under their actual value as the equilibrium price is not possibie under these
circumstances. The savings withdrawn from the troubled banks are then either directed to other
reliable banks or markets. However, if there is distrust of all banks in the system, there might be a
tendency to keep cash funds. At this slage there are three possibilities: savings can be invested in
government securities as a refuge, kept in the form of foreign currency or deposited in foreigh banks,
which could be prevented if the banks offer guarantee scheme for these savings. Furthermore, i
Central Bank intervention falis short, many small and medium-sized banks can go bankrupt, from
which the banks who are able o survive the crisis are further effecied negatively as the increase in



interest rates will impair the the balance of the loans and receivables in economy along with the lcan
porifolios of the banks.

Many countries, as a result of crisis, resorls to resfructuring of the banking sector undertaking
significant cosis. Depending upon the nature of the crisis, banks are either being liquidated and
confiscated or forced for a merger, or else subsidized with capital injections. Indeed, aceording to Sak
{2001, pp.1-18) the best solution to failure to address the liquidity inadequacy triggered by crises is
considered fo be improving the capital adequacy ratio of banks and, the desire to making use of
external resources is one of the main factors of bank mergers at the global level.

2.2 Mortgage Lending: UK and Turkey
2.2.% Mortgage Sector in Turkey

Historically, housing finance has never been attainable by the households in Turkey due fo the
weakness in economic conditions, high rates of interest and high inflation (Chart 2) as well as
lack of availability of long term bond market since in countries with long-term inflation, long-term
funding and long-term loan are impossible o find. Furthermore, the quantiity of loans for housing has
been insignificant compared to the size of the financial secior. ‘Housing loans accounted for only 0.2
per cent of the total assets of all banks in Turkey. However, recent trends, after 2002, have displayed
extensive growth between 2002 and 2007 (Alfunbas, Kara & Olgu, 2008,pp.178-177) and at the
beginning of 2007, the first Morigage Law of Turkey was infroduced with the anticipation of continued
growth. However, towards the end of the same year the housing market in the United States has
collapsed which affected the other countries worldwide.

Chart 2: Historic CPI Inflation Turkey {yearly basis} - fuli term
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2.2.1.1 Development in Housing Loans in Turkey

After 1989, commercial banks in Turkey starled to offer morigage loans in order fo disperse the risk in
consumer loans and fo raise new funds. These loans granted by commercial banks were of short-
term nature, repayment of which were monthly and their interest rates were subject to the wages of
public sector employees or to changes in foreign currency. As a result of the instability in the country's
economy during the 1980s and early 2000s and accordingly the rise in interest rates and exchange
rates many debtors had difficuity in repaying their loans and the opening of new loans became limited.
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Therefore, the housing market in Turkey is still pretty undeveloped, lending is relatively short-term and
there is no secondary market for secwitized morigage loans which actually prevenied Turkish
banking sector from contamination caused by bad-debts.

Yet still, the mortgage lending in Turkish banking sector started to improve after November 2000 and
February 2001 crises. Due fo the siabilization in Turkey's economy after this period, declines in
interest rates (Chart 3} and inflation helped the realization of deferred consumption, increased the
supply of and the demand in the products the banking sector offered to househoids, therefore there
was a significant increase the volume of morigage loans.

Chart 3: Central Bank of Republic of Turkey Interest Rates
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According fo The Association of Real Estate Investment Companies’ Real Estate Sector Turkey and
The World 2009 Third Quarter Report {2009, p.16) ‘there has been a strong increase in the number
of the housing loans used at the third quarter period of the year among the quarter periods. The fourth
quarter of the year 2008 became the year when the least number of housing loans used with the
number of 27.441 and 1.58 billion TL by the effects of the crisis. At the following period, housing
credits expanded in terms of number and volume and they have shown a strong increase with the
number of 96.808 and 6 bilion TL at the third quarter. Decreasing interest rates, increase in the
consumer demand and the appetite of the banks for providing loan had a role in the strong increase.”

Although there is an increase of 2.1 per cent during 2007-2009 in bank non-performing loans (Table
1} Turkey is still better off compared fo other emerging and developing economies. The main reason
for this is subprime mortgages which means housing loans given o low income citizen with the
possibility of higher default rates is non-existent in Turkey as the reguiators carefully checks the ‘real
payment capacity of home buyers’ financial soundness of creditors, and proper appraisal and credit
rating’ (Erol, 2007, p.3). Furthermore Banking Regulation and Supervision Agency (BRSA) made an
extremely important decision for limiting the lending rates in housing loans, according fo which as of 1
January 2011 maximum loan amount cannot exceed 75 per cent of collateral real estate value with
the aim of limiting credit risk. Such a restriction is believed to create a more healthy and robust
housing market financing in the coming years.



Table 1 : Bank Nonperforming Loans to Total Loans

2.2.2 Mortgage Sector in UK

Growth in UK housing market due to the financial deregulation and liberalization measures (Table 2)
as well as many years of stable economic growth and low inflation rates siowed down after, a sudden
decline in economic and financial conditions with the outbreak of global crisis in 2007-2008. The
earnings ratio fell down {Chart 4}, inflation surged (Chart 5) and GDP deteriorated (Chart 6) and the
house prices fell down sharply (Chart 7) after a long time. The growth of morigage lending went
through a downfall {Chart 8) as of 2007 due fo fightening of credit conditions and economic downturn.
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Table 2: Selected Financial Deregulation and Liberalisation Measures Affecting the Housing Market
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Chaﬁ 6: GDP per Capita at Current Prices- UK and Tu:key
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Chart 7: Average UK House Price
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Chart 8: Growth of Morlgage Lending in UK

Source: Council of Mortgage Lenders {CML), 2009, p.17.



2.3 The Role of the Securitization and Structured Financial Instruments in Global Financial
Crisis

Macro-economic imbalances between the economies of the east and the west resulted in the
decrease of risk-free interest rate, which enabled an increased supply of cheap credits, dependence
onh wholesale funding. And due fo the financial innovation of the financial intermediaries complex
securitized credit instruments and credit derivatives for the investors who wanted to invest in bond-like
instruments in order fo obtain higher yields than the low risk-free rate of government bonds were
infroduced. ‘The old view {prevalent before outbreak of the credit crisis of 2007/8) emphasized the
positive role played by securitisation in dispersing credit risk, thereby enhancing the resilience of the
financial system to defaults by borrowers’ (Shin, 2009, p.309), as well as reducing the costs of
intermediation of credits. Therefore, diversifying the risks (Figure 1) was supposed to reduce the risks
of the entire banking system. However, ‘when the crisis broke it hecame apparent that this
diversification of risk holding had not actually been achieved. instead most of the holdings of the
securitized credit, and the vast majority of the losses which arose, were not in the books of end
investors intending to hold the assets to maturity, but on the books of highly leveraged banks and
bank-like institutions’ (FSA, 2008, p.16).

Figure 1: Structured Finance Instruments

Sodrce: Deutsche Bahk Researéﬁ, 2683, p. 5.

‘In normal market parlance, the ferm “securitization”™ has had two primary meanings: Initially, the term
was applied to the process of disintermediation, or the substitution of security issues for bank lending.
More recently, the term has been used fo refer fo so-called “structured finance”, the process by which
{relatively) homogeneous, but illiquid, assels are pooled and repackaged, with security interests
representing claims fo the incoming cash flows and other economic benefits generated by the loan
pool sold as securities to third-party investors’ {Lumpkin, 1999, p.25).
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Through structured finance instruments these cash flows of the same transaction are further divided
into senior, mezzanine and equity franches, from the least risky fo the least in order, and sold to
investors whose return depends on the risk taken.

By means of securitization the risks were managed more effectively, lending aclivities were leveraged
as the banks were no longer bound to hold the credit risk on an ongoing basis. Furthermore, the credit
rating agencies’ generosity in overrating these securities and the worn off Basel | rules due to capital
arbifrage which ‘refers to strategies that reduce a bank’s regulatory capital requirements without a
commensurate reduction in the bank’s risk exposure’ {Meyer, 2001) led to the rapid and unrestrained
growth of securities and derivatives market.

Chart 9: Global Finance According o the Inlernational Finance Index (IFl)} and the Finance in
European Union Countries.

Global finsnce aconding to the Internstionsl Flnance Index

Canada,

Thy Europasn Unlon

b tovna ves and depusie
e

MR Coonstped sk

sl Sebt senuriies

> Fovelne sacharos and OF0

Sowrce: Wojcik, 2007, p. 9.

14



Chart 10: International Finance Location Quotient {IFLQ) and International Finance Diversily index
(iFD1)
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2.3.1 Securifization and Structured Finance in Turkey

In Turkey, the history of securitization is not so long as in developed countries. According to Erol
{2008, p.3), the former vice-president of Capital Markets Board of Turkey, in the period between the
years 1992-1997 the ratio of the issuance of asset backed securities (ABS) to the tolal securities
issuance was 55 per cent, while its ratio {o the total transaction volume of second-hand market was
0.4 per cent. In other words, the desired achievement in the secondary market of could not be
obtained. The main causes of this situation are short-term nature of issuance of ABS and that they
are not fraded in an organized market. Due to the invesiors' desire to hold short-term securities and
the fact that secondary market transactions are made by the bank which issues the securities, the
secondary market operations has been fimited. Therefore, due fo the incompelency of invaestment
banking, banks in Turkey did not invest in highly risky financial instruments.

