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EXECUTIVE SUMMARY

During 1990-2000 period, instabilities in the global economy have increased significantly.
When this period is analyzed, it is seen that developed economies, other than the USA, have
an instable and low growth performance. Emerging economies experienced major financial
crises which had reflections on global scale. Furthermore, negative impact of the Gulf Crisis
deeply affected the economies of that region, mainly the Turkish economy.

In the mentioned period, global capital flows accelerated and Turkish economy was often
exposed crisis. Since the stability programs could not be maintained due to various reasons,
problems in the economy increased. The weak growth performance as of the third quarter of
2000, high public sector imbalances, unsustainable domestic borrowing as well as the macro
economic instability due to high and volatile inflation, raised concerns on financing the
current account deficit. In such a period, structural problems in banking sector simply
deepened the November 2000 and February 2001 crises and accordingly it turned to a
systemic banking crisis.

Interest rates increased significantly in the second half of November 2000, rapid capital
outflow to abroad was experienced, stock prices decreased sharply and a medium-scale
bank was taken out of the system. In order to prevent the deepening of the crisis, various
measures are put into implementation in short-term. And a relative improvement was
achieved. Nevertheless, the credibility to the program was lost completely in February 2001
and a speculative attack occurred against Turkish Lira and a second crisis was experienced
within three months.

The Banking Sector Restructuring Program was put into implementation in May 2001. The
aim of the Program is the restructuring of public banks, resolution of banks taken over by
the SDIF, rehabilitation of private banking system, strengthening of surveillance and
supervision frame and the increase of competition and efficiency in the sector.

Within the scope of the program, capital structure of public banks has been strengthened.
Duty loss receivables are paid and regulations which will lead to bearing of new duty losses
are removed and short-term liabilities are liquidated. These banks have been restructured
on operational scale, a professional stuff is employed in their management, number of
branches and personnel are reduced to rational levels.

Banks taken over by the SDIF are resolved by methods like merger, sales or direct
liquidation in rather short periods. Prosecutions made pursuant to the powers granted by
the Banking Law and the Act Nr. 6183 provided significant increases in collection income as
of 2005.

As a result of these crises, 22 banks were transferred to the SDIF. The cost of re-structuring
of these banks and public banks was USD 53.6 billion which was equivalent to one third of
national income.

With the internal debt swap made to provide the private banking system a more sound
structure, the FX open positions were closed significantly; with the capitalization program,
necessary measures were taken concerning the banks having capital inadequacy; and the
balance sheets of private banks were made more transparent by applying inflation accounting.
The inflation accounting application has enabled to measure the real dimensions of own funds
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within the banks’ balance sheets. Within this period, a regulation providing to implement the
mechanisms accelerating the resolution of troubled assets was made.

Reforms implemented after the financial crises experienced and the political stability
obtained after 2002 have provided a significant improvement in fundamental indicators. As
a matter of fact, with also the effect of global developments, within the period of 2002-2005
distinctly from previous periods a stable improvement was experienced in macroeconomic
framework. Alongside with the high growth performance in the 2002-2005 period, the
inflation was decreased to single digit levels, the short-termed policy interest rates were
decreased below 20% and thanks to the financial discipline, the share of public debt within
national income was also decreased. The improvement of Turkish economy and the increase
of the interest of global capital have caused a strong capital entry oriented directly to
country and formed as portfolio investment.

Thanks to measures taken after the crises, the sector has improved rapidly. While the
distortion caused by the public banks on the system were decreasing, balance sheet
structures of all banks have improved and within the stable environment provided the share
of global capital has increased. The numbers of branches and personnel which have
decreased dramatically after the crises have entered to a regular growing tendency within
the following periods and this healthy development has contributed to an efficient benefit
from informatics technologies and to expand the customer web. With the return to
intermediation activities which is the fundamental function of the sector, loans have become
the asset item the most increased after the crises. Moreover, the share of retail loans within
total loans has also increased. Despite the strong credit expansion, the sharp decrease of
non-performing loans/gross loan ratio has shown that the growth of loans was healthy.
Accordingly, within the post-crisis period, the contribution of the sector to the economic
growth by loans has increased and the financial deepening has become stronger. Within the
post-crisis period while the sector’s free capital base showed a constant growth, strong
qualitative improvements were seen in own funds components. In parallel with these
developments, the sector’s profitability has increased and has gained a sustainable quality.
Another important reflection of the stability was observed on intermediation costs; while
the deposit and loan interest rates have decreased rapidly after the crisis, the burden
especially on credit customer has decreased.

To increase the institutional capacity within the post-crisis period, the supervisory field of
the BRSA was expanded, its organizational structure was reviewed, strategic planning
approach was adopted, its regulatory process was made more participative and transparent
and its supervisory process was made stronger with the unification of on-site audit and oft-
site audit, as well as new approaches, methods and applications.

The Turkish experience has shown the importance of accurate identification of nature
and dimensions of problems carrying the sector to the crisis and implementation of a
detailed approach devoted to resolve all actual and structural problems and its application
with inter-institutional coordination and without concessions. It was also seen that during
crises, the priority shall be given to the restitution of the confidence suffered from erosion
with the measures to be taken as soon as possible. Furthermore, the importance of
maximizing the agility and coordination in the political decision-making process, conducting
the economic management exclusively, restoring the reputation and benefiting from
collaboration with international institutions has come to light.
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It is clearly understood that strengthening the system and making stability permanent could
only be achieved by appropriate policies to be developed with cooperation with all countries
and institutions rather than individual efforts, and measures for this purpose were reflected
to regulations and policies following crisis management and the necessary lessons were
taken.

In period after 2000-2001, structural reforms which ensure to overcome the fragilities
against the banking sector became the engine of economic growth and accelerated resolving
crisis.

Extensive dominant partner abuses in SDIF banks indicated the importance of licensing
process. It is understood once again in evaluation process of license applications that
qualifications and intentions of entrepreneurs as well as competition conditions in the
market, capacity of institutions subject to application to manage risks, internal processes
and corporate management principles should be evaluated fastidiously.