Turkish financial sector is underdeveioped {Chart 10} and lags behind the developed countries in
terms of diversity of financial instruments (Chart 8} however; ironically it is this {raditional structure that
protected the banking system from the contagion of the toxic assels which spreads through highiy
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complex, opaque, risky and sfructured instruments. If we look at Table 3 we can see that even the
ABS were non-existent after 1999.

Table 3: Securities issues Registered with the Capital Markets Board of Turkey (TL Thousand)

Source: Capital Markets Board of Turkey, 2009, p.26.

2.3.2. Securitization and Structured Finance in UK

Banking sector of UK is at the center of international finance therefore, the financial crisis had a deep
impact on UK banks as they were exposed fo securities related to subprime lending and the credit
and funding conditions were gefting worse. The underlying reason was UK banks’ very high risk
taking due to exiremely high leverage (Chart 11} and increasing volume of complex financial
instruments. Since interbank lending tightened, the financial market Hquidity slumped {Chart 12} and
UK banks also tightened their credit lending o householids and businesses {Chart 13). Hence, ‘the
UK was the largest European issuer in 2009 but funding of banks was much reduced and the UK's
share of the European market therefore dropped fo 21% from 38%’ (The Cify UK, 2010, p.2).
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Chart 11: Leverage, UK Banks®®
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in the whole European Union Region, UK has the highest diversity of international finance instruments
{Chart 7). According o Financial Services Authority FSA (2010, p.29) in UK there is:
. a ‘rapid growth in the value of the total stock of credit securities;
. a significant increase in the complexity of, and in some cases embedded leverage
within, the structured finance securities sold (particularly Asset Backed
Securities (ABS)); and
. a related explosion in the volume of credit derivatives, enabling investors and
traders to hedge underiying credit exposures, or to create synthetic credit exposures.’

However, there is a significant fall in volumes of Credit Default Swaps, on the other hand ABS’
volume is relatively high due t Special Liquidity Scheme which operated between April 2008-January
2009 and which enabled banks to exchange their liquid assets such as morigage backed securities
with UK Treasury Bills {Chart 14).

Chart 14: UK Outstanding ABS and CDS Notional
Qutstanding ABS notional Outstanding (DS Notional
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Fundamental Review, 2010, p.29.
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CHAPTER 3
IMPACTS OF GLOBAL FINANCIAL CRISIS ON TURKISH AND UK BANKS

3.1 Impactis on Turkish Banks

‘Turkish financial system and banking almost became the least affected from 2007 morlgage crisis.
Especially Europeans started fo examine Turkish banking system which got stronger by leamning from
previous crises. Because Turkish banking system acknowledged s mistakes from previous crises,
purged of them and the system became more resistant o crises. So it is possible to say that “Impact
that doesn't kill makes you stronger™ (Yardimciogiu & Gene, 2009, p.1}.

In the face of the effects of global crisis, the Turkish banking sector had two important advantages:

« First of all it has a much higher capital adequacy ratio (around 18-20%- see Table 6) between
2007-2010 compared fo the minimum Basel il capital requirement of 8 per cent {Bank for
International Seillements, 2004, p.12) and was unaffected by the liquidity problems after a
difficult and iong-term restructuring process after the 2001 Turkish financial crisis.

» Secondly, uniike the developed countries at the heart of the crisis, Turkish banking system
was not holding highly risky toxic assets.

3.1.1 General Outlook in the Turkish Banking Sector

The banking sector plays a major role in the financial system of Turkey as banks execute most of the
fransactions in money and capital markets. According to Seiguk (2010, p.23) the general opinion is in
the direction of Turkish banking sector being much more stronger and healthier than the other
countries negatively affected by the global crisis. The countries which have a leading role in the
crisis, the financial systems of which required govemment intervention implemented extensive
restructuring packages, none of which was necessary in Turkey.

When we look at the big picture, we can see that:

+ The asset size of banks kept increasing despite the crisis (Table 4)

Table 4: Asset Size of Financial Sector in Turkey
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The number of banks {Table 5) which were 50 in 2007 dropped to 49 in the following year,
which has remained the same so far. No bank is sold, merged or changed hands due to any
restructuring in the system.

There is an increase in the number of branches and n the number of personnel in spite of the
global crisis. Furthermore, according fo Alp (2011} in Turkey, banks will open 1000 more
branches and will recruit 10 thousand people in 2011.

There is also an overall increase in the number of POS machines, ATMs and the number of
internet banking customers according to the Banking Regulation and Supervision Agency
{2010, p.15).

The Loan/Deposit ratio in Turkish banks is below 100 per cent (Chart 15), which indicates the
soundness of Turkish Banking system in terms of its ability to pay the depositors whenever
necessary and, its traditional structure.

Table 5: Indicators of Access to Banking Services (Turkey)
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Chart 15: Loang Volume & Loans/Deposit Ratio of Turkish Corporate Banks

Source:
Deloitte & Republic of Turkey Prime Ministry Investment Support and Promotion Agency of
Turkey, 2010, p.21.
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« Capital adequacy ratio of Turkish banking secfor has been well above the Tier 1 standard of 8
per cent {Table 6}.

Table 6: Banking Sector Financial Soundness Indicators {Turkey)
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All in all, if we look at the indicators of access fo banking services (Table 5}, the overall picture shows
us that the impact of the giobal financial crisis is not very influential in a negative way on the Turkish
banking sector which continues to grow with the confidence of the restructuring process it went
through after 2001.

3.2 impacts on UK Banks

3.2.1 British Casualties

“The giobal financial crisis has intensified over the past month, with the UK particularly badly affected.
in many ways the UK is more exposed 1o the pressures that have triggered the global downturn than
other economies, with the possible exception of the US, and these pressures have arrived at the
same fime as a significant slowdown in the real economy (Economic Outiook, 2008, p.8).

Northern Rock was the first Brilish casualty in the face of the crisis which could not refinance itself
and it “asked for and been granted emergency fnancial support from the Bank of England’ on 13
September 2007 and the next day the bank experienced ‘the biggest run on a British bank for more
than a century’ (BBC News, 2009) with the withdrawals amounting up to £1 billion. Therefore, on 17
September the government had to guarantee the savings to calm down the alarmed depositors. The
main reasons for the collapse of Northern Rock are:



» its aggressive strategy in morigage lending

« its heavy reliance on wholesale market for funding its morilgage lending insomuch as
‘borrowing 75 per cent of its money from the wholesale market and lending it out in the form
of morigages’ (Brummer, 2008, p.12).

s ils extremely high loan/deposit ratios (Table 7) which also shows its dependence on
wholesale market and not on deposits of customers.

Table 7: Loan/Deposit Ratios of UK Banks

BANK LCAN/DEPOSIT RATIOS MARKET SHARE
HSBC 90% 2.8%

RBS 112.3% 6.2%

Barclays 123.45% 6.3%

Lioyds TSB 140.84% 8.1%

Alliance & Leicester 172.41% 3.6%

Bradford & Bingley 172.41% 3.9%

HBOS 175.43% 20.1%

Northem Rock 32258% 8.1%

Weighted average LOAN/DEPOSIT RATIO = 174.26%

Source:; Pyiel, 2008,

In the rest of the year, although there were no other disasters similar fo that of Northern Rock,
concerns were growing over magnitude of the losses resulting from the write-downs in securitized
assets as well as non-petrforming loans.

Towards the end of December 2007 UK’s FTSE 100 index siumped {see Chart 16), fuelling the fears
over losses arising from the subprime loans and the recession in US. In the meantime, the recession
in UK economy, and the confraction in housing sector and morigage market were deepening. The
number of morigage loans feli more than 50 per cent in 2008 {Chart 8) and the prices fell significantly
{Chart 7) compared to the previous year.

Chart 16: FTSE 100 Index
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‘There are now greater linkages between financial services and the rest of the economy than in the
early nineties so any multiplier impact of weakening financial services on the rest of the economy are
likely to be bigger this time around’ {(Economic Outiook, 2008, p.7). Due to the global crisis, the growth
rate fell significantly and the rate of unemployment increased in UK which also led {o an increase in
lending rate. Meanwhile the fall in house prices (Charl 7) reduced the value collaterals, which caused
the financial positions of the banks {o deteriorate and the credit lending terms to fighten. Despite the
Bank of England’s base rate cuts (Chart 17), 1 year mean and 3-month mean interbank lending rates
kept increasing in 2008. When the London Interbank Offered Rate (LIBOR), which sets the interest
rate for the wholesale money markel, increased {Chart 18), the households and fims in UK faced
higher costs of borrowing.

Chart 17: Changes in Bank Rate (UK)
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Chart 18: Interbank L ending Rates (UK}
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Although confinuous liquidity injections were made by the financial authorities into the banking system
market capitalization of largest UK banks continued to deteriorate (Table 8). In April 2008 Royai Bank
of Scotland (RBS} announced fo raise £12bn new capital through rights issue which was ‘one of the
largest seen in UK corporate history’ {BBC News, 2008). A few months later Barclays attempted fo
raise £4.5bn funds via a rights issue however shareholders “tock up only 19 per cent of new shares’
{Kollewe, 2008}. This was foliowed by acquisition of i{s shares by foreign investors. Likewise, HBOS
set off for a rights issue with a worth £4 billion however shareholders did not take up more than 90 per
cent of its shares. Therefore, the shareholders’ rejection of taking up rights issues was an indication of
worse days were yet fo come.

One of the most significant impacts of the crisis on the financial markets is its consolidation (Figure 2)
and downsizing. As a matler of fact, the nationalization of Northern Rock, takeover of Bradford
&Bingley and Alliance & Leicester by the Spanish bank Santander, Nationwide’s acquisition of take
over two smaller building societies and merger of Lioyds TSB and Halifax Bank of Scotland (HBOS),
one of the biggest morlgage lenders of UK, brought about downsizing and monopolization in the
sector . Furthermore , as a result of the acquisition of Halifax by Lioyds TSB which means a merger of
the mortgage and deposit acfivities of the two banks, a giant corporate structure which ‘hold close to
one-third of the UK's savings and morigage market' (BBC News, 2008).
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Figure 2: Consolidation and Monopolization of UK Banking Sector
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Table 8: Market Capitalisation of Banks in FTSE-100 (£ billion)
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CHAPTER 4
FINANCIAL REGULATIONS AND SUPERVISON

Afier experiencing a financial crisis countries have to face with the shortfalls in their banking systems.
At this point, it is necessary to identify the deficiencies in the banking systems so as o strengthen
them by restructuring, which may result in supporting and enhancing some banks with capital injection
and in liquidation and sales of some others.

4.1 Financial Regulations in Turkish Banking Sector

The Turkish financial sector was also affected by the global economic crisis to a great extent. Deposit
and invesiment banks suffered balance sheet risks more and more, difficulty in obtaining external
funding increased and especially towards the end of 2008 and the beginning of 2008, the need for
iquidity was felt with all ils intensity. ‘However, besides sound balance sheets, successful risk
diversification and risk management by banks, due to the measures taken by the relevant authorities
and the effective public supervision the banking sector in Turkey stayed safe and sound in 2009,
without creating any burden on the public. The banking sector continued fo support the financing of
economic activities” (The Banks Association of Turkey, 2010, p.1-6). However, in order o mitigate the
effects of the recent crisis, some measures were taken by Central Bank of Republic of Turkey (CBRT)
and Banking Regulation and Supervision Agency {BRSA).

4.1.1 Restructuring of Turkish Banking Sector

From late 1989 on, with the disinflation program, the start signal for the for the resfructuring of Turkish
banking system was given, subsequent fo which a comprehensive Bank Restructuring Program was
put into effect in 2001, according fo The Banks Association of Turkey (2008, p.6). The first attempis
were aimed at creating major transformations in banking law such as passing the responsibilities and
authority of the Treasury and the Turkish Central Bank in terms of bank supervision and regulation
onto a new established financially and administratively autonomous party, BRSA, which tfook
command in 2000. During this period, for saving deposils an unlimited guarantee was brought in. And
below are the steps taken for the process of restructuring the Turkish banking sector:

1- The control of the Saving Deposit Insurance Fund (SDIF): The first step taken was to resolve the
twenty troubled banks transferred fo the SDIF during 1897-2002 by sales and liquidation of some
banks, merging some others under the roof of United Fund Bank, owned by the SDIF. in order to
restructure these banks under the control of SDIF financially and operationally, ‘short term liabilities of
SDIF Banks have been kiquidated and a portion of deposit and F/X #abilities have been transferred to
the other banks’ (Banking Regulation and Supervision Agency, 2002, p.1). Furthermore the number of
employees and the branches were downsized significantly during the process.
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2} The restructuring of banks which are the properly of state;_At the second step of the process of
restructuring, in order fo reinforce the banks which were growing worse in terms of their financial
structures due to the delayed repayments of the funds lent {o the Treasury for financing the budget, to
poor management and lo ineffectual utilization of their resources resulting from political intervention,
publicly owned resources were used. ‘In this framework, a lotal of USD 21.9 billion (TL 28.7 billion} as
of the end of 2001 was transferred to the state-owned banks, including capital support and seftlement
of the “duty losses”, which had reached 50 per cent of their balance-sheels at the end of 2000
{BRSA, 2009, p.6). The banks which are the property of siate were merged then and, they were
tumed into private banks eventually.

3} Bank Capital Strengthening Program: At the third step, Bank Capital Strengthening Program,
which especially focused on private banks was put into effect where actions to limit market risk was
faken and friple-phased audits which were grounded on norms of accounting of the infiation, in
contrast to previous pericds was made compulsory for private banks whose quality and quantity of
equity assets were getting worse due to the crisis, so that they could get the necessary support and
funds fo sirengthen their equity capital. According to BRSA (2002, p.2) after going through these
audits, the transfer of Pamukbank, one of the Turkish banks, to SDIF took piace at the end of 2001
because of its capital shortage of $2 billion

4) Legal arrangemenis: The measures the BRSA tfaken was io make the legal regulatory
arrangements so as to enable the banking system fo be better audited and supervised; fo alter the
risk management mechanisms and procedures and lower the risks taken; and fo reinforce the
infrastructure of the banking system in consequence of which the banking regulations were adjusted
to the infernational norms in lne with the best practices in European Union. Therefore, in 2002
Turkey's efforts to implement to Basel i Capital Accord Directives started in order o make the banks’
balance sheets fransparent, to reinforce the banks structures financially and to meet the requirements
of standards of international accounting.

5} Restructuring the debts owed by the companies fo the financial sector: Besides the banking secfor,
many companies were affected by the financial crisis of 2001 in Turkey. They were going through
insolvency as their activities and productivity dwindled and, investments declined. Therefore they
were having difficulties in the repayments of their loans, and in 2002 with the introduction of the
istanbul Approach Program, ‘following the completion of necessary regulalory and institutional
infrastructures, 169 firms applied for financial restructuring of their debis amounting approximately to
USD 2.9 billion as of October 2002 and a total amount of USD 406 billion debt of 28 firms was
restructured’ (BRSA, 2002, p.2).

4,1.2 The Measures Taken by CBRT, BRSA and the Government in the Recent Crisis

According to the Banks Association of Turkey (2009, pp.2-3)

CBRT;

‘s resumed its aclivities as an inlermediary in the foreign exchange deposit market until the removal of
uncertainties in international markets (8 October 2008);
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- raised its transaction limils by twofold fo USD 10.8 biflion (23 Oclober 2008} and exiended the
lending mafurity to 1 month from 1 weeKk in the foreign exchange deposit market (21 November 2008},
« adopted a sfrategy fo use foreign exchange reserves to primarily support the foreign exchange
liquidity need of the banking system. The reserve requirement ratio was unchanged at 6 per cent in
TL liabilities, but # was lowered fo 9 per cent from 11 per cent in foreign exchange liabilities (28
November 2008). With this measure, the Bank provided an additional liquidity of USD 2.5 billion to the
banking system;

« increased the exports rediscount credit limit by USD 500 million to USD 1 billion in order to contain
the effects of the giobal crisis on industry sectors. Additionally, the rules and principles applicable to
the exports rediscount ioan limit were rearranged for rendering the use of these loans easier

and BRSA;

‘» required banks to get permission for distribution of the 2008 earnings;

« aliowed banks to reclassify the securities in their balance sheet from trading portfolio fo investment
portfolic for once only;

= aliowed banks fo restructure the loans apparently posing no problems in order to ensure smooth
functioning of the loan relations between banks and non-financial institutions.

And the Government sought authorization from the Parliament for increasing and determining for a
period of two years the deposit insurance coverage, which was TL 50,000, Furthermore, ‘The Central
Bank cut its interest rates and exiended the maturity in foreign exchange deposit market in order o
prevent a possible foreign exchange squeeze in the financial market’ (2009,p.4)

4.2 Financial Regulatory Framework in UK

4.2.1 Financial Measures in UK
According fo Goddard, Molyneux & Wilson (2000, pp.277-284);

» ‘On 17 September 2007 the UK government announced a full guarantee of depositors’
savings.

+ On 1 October 2007, the UK authorities strengthened the deposit guarantee scheme, by
eliminafing a provision whereby deposits between £2,000 and £35,000 were only 90%
guaranteed, which had contributed fo the loss of depositor confidence in Northern Rock.

« Concems about the possibility of a major slowdown in the UK economy after the collapse of
faflure of Northern Rock led the Bank of England to implement a base rate cut, on 6
December 2007, fo 5.5%. This was the first of a series of cuts which saw the base rate
reduced to a historically unprecedented 0.5% by March 2009.

« ©On 12 December 2007, the Bank of England parlicipated in a co-ordinated international effort
o increase liquidity in the interbank markets, by increasing the size of its next two auctions of
shori-term funds, in December 2007 and January 2008, from £2.85 billion to £11.35 billion
each.

« On January 21 2008 as the UK stock market FTSE 160 plummeted The Federal Reserve
implemented an emergency 0.75% cut in the federal funds rate on 22 January, and the UK
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Monetary Policy Commitiee followed with a further 0.25% cut in the base rate on 7 February
2008.

On 17 February 2008, the UK government announced the remedy of full-scale nationalization
{of Northern Rock). On 2tFebruary 2008 the Banking (Special Provisions) Act infroduced new
provisions for faster intervention and resolution of bank failures, in recognition that authorities’
powers fo intervene had been inadequate as the crisis at Northern Rock first broke and
escalated. The new powers allowed for intervention at a stage before corporate bankrupicy
procedures would be friggered. Permissible types of intervention would include transfer of
assets and liabilities to a third party bank, transfer of assets to a ‘bridge bank’, temporary
nationalization or liquidation.