The crisis indicated the necessity of monitoring banks with early warning systems to be
established before the banks become problematic and implementing proactive resolving
strategies in those banks in a way to provide time and cost efficiency rather than reactive
practices in resolving problematic bank process.

It is observed that imposing blanket guarantee at the proper time that was introduced to
prevent bank runs and revoking it when crisis ends contributed market discipline.

Enforcement of re-structuring activities during and after crisis process by the BRSA which
both have administrative and financial autonomy increased the efficiency of the process.
Also, the coordination with sector representatives contributed to the swiftness of acts, while
minimizing bureaucratic delays.

Providing transparency and impartiality in all practices helped Turkey to set an successful
example. It is recommended to countries which intent to follow similar policies that they
ensure real conditions of banks to be determined and announced to public, publish financial
reports in sector basis periodically and issue publications to inform public on the program
that is being carried out.

It is observed that regulations which were put into force so as to determine the problems in
the system on time and resolve them rapidly and efficiently are the most important factors
in resolving the crisis and securing the system.

With the global crisis, the importance counter-cyclical regulation which promotes of making
savings in expansion periods and making use of the in times of distress is clearly
understood.

Owing to the strong connection between real and financial sector, a problem experienced in
one of them cause problems in the other simultaneously. The fact that crisis resolution
began with the banking sector in Turkish case enabled real sector to recover in a short time.
It is understood that problems in real sector should be perceived as a result, rather than a
reason and analysis should begin with financial sector.
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1 THE ORIGINS OF THE FINANCIAL CRISES

1.1 Global Risks

Global economic outlook during 1990 and 2000 can be defined as a period of significant
regional instabilities. When this period is analyzed, it is seen that the US economy has been
buoyant in parallel with the strong consumption; nevertheless growth performances of
other developed economies did not have the same stability. Furthermore, in this period,
financial crisis having reflections on global scale have been experienced in emerging
economies. It must be noted that the negative aspects of the Gulf Crisis deeply affected the
economies of the region at least.

When global economic activity is analyzed by regions, it is obviously observed that
developed economies group which includes USA, Euro Zone countries and Japan is in growth
path. As a matter of fact, when Japan economy which was stagnant in the mentioned period
is excluded, a successful performance is observed in developed economies, especially in the
USA. Despite the financial crisis experienced, emerging economies could raise their growth
performances.

Chart 1: Growth Rates and CPI Developments
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When price developments in this period are analyzed, difference between developed
economies and emerging economies are clearly observed. Increasing liberalization trends as
of 1990’s caused domestic price levels of especially developing countries to be exposed to
demand and/or cost oriented pressures. In parallel, disunity, hesitations and other
structural problems, inflation in developing countries became important problems. In this
period, the inflation was low and relatively stable (with low volatility) in developed
economies, mainly in the USA.

When current account developments are analyzed by economic regions, it is seen that there
wasn’t significant regional macro instability until 1997-1998 Asia Crisis. The USA’s rapid
increasing current account deficits especially in 1990-2000 period was initially financed by
Japan and then by China. This global imbalances, though not as significant as recently,
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started to increase by the impact of interest and exchange rate policies applied, and export-
led growth by countries such as Japan, Germany and China.

Chart 2: Current Account Balance
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Source: IMF (*) Countries which have the highest deficit as of 2000: USA, United Kingdom, Germany, Brazil, Spain, Mexico,
Australia, Portugal, Poland and Turkey. Countries which have the highest surplus as of 2000: Japan, Russia, Switzerland,
Norway, France, China, Canada, Kuwait, S. Arabia and Iran.

When unemployment rates by countries in 1990-2000 period is analyzed, it is seen that the
mentioned rate decreased continuously in the USA and had a horizontal trend, by little
increases, in Germany and Japan. Unemployment rates were heterogeneous differentiated
among in emerging economies. This heterogeneity e said differentiation is a result of the
financial and economic instabilities experienced in some of those economies

In this period, it is seen that there is a recovery in general for developed economies, mainly
for the USA and the volatility of macroeconomic indicators are moderate. Up to the end of
1990’s, the USA continued to its growing trend which it caught by New Economy wave with
high domestic consumption trend and kept it in a trend depending on external savings. This
situation led to the fact that the global economic structure depended on the total demand of
the USA. At the same time, economies having current account surplus, mainly Japan and
China purchased government securities of the USA which has current account deficit. Thus,
the value of USD was protected and accordingly strong domestic demand of the USA was
maintained. As a result, an overvalued US dollar problem occurred.

When emerging economies are analyzed, it is seen that, contrary to developed economies,
financial crisis is often experienced on domestic scale, raising movement in global capital
inflows could not be managed, public sector imbalances as well as other macroeconomic
imbalances like inflation and unemployment was distorted and these were transformed into
economic crisis. Private capital movements which increased rapidly especially after 1990
started to decrease sharply after 1996 and this trend continued until 2002. Excessive
sensitivity to spread risk is a significant determinant in global investor’s preferences beside
the national economic view and accordingly the volatility in private capital movements
increased. This situation is both the reason and the result of the global instability.
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Chart 3: Capital Flows to Emerging Economies
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In fact, crisis having global effects were experienced in a 10-year period after 1990. Some of
them were geopolitical based as in Gulf Crisis in 1991 while others were financial and
economic based crisis like 1997 Asia Crisis, 1998 Russia Crisis and 2000 Argentina Crisis.

By the Gulf Crisis in 1991, Turkish economy was hit by negative external shock. In this
period, the market experienced a sudden international capital reversal. Regional trade
stopped, a significant decrease was experienced in general economic performance by direct
impacts like the decrease in tourism income. Especially the risks and destruction of the war
had negative effects all over the region.

Chart 4: Money Market Interest Rates
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Source: Reuters

The Asia Crisis in 1997 is experienced as a result of the structural distortions in finance
sector and private sector imbalances caused by the companies sector and distortions in
balance sheet of banking sector. Especially the fact that Japan and EU economies could not
have a growth performance as expected in the second half of 1990’s caused a relative
contraction in foreign trade performances of Asian economies. This situation led to
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distortions of the view for global investors in addition to the current structural distortions.
At the first stage, as a result of the speculative attacks relating to FX exchange rate in July
1997, Thailand devaluated its national currency baht against on the US dollar and
accordingly the crisis began. In October 1997, the crisis spread to Hong-Kong and Taiwan
and finally it affected Japan and S. Korea as of December 1997 and its global impacts
increased gradually.

Low domestic economic performance and high profit expectation of the weak banking
system caused the position of Japan in Asia region to increase more after 1995 Kobe
earthquake. This situation accelerated the rapid increase of asset prices (stock, real estate
etc.) in the region. In fact, the crisis which was regional in the beginning turned to
international global crisis completely by end-1997 due to the increase in risk perception of
global investors towards balance sheet distortions of private sector. This crisis had effects
on developing economies like Turkey through capital channel. Factors such as market
discipline is not developed regarding the finance sector and lack of transparency in the
mentioned countries in Asia crisis, caused crisis to deepen more and dimensions could not
be understood completely from beginning of crisis. Thus, this situation limited the effects of
the measures.

Chart 5: S. Korea International Reserves and Oil Prices

120 —— 8 45 60
Billion USD (%) Billion USD (%)
100 6 %
e S Korea / 4 35 4 Brent
Monthly % Chg. (Right Axis) A\ | Monthly % Chg. (Right Axis)
80 , L, 30 -
¢
PPV WPWWIN 1.,V Y.LVl | N Lo 25 i
Asian L 2 k,ﬁ\"\,,\ /‘ ' §L
40 isis f 15 /‘R CI‘ISIS
-4
LI e ——— AN CERENE—— 10 A
- -6
5 -30
I S [
O O e NN M th T L h OO D DO oo O o - -40
e A A A A A A AR A A A A AN AN AN AN AN AN AN AN ==
cocoocooocococococccccoccccccccoccoOy O © CO =T 1N NMNIFIFINNOOININNDODDD OO
S555:55553553553555535355385 R e R e e R R R

Source: Reuters

Russian crisis experienced in 1998 was a crisis with relatively limited global effects but
which deeply affected surrounding economies. Within the scope of transition to market
economy in Russia Federation, domestic prices were set free, liberalization was adopted in
foreign trade, value of ruble was started to be determined in market mechanism and most of
the enterprises belonging to the state were transferred to private sector. However, the big
size of the informal economy in Russia, low size of budget income and weak financial
structure continued as main problems. Despite the recovery in inflation, there was not any
revival in economic activity and it started to have pressure on domestic economic and social
conditions.
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Chart 6: MSCI Region and Country Indexes

450 120 2500 300
ps ps Argentina
400
L 100 2000 World (Right Axis) wee [ 250
350 e Emenging Asia---------- A
--------- Emer. Eur.(yight;Axis)
300 o Korea 80 4 200
1500

250 ) L
World (Right Axis) L 60 e
200 5 T S (S 7 a— : My e
-, AT 1000 fr---ef-eeerhoy : {-% s
150 43S - ; it 40 ;

100 gt — ¥ g
‘/’/ '.v I r 20 500 - 50
50 o

- 100

? WS
0O +—V—T T T T T T 7T 0 [ o o e e L o e e e e e e LENE m s 0
COH—TNNMNMMNIINIMOONNDDORND OO COH—TNNMNNOIINNMOONNDDNNO D
oo A e e e A A = =) PRI RNRNRRNRDRRNDRNRIRNAIRINNO D
R R R R R e R < e e e e e e - e e e e == R R R R R R R R R e e e e e e e e e e =N =1
DN DN DN DL RN
DS DN DN DN D DN e DN DS DN DS S DS DN DN DN DS e D e DS e DS DN DN DS
OO0 0O0O0O0O0O00O0O0O0O000OO0OOO OO 0000000000000 OOO
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The impact of Asian crisis on global investors limited significantly the opportunities of debt
rolling of Russian economy which was already not stable and whose corporate
infrastructure was not completed. The Russian government had to borrow an additional
amount reaching up to USD 6 billion every month, before the crisis. The decrease in energy
and commodity prices in this period led FX deficit of Russia to increase more. As a matter of
fact, ruble was devaluated by announcing 90-days temporary moratorium as of August 17,
1998. Ruble was left to freely float as of September 02, 1998. This crisis had negative
impacts on Turkish economy through foreign trade channel similar to the Gulf Crisis.

By the contagion of the economic crisis in Argentina beginning of 2000’s, international
capital flows declined to other emerging countries like Turkey. It had also effects on Turkey
in autumn 2000 Crisis.

Positive developments were experienced in the first years of the Convertibility Program in
Argentina in 1991. Most important reforms are made in banking sector. Capital adequacy of
the sector was increased during the process, a competitive structure was aimed by removing
the inflow obstacles, and an independent agency was established for the supervision of
banks. As a result of the privatization of public banks, the share of public banks in the system
decreased. The sector started to carry out its intermediation function more efficiently and
credit market grew. The financing of increasing credit demand was mostly obtained by
inflow of resources abroad. Especially the fact that Monetary Board did not let to an
independent monetary policy caused a structure which was not flexible against internal and
external shocks. However, the desired performance could not be provided in economic
growth and employment. . In addition, the crisis in 1999 in Brazil which is the most
important trade partner had worse negative effects on Argentina economy. The devaluation
in Brazil and appreciation of USD in international markets raised the value of Peso indexed
to USD and Argentina’s competitive power weakened. Foreign financing requirement could
be met by hot money flows. In addition, the increase in energy prices by beginning of 2000’s
and slowdown on global scale had negative effects on Argentinean economy and increased
concerns relating to solvency of the mentioned country. Social violence followed economic
crisis as of November 2001. Argentina announced moratorium at the end of 2001.
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Chart 7: JP Morgan EMBI Plus
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Contagion effect occurred by the fragile structure of Latin America economies in 1995-
2000 period caused sudden stop of international capital flows stop to other emerging
countries and led to deterioration of the expectations towards emerging economies like
Turkey.

1.2 Domestic Vulnerabilities
1.2.1 Structural Problems of Turkish Economy

Main reasons of the crisis in Turkey in 1991, 1994 and 1998 are that; public debt was not
sustainable in an environment of high and volatile inflation as well as instable growth
performance, and structural problems could not be solved permanently especially in
financial markets. Increasing instabilities in economy caused maturity to shorten for the
investors and savings, dollarization and the fragilities of Turkish economy increased.