On 21 April the Bank of England announced a Special Liquidity Scheme, Io allow banks fo
swap temporarily high-quality, #lliquid morigage-backed and other securities for Treasury bills
{T-bills). Swaps would be available on demand, throughout the following six months. The
swaps were initially for a period of one year, but were renewable for periods of up to three
years. An estimated £50 billion in liquid assetls would be made available through the scheme.
The banks would receive liquid assets of lower value than the illiquid securities being
exchanged. The swaps were available only for assets existing at the end of 2007.

Growing concems about the stalling of the housing market prompled a UK government
announcement on 2 September of a temporary (one-year) rise in stamp duty exemption from
£125,000 to £175,000.

On 29 September 2008, after several months of uncertainty, the UK government announced
that it was acquiring the morigage-lending arm of Bradford & Bingley, and selling the still-
viable depositor base and branch network to the Spanish Santander banking group.

On 6 October 2008, the UK government had lifted the ceiling on the deposit guarantee
scheme from £35,000 to £50,000.

Principal features of the UK government's immaediate response to the crisis, announced on 8
Qctober 2008, were:

- The allocation of £50 billion for recapitalization of ailing banks. The mechanism would be
government purchase of (non-voting) preference shares.

- An extension of the Special Liquidity Scheme, making available on demand T-bills to the
vaiue of at least £200 billion, to be swapped for illiquid high-quality securitized assets.

- Treasury guarantees would be provided on commercial terms for up fo £250 billion of
wholesale funding.

On 13 October 2008, capital injections were announced for RBS (£20 billion), and Lioyds TSB
and HBOS (£17 billion combined), increasing the government stakes in their ownership to
around 60% and 49%, respectively.

On 14 October 2008, the US authorities unveiled a $250 billion plan o take ownership stakes
in a number of banks. In return for government capital injections, the UK banks were required
to make commilments fo lfend at competitive rales to homeowners and small businesses;
reschedule mortgage payments for homeowners facing difficulties; and exercise restraint over
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executive compensation. Meanhwhile Barclays announced that it planned 1o raise £6.5 billion

by private means, avoiding the need for partial nationalization.

s On 14 January 2009, the UK govemment announced that it would guarantee up to £20 billion
of loans to small- and medium-sized firms.

« On 19 January a comprehensive plan was announced lo restore confidence to the UK
financial markels. Building on the measures implemented in October 2008, the principal
features included:

- Extension of the drawdown window for new debt under the Credit Guarantee Scheme
{CGS), intended to reduce the risks on interbank lending.

- A new faclility for asset backed securities fo be used as coliateral for banks seeking fo
raise additional funds fo support morfgage lending.

- Extension of the maturity date for the Bank of England’s Discount Window Facility,
providing liquidity by allowing banks to swap illiquid assels for T-bills. This provision
replaced the Special Liquidity Scheme.

- A new Bank of England facility for purchasing high-quality assefs. The Treasury will
authorize initial purchases of up to £50 billion, financed by the issue of T-bills.

- Subject to Treasury assessment on a case-by-case basis, certain bank assets to be
eligible for inclusion in a new capital and asset profection scheme’’

Furthermore, with the financial reform on financial framework of UK in 1997, tripartite reguiation came
into place which is composed of the Treasury, Bank of Engiand and Financial Services Authority
{Figure 3}. However, the division of powers between these regulatory bodies were blamed for failing
o maintain financial stability as their responsibilities were not clear and none of the parties knew what
exactly they should do when the crisis broke out. In his speech on 16 June 2018, The Chancellor of
the Exchequer states that ‘The Bank of England was mandated fo focus on consumer price inflation to
the exclusion of other things. The Treasury saw its financial policy division drift into a backwater. The
FSA became a narrow regulator, almost entirely focussed on rules based regulation. No-one was
controlling levels of debt, and when the crunch came no one knew who was in charge’ (Osbomne,
2010).
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Figure 3: Tripartite Regulation in UK

TRIGARTITE REQUEATION

Source: BBC News, 2008.

Therefore he confirmed the abolishment the Tripartite regime and the dismantling of The Financial
Services Authority, which will no longer exist in its current form.
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CHAPTER S
RESEARCH METHODOLOGY
5.1 Types of Research
Types of research can be sorled out according to the purpose, process, logic and outcome of the
research undertaken. The categories of main types of research according to Collis and Hussey are

shown below in Table &:

Table 9; Classification of Main Types of Research

S
Exploratory, descriptive, analytical (explanatory} | Purpose of the research
or predictive research

urce: Collis and Hussey, 2003, p.10.

5.1.1 Types of Research According to the Purpose

+ ‘Exploratory research is conducted into a research problem or issue when there are very
few or no earlier studies to which we can refer for information about the issue or problem’
{Collis and Hussey, 2003, p.10). instead of a hypothesis being tested or confirmed, ideas,
patterns or hypotheses are looked for in this type of research.

« ‘Descriptive research is research which describes phenomena as they exist’ {Collis and
Hussey, 2003, p.11). In this type of research the characteristics of a specific issue or problem
are identified and data is gathered accordingly, which can be summarized afterwards using
quantitative and statistical technigues.

« Analytical or explanatory research is an extension of descriptive research where ‘the
researcher goes beyond merely describing the characleristics, to analysing and explaining
why or how it is happening.” (Collis and Hussey, 2003, p.11). iis purpose is fo find out the
explanations and causes of the phenomena.

+« Predictive research carries the study one step further and by making predictions and
generalizations based on the analysis of the phenomena.

5.1.2 Types of Research According to the Process
+ ‘Quantitative research is based on the measurement of guantity or amount. It is applicable
to phenomena that can be expressed in terms of quantity.
s Qualitative research, on the other hand, is concerned with qualitative phenomenon, ie.,
phenomena relating to or involving quality or kind’ (Kumar, 2008, p. 8).

While the quantitative approach is more objective as it is related to the collection and analysis of
the data which is of numerical and statistical nature, qualitative approach is more subjective as it
is based on the reflections and perceptions of the researcher rather than the hard and solid data.
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5.1.3 Types of Research According to the Logic

s Deductive Research is a ‘research aimed at testing theories and hypotheses through

empirical observation’ while,

+ Inductive research is a ‘research aimed at developing theories and explanations based on

observations from the empirical world’ (Crowther and Lancaster, 2008, p.40).

5.1.4 Types of Research According to the Outcome

+« Basic, fundamental or pure research is used when the research problem is of a less

specific nature, and the research is being conducted primarily to improve our understanding

of general issues, without emphasis on its immediate application’ whereas,

s Applied research is 'desighed fo apply its findings to solving a specific, existing problem’
{Coliis and Hussey, 2003, p.13).

5.1.5 Types of Research of This Study

I have chosen to use analytical or explanafory research type according o the purpose of
the research, since | have crifically evaluated publicly available information so as fo
explain the causes and impacts of the recent global economic crisis on the banking
sectors of Turkey and UK which is quite compiex. The phenomenon was aiready known
and there were studies on the banking systems of both countries therefore, it is not
exploratory in that sense. And since | have not merely described the issue but also
discovered the reasons behind the differences of Turkish and UK banking system, my
study is more than a descriptive research. However, since | did not make generalizations
out of my analysis or a forecast regarding the solution of a problem related to my study, it
is not a predictive research, either.

According to the logic of the research, | used a combination of both deductive and
inductive research types. It is because | happened {o arrive at the possibility that Turkish
banking sector may not be affected as badly as the UK banking sector from the global
crisis relative o their sizes while [ was trying to find out how differently they were affected
and the underlying causes. Thereby, it is inductive in that sense since | induced general
inferences out of particular instances. Accordingly, in my data analysis, | tested this
hypothesis by analysing the numerical and statistical data of financial indicators in
banking sectors of the two countries to prove it right or wrong.

According to the oulcome, my research type is basic research rather than applied
research as | did not intend fo apply my findings to solve a specific problem. The main
purpose of my research was just to improve my understanding of the differences between
the Turkish and UK banking sectors and the reasons why Turkish banking sector may be
more resilient than UK banking sector in the face of global financial crisis so, basic
research seems to be more appropriate.

And finally, according to the process, the type | have chosen to use is quantifative
approach instead of qualitative as my subject is based on numerical and statistical data

consisting of main financial indicators related fo the banking sector such as loan-to-
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deposit, Hquidity and profitability, and capital adequacy ratios. Whereas, qualitative
approach is based on examinafions and reflections on perceptions and this makes it
subjective unlike my study which uses objective, hard data.

5.2 Type of Data Used in This Study: Qualitative vs. Quantitative

Types of data are categorized into two groups which are qualifative and quantitative. While the former
is refers fo the qualities and descriptions of observations of non-numerical materials, the latter ‘is data
which can be expressed numerically or classified by some numerical value’ (Crowther and Lancaster,
2008, p.75). As | have adopted a quantitative approach in my study and the data | have collected is
mainly of numerical character, data type of my study is quantitative data.

5.3 Type of Analysis of This Study based on the Analysis of Quantitative Data

in relation to the quantitative approach adopted in this study, the type of anaiysis used in this study is
exploratory analysis which ‘is useful for summarising and presenting the data in tables, charis, graphs
and other diagrammatical forms, which enable patterns and relationships fo be discerned which are
not apparent in the raw data’ (Collis and Hussey, 2003, p.198). In this respect, I have chosen to use
charts and graphs which ‘are suitable for both presenting and summarizing frequency data and, like
tables, can be constructed to convey information precisely’ (Collis and Hussey, 2003, p.202).

5.4 Sources of Data of This Study: Primary vs. Secondary

According to Crowther and Lancaster, ‘primary data does not actually exist until and uniess i is
generated through the research process as a part of the consultancy or dissertation or project’ (2008,
p.74). i is the original data which can be obtained by observations, surveys, experimentations and
interviews. And ‘secondary data is data which already exists, such as books, documents’ (Collis and
Hussey, 2003, p.161).

| only used publicly available secondary data in my research including annual reporis of selected
banks, stafistics, financial stability reports of Bank of England, financial markets reports of Banking
Regulation and Supervision Agency of Turkey and other various reporls as well as speeches, e-
journals, books and online newspaper arlicles. Since all the data | need was readily avaiiable on
various sources, obtaining primary data was unnecessary.

5.5 Hypothesis

According fo Collis and Hussey, ‘a hypothesis is an idea or proposition which can be tested for
association or causality by deducing logical consequences which can be tested against empirical
evidence’ (2003, p.10).

The hypothesis of this research is Turkish banking sector may not be affected as badly as the UK
banking sector from the global financial crisis of 2007-2008. In this framework, | am intending fo fest
this hypothesis based on exploratory analysis of quantitative data making use of charls and {ables
displaying the main financial indicators of the banking systems of both countries. Moreover,
comparing and confrasting the two banking sectors, [ am planning to prove it right or wrong
depending on my findings.
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CHAPTER 6
DATA ANALYSIS

6.1 Analysis of Main Financial Indicators Showing the Impacts of the Global Crisis on Banking
Sectors of Turkey and UK

6.1.1 Analysis of Main Financial Indicators of Turkish Banking Sector

6.1.1.1 Total Asset Growth

Turkish banking sector is experiencing a steady growth lately, despife the global crisis. Average total
assels of four selected banks of Turkey {Chart 19} demonsirates this steady growth with an average
increase of TL23.733 million from 2007 to 2009. And overall, the tolal asset size of banking sector in
Turkey {Chart 20) went up from TL 581.6 in 2007 to TL 834 billion in 2009 with an increase of over 43
per cent in 2009 compared to 2007. Other than total assets, the loans, deposits and especially
securities portfolio have been growing steadily {Table 10} with the growth rate of 37.5%, 44.2% and
59.6% respectively in 2009 compared fo 2007 figures. However, deposits had been stili the most
remarkable borrowed capital of the Turkish banking sector.

Chart 19: Total Assets of Selected Banks in
Turkey
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Source: Author’s work based on the data from Banking Regulation and Supervision Agency, Financial

Markets Report, 2010, p.14.
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Table 10: Some of the Main Financial Indicators of the Banking Sector in Turkey
TL Billion 2007 2008
&

51

and 20

Source: Author’s work based on the data from BRSA, Financial Markets Reports of 2009

6.1.1.2 Losses and Profitability in Turkish Banking Sector

Although profitability of Turkish banking sector slightly deteriorated in 2008 with a 9.7% fall compared
fo the previous year, in 2008 the net profits increased by 50.4 per cent, which was mainly due {o the
increase of 34.9 % in net interest incomes in 2009 compared to 2008. The only loss the sector
experienced is that of capital market fransactions in 2007, which recovered significantly and turned
out fo be profitable in 2008 although the profits declined by 15 per cent in 2009. And although return
on equity (ROE) of the banking sector decreased by 22.5% in 2008 with the impact of the crisis, in
2009 it recovered and increased by 20.3% in 2009 (Chart 21}.

Chart 21: Net profit/loss, net interest
income and capital market transactions
net profits/losses in Turkish banking
sector

45 AL TS

et profit/loss

B Net interest income

#% Capital market
transactions net
profits/losses

TL Million

& After tax Return on
Equities

Source: Author’s work based on the data from BRSA, Financial Markefs Reports of 2009 and 2010.

6.1.1.3 Leverage

As leverage ratios indicate the growth of the banking seclor with regards fo its resources, on order to
find out the extent of leverage, ratios of borrowed capitalfotal assets and borrowed capitalitotal own
funds are used for the banking sector of Turkey, whose average were 0.875 and 7.1 respectively
during the 2007 and 2008 (Table 11). Compared {0 some of the banks in UK such as RBS and

Barciays, leverage ratios of Turkish banks are quite fow.
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Table 11: Leverage Ratios of Global Banks
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ource: BRSA, Financial Markets Report, 2009, p.46.

6.1.1.4 Loan-to-Deposit Ratio

According to Pytel {2009} ‘the deposit creation process is at the heart of the banking system servicing
the public and stimulating economic growth. The modem banking instruments of securitization,
hedging, leveraging, derivatives and so on turned this process on its head. They enabled banks fo
lend more out than they tock in deposits.” Loan-to-deposit ratic here is of great importance as it
implies how much of deposit withdrawals can be covered by the bank, which has fo have a cerfain
amount of fiquidily supply o continue its day-fo-day operations. i the ratio is high that means, the
bank does not have enough supply of its own and borrows from more costly wholesale markels in
order to lend fo its customers.

The loan-to-deposit ratic of banking sector of Turkey was 80, 80.8 and 76.3 per cent in 2007, 2008
and 2009 respectively {Chart 15, see page 20). The average of three years is 79 per cent which
means, for every average TL 100 deposited in, Turkish banks were lending TL 79 which shows banks’
reserves are sufficient, does not depend on wholesale markets and therefore was not exposed fo the
fiquidity inadeguacy resulting from tighlened interbank lending. I also indicates that as the bank lent
out TL79, the remaining TL21 was refained in the banks' reserves, which further confributed fo their
solvency. And if we look at the loan-to-deposit ratios of selected banks in Turkey (Char 22), the
average ratio of four banks in three years is 94.54 per cent, DenizBank having the highest ratio
among the other three.
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Chart 22: Loan/Deposit Ratios of Selected Banks in

Turkey
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Source: Author’s work based on the data from 2009 Annual Reports of Banks above.

6.1.1.5 Liquidity

Overall liquidity level of Turkish banking sector is quite high (Chart 23} afthough, it fell by 26.8% in
2008 as the liquidity in giobal financial markels dried up in 2008. Yet in 2008, with an increase of 25%
in liquidity ratio, Turkish banking sector maintained its high soivency, therefore did not experience any
bank runs or collapse of any financial institutions.

Chart 23: Liquidity™ in Turkish Banking Sector
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{1)iquidity = {Cash Values+ Receivables from Banks {inciuding receivables from Central Bank and Monetary Markels
+Marketable Securities +Securities Ready fo Sale +Required Reserves){Deposit+ Debis fo Bapks {including debis fo Ceniral
Bank and Monetary Markels)

Source: Author’s work based on the data from BRSA, Financial Markets Report, 2009, p.38.

6.1.1.6 Capital Adequacy Ratio

The capital of a bank ‘is considered as the unique safety cushion capable of absorbing losses’
{Bessis, 2010, p.7) and Basel | and Il accords aimed at ensuring that banks have sufficient capital.
The standard Capital Adequacy Ratio (CAR) of banks in Turkey {Char 24) is much above the
minimum international fotal capital requirement of 8 per cent with the average of over 19 per cent
during 2007-2009. According to The Economist (2010} it is due to the fransformation of banks after
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the economic crisis Turkey went through in 2000-2001 with the strict regulatory process that ‘lifted the
capital ratic to a dizzying 19% and pushed down the loan-leverage ratio fo below the EU's or
America’s’

Chart 24: Capital Adequacy
Standard Ratio (Turkey)
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Source: Author’'s work based on the data from BRSA, Financial Markets Report, 2008, p.iv.

6.1.1.7 Credit Ratings

Although Turkey is rated by the inlernational rating agencies as sub-investment grade country (Table
12}, Turkey's long-term foreign currency rating was upgraded to BB and local currency sovereign
credit o BB+ by Standard & Poor’s, which is an indicator of the increasing stabiiity and the declining
levels of debt of the country. Frank Gill, the credit analyst of Standard & Poor's said The upgrade
reflects our view of the Turkish government's improving economic policy flexibility as a result of its
strong track record in steadily reducing the debt burden over the past decade. it also refiects our
opinion of the success of Turkey's regulatory institutions Ih preserving the solidity of the financial
sector, despite external adversity. Standard & Poor's believes Turkey's banking systemn will be one of
the strongest and least-leveraged in Eastern Europe’ (Invest in Turkey, 2010).
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Table 12: Current Credit Ratings of Emerging Markets
Aol Yy 01D
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Source: Gonenc, Sahinoz & Tuncel, 2010, p.18.