Moreover, the earthquake disasters in 1999 had deep economic and social impacts.
Earthquakes which occurred in the most condensed region of our country by population and
economic activity have deepened the social destruction and pains. The share of seven cities
affected by the earthquake in GNP as of 1998 is 34.7% and their share in industry added
value is about 46.7%. Earthquake had significantly negative effects on current capital stock,
public financing, foreign trade and tourism income.

When internal structure of Turkish economy before financial crisis is analyzed, it is seen that
there is an unstable growth performance which especially depends on global capital inflows
and is boom-bust type. The average GDP growth in 1990-2000 period was realized as 4.7%
and oscillated between 9.3% to -5.5%.
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Chart 8: GDP Growth and Domestic Demand Developments
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Furthermore, public sector balance was distorted in this period, financing of the deficit
increased internal debt stock and finally internal debt dynamic came to an unsustainable
point. Especially the fact that inability of continuation of public financing leg of 5 April 1994
Resolutions made after 1994 crisis caused Public Sector Borrowing Requirement to be
realized 10% over the national income again in the following years.

Chart 9: Public Sector Borrowing Requirement, Interest Rates and Maturity of Domestic Debt
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The increase in public sector borrowing requirement put pressure on domestic markets.
Economic and politic uncertainties prevented the Treasury to borrow with longer maturity
and at more favorable interest rates. The shortening in maturity and the rise in interest
rates became more significant during crisis periods.

The fact that the desired discipline in public financing could not be obtained has increased
the public sector financing requirement. Public sector savings turned to negative in 1998.
This situation raised more the pressure over financial markets.
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Chart 10: Domestic Savings /GDP
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Low level of domestic savings negatively affected the development of financial markets. As a
matter of fact, financial markets remained shallow despite the liberalization efforts in
1990-2000. The ratio of asset size of financial sector (banks, insurance companies, financial
leasing companies) to GDP was about 60% in 1990 and it was about 85% in 2000 (about
115% by old serial GDP).

Due to the high domestic interest rates following liberalization of capital account in 1989,
short term capital inflows increased and TL appreciated in real terms. Moreover, the fact
that capital inflows were majorly short-term instead of direct investments and that their
volatility had negative effects on economic activity and financial markets. In 2000 the
monetary expansion was tied to capital influx. As net capital inflows started to decline in the
third quarter of the year, the pressure on exchange rate increased.

Chart 11: Current Account, Foreign Trade Balance and Capital Flows
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Foreign savings demand of the economy which increased during the boom periods was met
by portfolio investments as of the second half of 1990’s. High mobility of the mentioned
capital type increased domestic instability.
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Chart 12: Inflation, Exchange Rate and Interest Rates
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While the deteriorations in the public sector balance and balance of payments created
pressure on interest and exchange rates, the general level of domestic prices were also
under pressure of increasing costs. Accordingly, during 1990-2000 trend of inflation was
high and volatile. This situation worsened expectations and reduced maturity for the funds
within the economy. As a matter of fact, this was an element raising costs in it. Furthermore,
dependent on the financing needs of public sector and the development of external financing
possibilities, while the domestic real interests were rising, nominal interests
fluctuated. This fact in nominal variables was clearly observed in exchange rates as well. In
the beginning of year 2000 when the nominal exchange rate was taken as a nominal anchor,
prices and exchange rates exhibited a relatively predictable path, however instability of
interest rates has continued. This economic view was not appropriate for traditional

banking activities.
1.2.2 Fragilities in the Turkish Banking Sector

Towards end of 1990s, Turkish banking sector was small in terms of scale compared with
equivalent economies, supporting public finance rather than real sector, had weak deposit
to credit transformation, low concentration with new entries into the sector, also weak risk
management culture. Global capital took very small interest in this sector.

The number of banks has increased quickly following financial liberalization. Due to
the qualifications searched in persons and groups who want to become bank owners and
accordingly the weaknesses in granting licenses, entrance into the sector was easy and the
decision of license revocation was difficult, which caused that number of banks to increase
to 81. Especially industrial groups have shown interest in banking during this period.

Table 1-1: Main Operational Indicators of the Sector
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Number of Banks 66 65 69 70 67 68 69 72 75 81 79
Number of Branches 6,560 6,477 6,206 6241 6,104 6240 6442 6819 7370 8104 8298
Num. of Personnel ! 154 153 147 148 142 145 147 162 176 184 183
Share ofTotal Assets? 47,2 452 443 423 47 463 455 439 44,1 463 478
Share of Total Assets* 62,1 60,1 583 558 629 61,7 604 60,2 60,4 67,5 692
gg:?f;%"bal 3,5 3,3 3,7 38 3,0 2,9 3,0 4,7 44 71 3,4

Source: BRSA, BAT. Participation banks were included as of 2005.
1Thousand persons 2 For the 5 largest banks:3 For the 10 largest banks # Includes global deposit banks until 1998.
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During period of 1990-2000, the share of first five banks within total assets was below 50%
and the share of global capital within the sector was 7.1% at most. The sector has reached to
8.298 branches and nearly 183 thousand personnel in 2000. Due to this situation
contribution of the sector to general economy has increased. However, because of the fast
growing banking sector the criteria of profitability and efficiency were not implemented
implicitly.

Chart 13: New Bank Entries into the Sector and Total Number of Banks
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The negative effects of public banks within the system have become clear. Besides their
essential functions, public banks were also carrying the duties of extending subsidized
credits to agricultural sector as well as craftsmen and artisans, without demanding
resources from the budget. These duties have negatively affected the efficiency of banks and
caused the market discipline disappear and unbalances appear within the sector.

Chart 14: Public Share within the Sector and Share of Duty Loss Receivables within GNP
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Losses from duties given to public banks, which contradicts economic rationale and
the weaknesses in management, have considerably deteriorated the financial structure of
these banks. Because of insufficient budget sources, duty loss receivables have exceeded
50% of banks’ assets by the end of 2000 (50% in Ziraat Bankas1 and 65% in Halk Bankasi).
The share of total duty loss receivables of Ziraat and Halk banks within GNP which was 3%
in 1996 has increased to 12% in 2000. Public banks have covered their financing needs
from market with short term at high cost, which has augmented their losses as well as
instability of the financial sector.