6.1.2 Analysis of Main Financial Indicators of UK Banking Sector

6.1.2.1 Total Asset Growth

First of all, Total assets of the UK banks decreased {Chart 25 and Chart 28) from £9.4 triflion to £7.4
trilion with a tolal fall of £1.9 trillion between 2008 and 2009, £1.4 of which is resulted from the
reductions in derivatives portfolios. According to the June 2010 Financial Stability Report ‘overall,
exposures within the financial seclor {derivatives exposures, loans to banks and holdings of
securities) declined by £1.6 trillion. Customer lending was aiso reduced. UK bank lending to non-UK
customers fell by £270 billion {14%} and to UK PNFCs and households by £34 billion (3%). Foreign
banks’ cross- border lending to the UK also fell by 11% (or US$557 billion) between 2008 Q4 and
2009 Q4. This reflected a generalized scaling back of cross-border credit provision by intemationally
active banks. This global refrenchment means that economies, including the UK, are highly
dependent on the stability of their home institutions for the provision of credit’ (Bank of England, 2010,
p.46).



Chart 25: Total Assets of Major UK Banks®
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Chart 26:Total Assets of the Selected
Banks in UK
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w2007 353.346 1840.829 622.28 1227.361
& 2008 436.033 2401.652 924231 2052.98
s 2009 1027.255 1696.486 751.928 1378.929

Source: Author's work based on the data from 2008 Annual Reporis of Banks above.

6.1.2.2 Losses and Profitability of UK Banks

Nevertheless, the building societies and banks in UK had heavy losses during the crisis as a result of
write-downs and impaiments in trading securities. While the total banking and frading losses of
Barclays, HSBC, LBG and RBS were around £30 billion in 2007, the losses more than doubled in
2008 and went up to around £80 billion in 2009 (Chart 27). The reason behind the significant fosses
especially in 2008 was mainly due to the fact that the investors sold out the risky assets they were
holding for the fear of a further market downturn. Banks in tum, which used extreme leverage, had to
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go through fire sales of their assefs in order to reduce their financial debts which was over
collateralized as ‘the coliateral is made of securities of which value varies with market movements’
{Bessis, 2010, p.8). Therefore, the value of the banks’ asseis declined and so did their equity. The
fear of further losses triggered the fear of banks’ insolvency due to inadequacy of their capital.

Chart 27: Losses of the Four Largest Banks in UK {2007-2009)
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Source: FSA, Financial Risk Quilook, 2010. p.22.

And the profitability of major banks had a sharp decline in 2008, RBS and Lioyds Banking Group
having heavier losses than the others {Charl 28). However, in 2008 there is a recovery in profitability,
return on equity of median UK bank with a 2 per cent increase and with a 30 per cent increase in
revenues.

Chart 28: Major UK Banks’ Profits
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Source: Bank of England, Financial Stability Report, 2010, p.45.
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6.1.2.3 Leverage

‘Leverage allows a financial institution fo increase the potential gains or losses on a position or
investment beyond what would be possible through a direct investment of its own funds’ {(D'Hulster,
2008). Chart 11 (see page 17} shows the upsurge of the leverage in UK banks as of 2000, the median
of which goes up from around 20 per cent to around 50 per cent during the period of pre-crisis, which
is an indicator of UK banks’' dependence on debt funding. This reflects reductions in assetfs which
‘were predominantly falls in intrafinancial sector exposures, including derivatives, rather than lending
to the real UK economy’ {Bank of England, 2010, p. 8).

6.1.2.4 Loan-tc-Deposit Ratio

Moreover the loan-to-deposit ratios of UK banks were much above 100 per cent, which also shows
the reliance of UK banks on wholesale funding. According to Morgan Staniey Research, in 2007 UK
banks loan-deposit ratic was 137%.... Another conservative estimate shows that this indicator for
major UK banks was at least 174%. For others like Northern Rock it was a massive 322%' (Pytel,
2008). An average 137% loan-to-deposit ratio means UK banks had an average of 63 pence in
deposits for every £1 they lent. Therefore, “anything beyond 100 per cent has fo be funded on the still
jittery wholesale markets or via emergency liquidity measures from the Bank of England’ (Jenkins &
Goff, 2010).

6.1.2.5 Liquidity

Up until the crisis the building societies and the banks in UK more and more heavily relied on highly
risky and cross-border funding resources increasingly dependent on potentially risky sources of
funding and on funding from abroad therefore, UK financial market liquidity kept increasing till the last
quarter of 2007 (Chart 12, see page 17), when the crisis broke out. After 2008, this funding liquidity
dried up rapidly and the UK banks which were dependent on wholesale markets were having difficuity
as the interbank lending tightened and their own reserves were not sufficient because of their high
loan-to-deposit ratios and low capital adequacy.

6.1.2.6 Capital Adequacy Ratio and State Support: Recapitalization and Liquidity Injections
Recapitalization of and liquidity injections to banks were inevitable as the credit standing and solvency
of banks were at stake which cost around £134 billion according to the Financial Risk Qutiook 2010 of
{2010, p.22) since the frading and credit losses of the big-four banks in UK amounted up to £168
billion between 2007 and 2009. Moreover, in terms of recapitalization, the fofal capital adequacy ratic
of four major UK banks which was around 8 per cent in 2007 was increased up to 12 per cent
average (Chart 29) in order fo strengthen the capital buffer against possible losses in periods of
economic turbulence.
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Chart 29 : Capital Ratio Evolution of ‘Big Four’ UK Banks
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In this respect, medium and fong-term debt issuances of banks were guaranieed by the Credit
Guarantee Scheme (CGS) of HM Treasury. As a consequence, in the last quarter of 2008 and first
quarter of 2009 guaranieed issuance of debl securities is significantly predominant (Chart 30}
Furthermore, the infroduction of Special Liquidity Scheme (SLS) provided the banks with the
opportunity to exchange their collateral of securities, especially the UK Residential Morigage Backed
Securities with the Treasury bills of Bank of England. ‘Together the CGS and SLS provide over £300
billion of funding and Hiquidity support which eguates to over 10% of the liabilities of the top six UK
banks’ according to the Financial Risk Outlook 2010 of Financial Services Authority (2010, p.33).

Chart 30: Public issuance of Debt Securities by UK-owned Banks
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8.1.2.7 Credit Ratings

The state support, UK banks depended upon along with the financial instability during the period of
crisis resulted in the possibility of downgrading of the banks’ credit ratings by credit rating agencies.
Hence, 'S&P cut the outlook on Britain's 'AAA’ rating fo negative in May 2009, a move that typically
carries a one in three chance of a downgrade’ (Reuters, 2010). The lowering of credit scores brings
along the threat of increase in the costs of borrowing in UK.

Furthermore, while the 2008-2010 fotal credit upgrades related to credit quality of UK by Fitch is 59,
total credit downgrades are 791. Moody's upgrades for the same period is 40, while downgrades are
424 and the upgrades of Standard & Poor’s is 57 while the downgrades are 1420 (Table 13).

Table 13: Credit Quality — Rating Changes (UK)
Upgrades/Downgrades by Country!
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Source: Association for Financial Markets in Europe (AFME/ESF), 2010, p.8.

6.1.3 Comparison of the Financial Indicators of Banking Sector of Turkey and UK

6.1.3.1 Total Asset Growth

Although total asset size of banking sector in UK is much larger than that of Turkey, during the crisis,
while the total assets of the former fell by £1.9 trillion in 2009 compared fo the previous year because
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of the reductions in derivatives portfolio, the latler's assets continued to grow by 43% in 2008
compared fo 2007. This is mainly due to fact that Turkish banking seclor was not exposed {fo toxic
assets consisting of complex derivative products uniike the banks in UK (Chart 31}

Chart 31: Percentage of Tangible Equity in Toxic Debtin UK

e

Source: Aldrick, 2008.

6.1.3.2 Losses and Profitability

Despite the fall in net profits and after tax return on equities in 2008 when the global crisis deepened,
Turkish banking sector did not suffer from any significant losses unlike the banks of UK had. The only
loss Turkish banking sector was that of capital matket transactions in 2007 by TL811 million due o
the turbulence in global capital markets. Furthermore, Turkish banks were not holding any ABS or
RMBSs since the primary and the secondary mortigage market is hardly developed in the country
uniike UK, which protected the former from heavy losses from those fransactions in capital markets.
The UK banks, on the other hand, had many write-downs and impairments in frading securifies and
therefore the total banking and trading losses of maior banks in the country went up from around £30
billion in 2007 fo around £80 billion in 2009 as the highly risky assets were soid out by the investors
because of the opacity of the complex asseis, uncertainty and possible further downturn of the
markel. Therefore fire sales of assefs started with the aim of reducing their over-collateralized
financial debts which led o a decrease in the value of assels and banks’ equity. Moreover, Northern
Rock went through a bank run where customer withdrawals amounted up to £1 billion, the bank
collapsed unable to refinance itself and was nationalized in 2007. in the meantime, the remaining
banks had to have funding and liquidity support over the Special Liquidity Scheme and Credit
Guarantee Scheme of £300 billion.

6.1.3.3 Leverage

While the median leverage ratio of UK banks, which were after gains through debt funding soared in
the period before the crisis up to 50% and Which yielded high profits when the markets were well-
functioning, leverage ratio of the Turkish banking sector was pretty low with an average ratio of 6.6%
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in the vears 2084 to 2007. Although the Turkish banking sector did not grow as much as UK did, its
deposits and capital adequacy ratios were high enough fo sustain itself when the crisis broke out. UK,
on the other hand, through its complex financia! instruments and extreme leverage had high profits
before the crisis and big losses afterwards. As a resulf, the leverage ratio of the UK banking sector
slumped.