10
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This fact which is a weakness in public finance discipline has caused the increase in
resource requirement of Treasury in the following period. Accordingly, the unbalances of
public sector have become directly the cause of deterioration of efficiency of financial sector.
Fund demand created by these banks has reached a level creating pressure upon financial
sector.

The Turkish banking sector did not make a stable progress within the period of 1990-
2000. While in 1990, the sector’s total assets were TL 170.3 million, loans were TL 80
million and deposit was TL 95.3 million; these sizes have increased respectively to TL 104.1
billion, TL 31.8 billion and TL 58.9 billion in 2000. While nominal growth in banking
indicators was high in the high inflation environment, real growth was floated.

Chart 15: Development of Banking Sector’s Fundamental Balance Sheet Items
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While within the period of 1990-2000 the average annual real growth of total assets was
8.1%, the average annual real growth of credit volume was 3.6% and the average annual real
growth of own funds was 6.9%

The sector receded from its essential function which is intermediation. Within this
period during which the political and economic uncertainties increased, the strong presence
of public deficits in domestic markets has become clearer, which made the banking sector
lean on public securities.

Chart 16: Share of Banking Sector’s Fundamental Balance Sheet Items
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As a matter of fact, share of credits within total assets of banking sector which was 47% in
1990 has decreased to 33% in 2000. Similarly, the credit/deposit ratio which was 84% in
1990 has decreased to 51% in 2000. The share of credits within GNP in Turkey remained
considerably low when compared to other countries in similar categories.

In addition to the decrease of investor’s confidence and dollarization, it is observed that
public had crowded out private investments with high real interest and at the same
time it had consumed a big amount of banking sector’s resources. The increasing public
sector unbalances and financing requirements have caused the public sector to become the
most pronounced actor of domestic fund market. Banking sector has also placed its own
resources on government bonds having high interest and nominal yield and a securities-
weighted placement structure with 0% risk in terms of capital adequacy has appeared.
When the cash internal debt stock of the securities portfolio of which 90% is composed by
public bills is observed, even if there is a decrease within the period of 1990-2000 due to the
fast augmentation of internal borrowing, its high levels were maintained. Finally, due to the
interests rising with high fund demand from public sector, the financial intermediation
efficiency of the banking sector deteriorated.

Table 1-2: Fundamental Income/Expenses Statement Indicators

(%) 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Interest Income/Total Income 747 716 761 733 587 669 679 687 691 581 515
Net Interest Income/Total Assets 5.2 7.0 6.8 8.2 8.8 6.3 7.6 7.7 9.4 6.6 43
Net Interest Income/Total Income 195 224 230 295 197 192 218 212 223 132 112
Interests Taken from Credits/Total Interest Incomes 69.2 674 640 637 617 628 606 613 466 372 38.0
Interests Taken from Securities/Total Interest Incomes 204 211 231 256 23.0 239 245 219 222 247 194
Credit Interest Incomes/Total Incomes 51.7 482 487 46.7 362 420 411 421 322 216 196
Personnel Expenses/Total Nom-Interest Expenses 318 213 261 202 87 15.0 125 122 113 7.4 7.9

Source: BAT, BRSA

Another reflection for the sector receding from its fundamental functions is observed from
its income-expenses structure. The most remarking point during the period 1990-2000 is
that the share of interest income from credits within total interest incomes has continuously
decreased from 69% to 38%. This shows clearly that banking could not create incomes from
its main activities and that it could not fulfill its fundamental function. The share of credit
interest income within total income which is also a result of credit activity shows a similar
tendency. The fact that the sector is far from its fundamental functions in creating income
means it is in an unsustainable phase.

Chart 17: Share of Credits and SP within Assets and Share of SP within Internal Debt Stock
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The sector was operating with low capital. Parallel to the alienation of the sector from its
intermediation functions, the level of own funds which was already low has further
decreased. Moreover, the share of paid-up capital within the own funds is floated but still
low. Inflation accounting is not applied and the high inflation environment encourages
activity with foreign resources instead of own funds, which have affected the level and the
quality of the own funds negatively. Furthermore, due to the unstable structure of the
Turkish economy during the period, the fund supply of the banking sector from
international markets have remained limited.

Dollarization has affected the resource structure and especially deposits negatively.
The domestic macroeconomic instability has caused that the resource structure of banking
sector which is based especially on deposit affects directly from the dollarization. By the mid
1990s, the share of FX deposit within total deposit has increased above 55%. This situation
has caused both FX savers and FX credit customers to stay out of the banking system.

Chart 18: FX Deposit/Deposit and FX Liabilities/ LlabllltleS and M2/M2Y
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Maturity mismatch which is most fundamental problem of the banking sector has become
chronic because of the deterioration of intermediation function alongside with the economic
and political uncertainties and the pressure of financing needs of public sector on the
markets.

Right along with these structural problems, the insufficiency of the scope and effectiveness of the
regulations in banking and especially the weaknesses in risk and corporate management
applications have made the banking system become over-sensitive to liquidity, interest and
exchange rate risks.