6.1.3.4 Loan-to-Deposit Ratio, Capital Adequacy and Liquidity

The loan-to-deposit ratio shows how much deposit supply the banks have compared to the amount
they lend fo their customers, which should be below 100% in fraditional banking, enswring that the
banks have enough reserves fo pay their customers. UK banks seemed to have infinite amount of
money supply borrowed from the global wholesale markets, from which Northern Rock borrowed
insomuch as 75% of its funds. Hence, lending more than their own deposits, UK banks’ loan-to-
deposi ratios were much above 100%. Nevertheless, ‘after Northern Rock’s problems, a high lcan-
fo-deposit rafio is not popular. At 177pc, HBOS has the highest in the sector. To put it in context,
though, Northern Rock was on 345pc’ (Aldrick, 2008). Whereas, since the deposits are the most
notable borrowed capital for Turkish banks rather than the wholesale markets, the average ratio in the
years 2002 to 2009 was 62.13%. For this reason, Turkish banks did not have any liquidity problems
when interbank lending tightened after the crisis uniike UK banks. While the liquidity ratio of the
former was quite stable during the crisis, the latier had a sharp fall fowards the end of 2007.

Apart from not lending more than they have and not relying on wholesale funding, Turkish banks’
capifal adequacy ratic was brought up fo an average of 19% after the restruchaing and
recapitalization process in 2001-02. For that reason, banks had enough capital fo absorb any possible
losses during the recent crisis. Nevertheless, UK banks were hardly above the minimum capital
adequacy ratio set by the international capital accords. As a consequence, huge amounts of liquidity
injections and recapitalization programs were indispensable, unlike the Turkish banking sector,
solvency of which was high.

6.1.3.5 Credit Ratings

Despite the fact that UK has the highest quality ratings by credit rating agencies, the instability in
financial markets and the state support UK banks had threatened the outstanding ratings of UK and
caused Standard & Poor's to change its outiook fo negative, with the possibility of a future
downgrade. Furthermore, the total credit downgrades of three major credit rating agencies, especially
that of Standard & Poor’s’ is quite high. Turkey, on the other has sub-invesiment ratings which shows
its proneness fo the changes in the economy and instability, Standard & Poor’s upgrade of some of
Turkey's ratings is promising and also a noteworthy indicator of increasing financial stability of Turkey
and its resilience in the face of crisis.
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CHAPTER7
CONCLUSION AND RECOMMENDATIONS

7.1 Conclusion

7.4.4 The Causes and Effects of the Crisis in Terms of Morigage Market, Mortgage Lending
and, Securitization and Structured Financial Instrumenis

The liberalization and deregulation of banking sector along with the globalization of the financial and
capital markets enabled banks to lend more than the deposits they are holding and to borrow from the
infernational wholesale markels as the lowered risk-free interest rales boosted the supply of cheap
credit. After 1990s the popularity of new financial insfruments such as securities, derivatives and
hedge funds increased with the belief that they disperse the credit risks and provide higher profits for
investors. Similarly, banks’ appetite for higher profits encouraged them fo increase the amount of debt
used in their capital structures. Moreover, depending upon the principle of ‘foo big fo faif', according to
which big institutions are prevented by the safety-net of their governments from failure in
apprehension of contagion fo many other institutions, banks fook more and more risk with a sense of
safety.

Assuming that they are free from holding the credit risks on an ongoing basis and hence feeling free
fo use high leverage, together with high credit ratings by credit rating agencies and the capiial
arbitrage eroding the Basel rules, which resulied in declined capital adequacy ratios, banks enjoyed
the growth in morlgage lending and benefited from the rapid growth of securities and derivatives
market related fo especially to morigage lending up until the crisis triggered by the collapse of sub-
prime mortgage lending in United States due to high default rates of sub-prime morigage borrowers.

Nevertheless, when the crisis broke out, highly leveraged banks turned out fo be holding most of
these securitized credits in their books and to have made huge losses related fo those credits not the
end investors thereof, the risk diversification that is believed o be ensured by securitization could not
actually be attained.

Even though the recent global financial crisis stood out with ifs systemic nature, with its domino-effect,
the failure of some financial institutions sparking the failure of many others who were exposed to
contagion, through lending to those troubled institutions for instance, some countries seemed to be
less vuinerable than the others.
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7.1.2 Why Turkish Banks were More Resilient and Less Vulnerable?
7.1.2.1 Leverage, Structured Financial Instruments and Mortgage Market in Turkey

Turkey is one of those countries, ironically not being able to take the opportunity to generate huge
revenues during the using high leverage and structured financial instruments, as # lagged behind the
developed couniries with Hs iraditional and conservative struchure. Furthermore, banks could not
enjoy a supply of cheap credit as the interest rates of Central Bank of Republic of Turkey were quite
high with a rate of around 15 per cent during the period prior o the crisis, although it decreased a
great deal after the restruciuring and recapitalization measures after 2001 crisis,.

Also, as the long-term bond market, long-term funding and long-term loans was unavailable in Turkey
since the economy was unslable and the inflation was quite high untii 2001, which also fell
significantly after 2001 and became more stable yet still around 15 per cent after 2003, housing
finance was unattainable for the Turkish households. However, there was a growth in housing loans
between 2002 and 2007 owing fo the sharp decline in interest rates and inflation, and in 2007 the first
morigage law was infroduced. Owing to the fact that the primary morigage market is underdeveloped
in Turkey, the securitization of residential assets are non-existent in the secondary market and the
diversity of complex financial instruments is very little, which protected the banks from the global
contagion spread by those instruments.

7.1.2.2 High Solvency of Turkish Banks

Additionally, the reason that protected Turkish banking sector from the effects of global crisis and
provided the sector with a strong buffer against possible losses and helped remain its solvency is its
strong capital structure and high capital adequacy ratios which were reinforced by the Banks
Restructuring Program in 2001. Furthermore, the loan/deposit ratios were quite below 100% and
banks were not very dependant on wholesale funding, which also coniributed to high solvency. Thus,
no Turkish bank needed a bailout due to liquidity problems. High loan-to-deposit ratios of the banks
also contributed to their solvency.

7.1.2.3 Growth in Banking Sector and Upgrade in Credit Ratings

For all these reasons along with the CBRT's macroeconomic policies and BRSA's effectual
regulations and supervision, the growth of banking sector of Turkey only paused for while if we ook at
the profitability of the sector. However, the total asset size continued fo grow, the number of branches
and personnel continued to increase while the number of banks remained the same despite the crisis.
Furthermore, Standard & Poor's gave Turkey a credit upgrade with regards to their belief in
improvements of government’s economic policy fiexibility and expressed their positive outiook that the
banking system of Turkey is taking firm steps forward on the way fo being one of the strongest and
least-leveraged systems compared fo those in Eastern Europe.
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7.1.3 UK: Too Big to Fail?
7.1.3.1 Financial Deregulation, Liberalization and Highly Leveraged Banks

UK, on the other hand, is one of the developed countries with one of the largest economies of the
world, fop nofch financial institutions and its share in global capital markets. Yel, likewise some of the
financial institutions which were assumed to be too big to fail, UK financial system, one of the big,
leading financial centres of the world, also falled to a certain extent. Banks of UK has been highly
profitable owing fo thelr use of high leverage and diverse structured financial instruments. This was
mainly the result of financial deregulation and liberalization of financial system which affected the
housing market. According to OECD (2000, p.173), after 1980, the credit confrols and minimum
lending rate of Bank of England were abolished, banks were enabled with the opportunity to compete
with building societies for housing finance, building societies were able to expand their lending,
morigage lending guidelines of government was withdrawn and towards the end of the decade
securitization was infroduced.

7.1.3.2 Rapid Growth in Mortgage Market, Growth in Mortgage Lending and Securitization

The primary mortgage market, thanks to the deregulation, liberalization, economic stability, high GDP
growth, high income of the households and low levels of inflation, has already been developed, and
further flourished with the supply of cheap credif. As the demand for mortgage credif increased, so did
the mortgage lending. Therefore UK banks started fo rely more and more on wholesale funding and
started lending more than they had.

And in terms of the secondary market, UK has been the largest issuer of securities among European
countries il 2009 and the leading centre of derivatives market throughout the world. Hence, the
losses related fo mortgage related securitization was unavoidable as the banks ended up holding
foxic assets in their books. And since the level of risk of the securitized assets they were hoiding
could not be anticipated due to their complex siructure and opacity, investors wanted fo dispose them
off and their vaiue came down and the credit ratings related to asset quality were downgraded, with
which banks ended up in further losses. Prior fo the outbreak of crisis, the leverage ratio of UK banks
increased, especially of Northem Rock, which were selling significant amount of securitized credit fo
SIV and mutual funds holders in United States, with the dry-up of which a considerable proportion of
UK hanks’ resources for credits were cut-off. The tightening liquidity in the giobal markets also made #
harder for the banks to refinance themselves and brought along the problem of insolvency.