Table 1-3: Banking Sector Financial Soundness Indicators

(%) 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
(0. Funds+Profit) /T. Assets 10.1 9.6 8.6 9.3 8.4 8.9 8.9 9.4 8.9 5.9 7.3

Paid Up Cap./ Own Funds* 56.7 640 59.2 587 580 548 365 479 498 753 775
Net Cap. /T. Assets 2.1 1.1 0.7 2.2 0.4 1.4 2.3 3.7 1.9 -0.7 -1.2

Cons. Loans/T. Loans 4.2 4.9 3.4 3.1 4.1 2.8 2.0 2.1 7.2 10.7 115
Fixed Assets/T. Assets 8.0 8.5 7.9 7.1 8.0 7.6 7.3 6.7 7.9 9.4 14.8
FX Assets/FX Liabilities 881 900 868 846 965 90.6 936 896 849 794 760
N. Per. Prof./Ave. T. Assets 2.8 2.4 2.8 3.5 2.2 3.4 3.9 3.4 2.7 -0.6 -3.1

N. Per. Prof./Ave. O. Funds 36.0 32.8 42.9 54.7 34.0 55.7 64.3 54.1 449 -149 -72.8
Int. Inc./Int. Exp. 1354 1455 143.2 167.4 150.5 140.3 147.2 1445 1478 1295 129.6
Liquid Assets/T. Assets 328 356 384 414 393 369 364 335 324 359 321

Lig. Assets/(Dep.+ Dep. For. Res.) 434 477 503 531 489 467 440 411 399 426 379

Source: BRSA. Participation banks are included as of 2005.1 In profitability ratios, assets and own funds are included to the calculation as
averages.2 Foreign development and investment banks are not included for before 2002.
*Data of 1990-1995 are taken from the Undersecretariat of Treasury.
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The high level of risks exposed to with capital loss and the sector’s fragile structure right
before 2000s can be observed in the financial soundness indicators. The sector’s capital
adequacy ratio (CAR) has decreased to 8.2% in 1999, while the non-performing loans to
gross loans ratio has continuously increased to 11.1% which is considerably high and the
negative developments observed in after-tax return on assets and return on equities have
given the signals of future adverse events.

Postponing the resolution of problems of the banks under close monitoring has
augmented the difficulties. One of the measures taken in the past to ensure that banks
work reliably and to protect the rights of depositors, according to the related provisions of
the Banks Act was to take the banks to under “close monitoring”. However, according to the
table below, postponing the excitation of banks with bad financial structure from the system
due to macroeconomic and political concerns and the fact that banks under close monitoring
did not make enough efforts to ameliorate their conditions, have prolonged the process.
Moreover, present problems of these banks within the process have grown even more with
the deterioration of economic conditions.

Table 1-4: Banks Transferred to the SDIF Before Crisis and Developments Thereof

Date of
Close Monitoring Assets (**) Personnel (**)  Transfer Loss
Bank Date of Transfer TL Million % Number % USD Million
Tiirk Ticaret Bankasi A.S. 02.09.94 06.11.97 677 10.6 3,664 23.3 778
Bank Ekspres A.S. 20.10.98 12.12.98 311 49 629 4.0 435
Interbank A.S. 20.06.94 07.01.99 1,112 17.5 1,320 8.4 1,269
Egebank A.S 20.06.94 21.12.99 795 12.5 1,990 12.7 1,220
Yurtbank A.§ 21.02.95-19.04.96 21.12.99 332 5.2 563 3.6 656
31.12.97
Yasarbank A5, 07.02.95 21.12.99 823 129 1626 104 1,149
Esbank A.S 15.08.95 21.12.99 948 14.9 1,898 12.1 1,113
Siimerbank A.S. 22.10.98 21.12.99 447 7 1,407 9 470
Kibris Kredi istanbul Branch 04.06.97 27.09.00 1 0 22 0.1 0
Bank Kapital T.A.S 19.10.99 27.10.00 89 1.4 538 3.4 393
Etibank A.S. 07.02.95 27.10.00 826 13 2,035 13 698
Total 6,361 15,692 8,181

Source: BRSA, SDIF

Another important indicator of the insufficiencies of the risk and corporate management
applications in the banking sector is the high level of resources and connected lending that the
parent partners of banks transferred to the SDIF have used from their own banks at a level even
above the legal limits. It is seen that these banks cannot correct the weaknesses in their own
financial structures. This situation has also brought up the question of the rationality of the
management of banks.

The amount of total resources that the parent partners have used by their own banks and SDIF
banks is USD 11 billion. The main reasons for the annulment of the licenses to transfer and to
operate of banks transferred to the SDIF or of which operating licenses have been annulled can
be summarized as irregular operations inappropriate to legal limits, bad loans and structural
weaknesses.

Moreover, the deficiencies in the implementation of financial reporting and international
accounting standards (such as lack of inflation accounting) have caused weaknesses in the
structure of banking sector and the lack of transparency has caused loss of confidence towards
the sector.
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Table 1-5: Banks Transferred to the SDIF Before the Crisis and Reasons Thereof

Cause of .
Bank Transfer Explanation

« Stimer Holding and its subsidiaries SEE (State Economic Enterprise) Credits « Credits of Period 1995-

Tirk Ticaret 3182 B.L. 1996 ¢ Turizm Yatirim Bankasi (Tourism Investment Bank) and Marmara Bank Depots ¢ Open Position

Bankas1 A.$ 64/2 + Other
3182 B.L.1,5, e . . . S .
Bank Ekspres 64 Fund e Credit Utlllzatlop during the Purchase of the Bank e Credits Extended Directly  Fiduciary Credits ¢
AS. Man.12. Md. Back to Back Credits
*Bad Loans ¢ Usage of bank’s resources during purchase of the Bank ¢ Transfer of loans extended to
Interbank A.S. 3182 B.L. Shell companie§ to the accounts of parent partn.ers * Credit Copcentration in .1998 « Fiduciary credits o
64/2 Cukurova Credits attached to the Protocol  Assignment of Claim » Transferring resources to

companies attached to Nergis group by purchasing them
« Purchase of Ege Bank by Demirel Group by Ege Bank’s resources e Sourcing the companies of
Demirel Group by back 10 back transactions made with other banks e Making capital increase of the
4389 B.L. bank by using the resources of the bank » Demirel Group use credit via the companies of a third person
Egebank A.§ 14/3 and « Using resources via the deposit and depots of banks abroad e Participation of the bank to the
14/4 companies of Demirel Group ¢ Creation of fictive profits and pay dividend ¢ Extending bank resources
to bank managers and related companies » Excessive advertising, renovation and decoration
expenditures

4389 B.L.
Yurtbank A.S 14/3 and  Direct Credits e Back to Back Credits ¢ Fiduciary Credits « Camlica Housing Credits
14/4
4389 BLL « Parent Partner Credits ¢ Irregular Resource Transfer to the Bank’s Affiliates
Yasarbank A.S. 14/3' ’ « Bad Credits » Depots to Yasarbank GmbH e Pay Dividend via Fictive Profit  Yasarbank Depots and
Yasar Foreign Trade Credits « Mutual Housing Marketing Credits ¢ Yasar Holding Credits
4389 B.L.
Esbank A.S 14/3 and o Parent Partner Credits » Fixed Asset Investments ¢ Pay Dividend Via Illusionary Profits e Other
14/4
4389 BLL « Using the Bank’s Resources in the Payment of Privatizing Costs ¢ Extending Direct Credits to Parent
Siimerbank 14/3 ar.ld. Partner » Credits Extended Via Efektifbank Off-Shore « Back to Back Credits » Fiduciary Credits e
AS. 14/4 Credits Extended Via Shell Companies and Companies of a Third Person ¢ Kredi Islemlerindeki
Usulstizlikler
Kibrs Kredi 4389 B.L.  Capital Inadequacy, Foreign Resources not Increased, Incomes not Augmented e Fail in Collecting the
; 14/3 and Receivables from TRNC center ¢ Lack of Corporate Structure and Personnel having Sufficient
Istanbul Sub. .
16/1 Knowledge and Experience
Bank Kapital 4389 B.L. « Direct Credits Extended to Parent Partner e Fiduciary Credits » Back to Back Creditse Credits
TAS 14/3 and Extended Via Shell Companies ¢ Credits Extended Via Affiliates  Creating Fictive Income using
e 14/4 Rediscounts and Reserves ¢ Other
4389 B.L.  Credits Extended via Etibank Depots  Using Etibank Resources in Payment of Privatization Debt ¢
Etibank A.S. 14/3 and Credits Extended to Nergis Group
14/4 » Credits Extended to Media group e Participating in Media group companies

Source: BRSA, SDIF, BAT

Within this framework, problems emanating from non-performing loans and group credits
have played an important role in the deterioration of the banks’ financial structures. Back to
back transactions made with affiliates, subsidiaries or other groups with the aim of funding
and by exceeding legal limits as well as fictitious credits, direct credits extended to parent
partner institutions and the excessive risk appetite were reasons which these banks have
been in difficult circumstances.

Table 1-6: Resources Used by Parent Bank Partners Transferred to the SDIF

Resources Resources Resources

Resources Used Used from Used from Used from

from their Own Other SDIF their Own Other SDIF

USD Million Bank Banks (@) Total USD Million Bank Banks (@) Total

Banks Transferred to the SDIF within the scope of 3182 BL Yurtbank®) 822 200 1,022
T.Ticaret B.®) 56 0 56 Esbank 478 192 657
BankEkspres® 311 111 422 Stmerbank® 293 66 359
Interbank 1,170 270 1,759 Etibank 588 254 842
Banks Transf.to the SDIF within the scope of 4389 BL. Article 14/3  Bank Kapital 250 155 437
Yasarbank (%) 103 41 144 iktisat Bankasi 879 43 922
Demirbank 58 52 110 Baywndirbank 95 66 161
Ulusal Bank 0 0 0 EGS Bank 299 1 300
Tarisbank 0 0 0 Kentbank® 251 36 287
Sitebank 7 0 7 Toprakbank 485 61 546
Banks Transf.to the SDIF within the scope of 4389 BL Art. 14/3-4 Pamukbank(6) 2,627 212 2,839
Egebank® 344 154 498 Total 9,116 1,914 11,030

Source: BRSA
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Structural problems such as inadequacy of corporate management, capital inadequacy, non-
augmentation of foreign resources and incomes, risks emanating from open position and
bank portfolio were effective in the deterioration of some banks’ financial structures.
Moreover, irregularities such as unofficial deposit collection and Domestic Government
Bonds short-selling which are within scope of financial crime were also observed.

The fact that institutions such as the Undersecretariat of Treasury, CBRT, CMB, Prime
Ministry and Ministry of Finance were all included to the process of supervision and
surveillance of the financial sector has created a multi-headed environment in the
practice. In this fragmented system, the banks had the obligation to report to multiple
institutions, there were differences in the application of accounting and independent
auditing standards, which weakened the effectiveness of regulation and especially of
regulatory arbitrage. New quests in regulatory framework have also appeared on
international scale as a necessity in late 1990s. Protection of savings as well as using them
effectively and productively and preventing possible negations in financial sector were
fundamental principles adopted by international institutions such as BIS, IMF, European Union
and OECD. In Turkey, in the Seventh Five-Year Development Plan dated 1995 as well as
related annual programs, it was predicted that effectiveness of the supervision and
surveillance system would be increased and, independent decision mechanisms would be
formed for this purpose. Parallel to these global tendencies and domestic requirements the
Banking Regulation and Supervision Agency was founded.

During the period following foundation of BRSA, several regulations were brought in to
improve the autonomy and accountability of the Agency and to empower its administrative
capacity. BRSA which was predicted to operate with adequate administrative and financial
autonomy and transparently pursuant to the Banks Act Nr. 4389, different than the Act Nr.
4491, has embodied public institutions responsible for the sector’s surveillance and
supervision! and has started operating as of August 31, 2000.

Besides the formation of the BRSA to resolve structural problems in the Turkish banking sector,
some steps have also been taken in this field before the crisis occurred. Within this process, 11
banks were transferred to the SDIF before re-structuring of the sector.

Pursuant to the Banks Act Nr. 4389, it was provisioned that Saving Deposit Insurance Fund
would be administrated and represented by the Banking Regulation and Supervision Agency.

Moreover, amendments were made in the Acts of Central Bank and Capital Markets Board
and regulations were formed within the framework of empowering the fight against
inflation and approaching accounting standards which are fundamentals of financial
reporting by international criteria.