7.1.3.3 insolvency of UK Banks Due to High Loan/Deposit Ratios and Low Capital Adequacy

Another reason of insolvency of UK banks was their high loan-to-deposit ratios. Packard (n.d.) as
cited in Wachman (2008} says: ‘If you go back fo the 1960s, average loan-to-deposit ratios at British
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banks were at around half, which means institutions were lending only 50 per cent more than they
heid in deposits. Compare that with the 170 per cent ratio currently maintained by HBOS' and
Wachman further adds; ‘The rafio was even higher at Northern Rock and Bear Steamns, making them
parficutarly vuinerable to the credit squeeze.” This means, UK banks, especially Northern Rock was
lending much more than they had. Furthermore, UK banks had low capital adequacy ratios, barely
above the minimum levels determined by the Basel Capital accords which added up to insolvency and
credit squeeze as banks were unwilling to lend to each other. Regardiess of the fact that Bank of
England cut base rates continuously, the interbank lending rates {wholesale money market interest
rates) remained quite high till the end of 2008, which caused the costs of borrowing to be high,
resufting in further credit squeeze.

7.1.3.4 UK Banks in Deep Water

Northern Rock, with its exiremely high loan-to-deposit ratios, high reliance of wholesale funding,
aggressive morigage lending strategies and low solvency, experienced a bank-run, withdrawals
amounting up fo £1 billion hence, was unable fo pull through the global crisis and nationalized.
Furthermore, the number of morigage loans in UK fell due to high costs of borrowing and liquidity
squeeze; the fotal asset size of major UK banks, except Lioyds TSB declined in 2009 compared to the
previous year; banking losses related to credit impairments and, credit losses resulting from write-
downs and impairments increased, while the profitability declined; major banks of UK raised funds
through rights issue, some of which was rejected to be taken up by sharehoiders and; UK banking
sector went through a consolidation, monopolization and downsizing process through mergers,
acquisitions and takeovers.

7.4.3.5 The Costs of State Support

Moreover, £134 billion of liquidity injection was made fo the UK banking system as the four major
banks' trading and credit losses ran up fo around £168 billion during 2007-2008. Accordingly, HM
Treasury guaranteed banks’ debt issuances by the Credit Guarantee Scheme and, with the Special
Liguidity Scheme, banks were enabled to swap their collateral of securities, especially the UK RMBS
with Bank of England’s T-bills. Both of the schemes subsidized the UK banking system with over £300
billion.

Overail, the analysis of all the financial indicators related to profitability, Hquidity, leverage,
loan/deposit, total asset growth, capital adequacy and credit ratings together with the growth in
morigage lending and the costs of stale support in both counlries prove that the Turkish banking
sector was less vulnerabie and more resilient than the banking seclor of UK, which is much bigger in
size than that of Turkey but this does not prevent the too the too-big o fail'.



7.2 Recommendations

The giobal financial crisis of 2007-2008 was a consequence of many different factors that built-up for
a jong time prior to crisis which resulted in a global credit crunch, deterioration in financial and capital
markets and recessions in macroeconomic perspective. Therefore, taking necessary measures is in
the responsibility regulators, governments and the participators of the market, which is vital to
minimize the impacts of a possibie future crisis. Whether there will be a conceptual revolution related
to the banking structures is not known for the time being. No matter what, the fact that banks are in
need of rearranging their established structures and sirategies is indisputable, including;

« [Increase of capital - First of all, it is necessary to make hay while the sun shines which implies
the increase of capital while the security prices are rising in the financial markets in order to
be protected by any losses incurred during the period when the prices are falling. '

s  Better management of liquidily risks - Prior fo crisis, banks did not give much consideration fo
the necessity of diversifying their sources of funding when the bank liquidity and did not seem
{o be as imporiant as it is now. As liquidity is the heart’s blood for banks, an efficient liquidity
risk management is vital. In this respect, the regulators should make sure that banks are more
self-sufficient and further diversify their funding resources. Moreover, the average length of
time until the banks’ liabilities are due should be extended and the liquidity buffer, comprised
of assets or investments that can be liquidized in no ime should be expanded.

« Higher capital adequacy rafios — international and national regulators are already working on
increasing banks’ capital adequacy requirements.

» [ower leverage rafios — the regulators can delimit the leverage ratios of the banks and also
banks may avoid shooting their leverage position up for instance 40-50 times their capital
base since investments yielding high retums could be the result and award of high risk taking
yet highly risky invesiments do not guaraniee high returns and, what is more, they may cause
the banks ending up in impairments and write-downs on their balance sheets, which was the
case in this recent global crisis.

s Lower loan-to-deposit ratios — Banks could be more conservative in that respect and lower
the ratic around 100 per cent, so that they will not lend a lot more than they have in their
deposits.

« |imited size of banks — The size of banks which are too-big-to-fail, counting on the safety-net
of their governments as a lender of last resort should be limited for the good of the society
which might be imperilied when they fail, since the value of their balance sheefs are aimost as
much as the Gross Domestic Product of their country and their downfall may also pull the
whole financial system down.



All in all, tighter regulation and supervision of banks without preventing them from operating properly
is necessary however; oo much pressure may result in resistance, for instance HSBC threated the
government with moving its headquariers outside UK as the government wanted to break up the
banks so as fo limit their size. Therefore, it should be handled with great care and banks should act
more responsibly and also co-operate with the reguiators for the good of the public, soundness of the
financial system and economy of not just their own country but that of the world since they are all tied
up in a globalized world.
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REFLECTION

Every kind of business needs efficient administration, including the private school | worked.
Therefore, although | only had a teaching background and, the only management experience [ had
was class management, | felt the need o have a Master of Business Administration Programme, so
as to improve my business administration skills, to be belter equipped against the increasing
competifiveness in job market, to expand my knowledge on business world and to contribute to my
personat development. [ believe that all the modules in this programme | have completed successfully
so far enabled me to attain these goals.

The reason | have chosen finance was fo have a hetier understanding in how things work in the world
of finance, especially when the financial crises are getting more frequent and crisis stricken world is
experiencing a deeper recession. Moreover, my home counfry, Turkey, has been in and out of
economic furbulences for many years and although its financial system and banking sector lags
behind the developing countries, | wanted fo find out how come the vulnerability fo the recent crisis
was deemed fo be less and the resilience fo be higher. Therefore, | decided fo do my research by
comparing the banking sector of my home country, Turkey and that of UK, where | have been living
for a while.

Reflection on the methodology: Although, in the process of writing my disseriation, it sounded
ridiculous at fimes fo compare and conirast a developed and a developing couniry as they are alike
as much as an apple and a pear, The further | investigated the differences of the banking sectors of
the two countries, the more | realized that maybe Turkish banking sector has turned its weaknesses
info strengths and in the face of this crisis hence, the type of research in that sense was inductive as |
came up with a hypothesis that Turkish banking sector may not be as affected as badly as UK by the
crisis. Afterwards | used deductive approach, and tested my hypothesis, analysing the quantitative
data of the financial indicators. To test my hypothesis, | used exploratory analysis which | found quite
useful in presenting and summarising quantitative data in the form of tables and chatls. As they
represent all the raw data graphically, the data is visualized and conveyed to the reader in a very
simple way. Therefore, | am quite happy with the methodologies | used and in the meanwhile | have
leamt how to read and analyse the data given in those charls and tables.

Reflection on the structure: Since | had to investigate the banking sectors of two countries, | decided
to present their differences in the literature review part in terms of morigage market and morigage
lending; secwritization and shructured financial instruments and impacts of the crisis in separate
sections for Turkey and UK. After coming up with a hypothesis, | also analysed the main financial
indicators of the banking sectors of two countries, which gives an insight on their financial soundness,
separately and finally | compared and confrasted the two in the final section of data analysis. | believe
that my arguments are quite convincing as | based them all in objective quantitative data.
Furthermore, my recommendations are quite brief and relevant. Also | am quite happy with the



structure of my study as everything is quite clear and organized, with all my work is divided into many
sub-sections so that it could be followed more easily.

Reflection on my personal learning: As | only had the basic knowledge on the financial terminology, i
was quite difficult fo gather all the relevant dala, analyse them and incorporate them in a2 meaningful
whole. In order to see the big picture, | had fo figure out and comprehend the ferminology, about
which now | have a better knowledge. Other than the two countries, | also had to identify the financial
practices in the United States which had the leading role in this crisis and hence | have realized the
increasing interconnectedness of the financial markets of the world and that the importance of the risk
management together with the need for an efficient regulation and supervision to prevent the possible

future crises.

Meta-reflection: The research | have done while doing my assignment on UK housing market for
Strategic and Innovative Markeling class | have taken in MBA-2 and, Corporate Finance and
Investment Management and Capital Markets lectures has been very useful to me in doing my
research as they familiarized me with the terminology, the housing market and the financial markets.
This research further deepened my knowledge onh banking systems and their leading role as the
major financial intermediaries and, on struclured investment vehicles. Now that | can read and
understand the economy pages of the newspapers, which seemed quite complex and
incomprehensible to me before | started my MBA.

However, writing this dissertation has been the most challenging work | have done throughout the
whole MBA programme since it required a deeper research compared to my previous assignments
which | now realize that were quite superficial and simple. Since my subject is a current one, there are
unlimited articles and reports on the internet refated fo it and it was quite hard to pick and choose the
data that might be useful in my dissertation among all those complex financial terms and indicators.
Furthermore, since the banking systems of the two counfries are not alike, it was quite hard fo find
similar indicators that | can compare.

Now that | have put so much effort in this research and in the process of writing and guite confident
and proud of the work | have done, | hope my endeavours will be appreciated as much as | think it will
be.
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