Amendments have been made in the Law on Central Bank of the Republic of Turkey, pursuant
to the Banks Act Nr. 4389 dated June 18, 1999. The authorization of the Central Bank to
impose sanctions to the institutions not complying with the related regulations was increased.
Moreover, the effectiveness of risk center was also strengthened according to this Act.
Alongside with banks, financial leasing and factoring companies were also considered as
participants to risk and the Central Bank was given the authorization to include other

1 Subsequent to the Abolished Act, the BRSA took over duty, authority and responsibilities of the related departments of the TT Sworn Bank
Auditors Board and Foreign Exchange General Directorate and the CBRT Banks Surveillance Directorate. Besides, representation and
administration authority of the SDIF which had been directed and represented by the CBRT was also passed to the BRSA. However, pursuant to
the act Nr. 5020, the SDIF obtained public entity status having administrative and financial autonomy.
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institutions approved by the Central Bank itself to the system and thus, the funds used by
natural persons and legal entities from financial institutions other than banks are made
available to assess by these financial institutions.

With the amendments made to the Law on Capital Markets Board Nr. 2499 pursuant to the
Law Nr. 4487 dated December 18, 1999, regulations have been brought in to increase the
effectiveness and productivity in capital markets. Complying with developments and changes
in international markets, forming a legal infrastructure to some activities and transactions,
bringing legal identity to some actual situations and regulations, assigning new
authorizations to the Capital Markets Board (CMB) were the novelties brought with this
Law.

With this amendment brought to the Law on Capital Markets Board, the Turkish Accounting
Standards Board was formed. The Board has started to operate as of March 7, 2002 within the
aim of;

e Forming the Turkish Accounting Standards to provide real, reliable, comparable,
adequate to the requirements, comprehensible and consistent financial data,

e Procuring the actuality of standards to ensure that they respond to developing and
changing needs,

e Ensuring that financial statements present data fulfilling the needs,

e Ensuring the comparability of financial data in international scale.

Pursuant to the paragraph 9 of the Article 3 of Banks Act, a collaboration organization was
formed between BRSA, Undersecretariat of Treasury, State Planning Organization and
Central Bank to conduct policies concerning money, credit and banking. Within this
framework, a collaboration protocol was signed on August 31, 2000 between BRSA, UoT and
CBRT. According to the protocol, these three institutions would collaborate in collecting and
sharing data to prevent waste of resources; rendering the collaboration permanent;
conducting common studies; not using these data for wrong purposes and complying with
confidentiality principle.

Interest tax, which was one of the additional taxes put into force on November 26, 1999
pursuant to the Law Nr. 4481 to repair the damage created by the earthquake has created an
additional and unpredictable cost on the banking sector. Within this framework, to be
applied as of January 1st, 2000, interest has been cut from those who paid interests to
discounted bonds and bonds among Government Debt Securities excluded before December
1st, 1999 (Special Arranged Public Securities and FX securities are excluded. Government
Debt Securities interests excluded after the date of December 1st, 1999 were not subject to
this tax.

Inadequacies and delays in complying with international standards and the ethical
exploitation problem created by the fact that the deposit is not completely guaranteed were
major problems of the banking sector. As a matter of fact, another reason for which
fragmented supervision and surveillance structure was left behind and an authority with
international standards was formed was to implement a global regulatory approach and
application principles and provide efficiency in supervision upon these criteria.
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1.2.3 Political Ambiguities

Ambiguities in political environment are one of the fundamental matters which influence
economic units negatively to take long-term decisions and impede permanent recoveries in
investor and consumer trust in 1990-2000 periods.

There is a strong connection between political stability and economic ambiguity. Economic
ambiguity affects the rate of economic development negatively by decreasing investment
demand and causes weak economic performance. This situation causes governments to lose
power and thus political unrest to rise. As a consequence, political instability itself or
increase in political ambiguities can be evaluated as fragilities in the economy. Generally, it
is not only the political matters that lie in the basis of ambiguity. Many global and
international developments may influence ambiguities or economic expectations. However,
political ambiguity was high in a nourishing way in 1990-2000 periods, where fragilities
derived from global risks and domestic structural problems increased, especially with respect
to Turkish economy. In 1987-2002 periods, there were five general elections and three local
elections and 11 government changes in Turkey.

Table 1-7: General and Local Election Dates and Governments

General Local Governme Beginnin Date
Elections elections nts Ruling Party(s) g Ending (Weeks)
November 6, 13.12.19
1983 45 ANAP(Motherland Party) 83 21.12.1987 210
November 29, 21.12.19
1987 46 ANAP(Motherland Party) 87 9.11.1989 98
March 26, 9.11.198
1989 47 ANAP(Motherland Party) 9 23.06.1991 84
23.06.19
48 ANAP(Motherland Party) 91 20.11.1991 21
DYP-SHP
November 20, (True Path Party & 20.11.19
1991 49 Social Democratic People’s Prt). 91 16.05.1993 78
DYP-SHP
March 27, (True Path Party & 25.06.19
1994 50 Social Democratic People’s Prt). 93 5.10.1995 119
5.10.199
51 DYP(True Path Party). 5 30.10.1995 4
DYP-CHP
(True Path Party & 30.10.19
52 Republican People’s Prt). 95 6.3.1996 18
December 24, ANAP-DYP
1995 53 (Motherland Party &True Path Party) 6.3.1996  28.06.1996 16
RP-DYP 28.06.19
54 (Wealth Party & True Path Prt.) 96 30.06.1997 52
ANAP-DSP-DP
Motherland Party, Democratic Left P.
& Democrat P. 30.06.19
55 97 11.1.1999 80
April 18, DSP 11.1.199
April 18,1999 1999 56 (Democratic Left Party) 9 28.05.1999 20
DSP-ANAP-MHP
November 3, Democratic Left Party, Motherland P. & Nationalist 28.05.19
2002 57 Movement Party) 99 19.11.2002 182
March 28, AKP 19.11.20
2004 58 (Justice and Development Party) 02 12.3.2003 16
AKP 14.03.20
July 22,2007 59 (Justice and Development Party) 03 29.08.2007 233
March 29, AKP 29.08.20
2009 60 (Justice and Development Party) 07 151(%)

Source: TSI, Republic of Turkey Prime Ministry (*) as of June 2010

When the frequency of general elections is analyzed, it is observed that there was one
election in three years in this period. As a matter of fact, all the above-mentioned elections
are early general elections.
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Chart 19: Real Sector Confidence Index, Elections and Goverment Changes
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understood that the elections cause alienation from public finance discipline, while political
ambiguities transformed into economic ambiguities and structural problems. As a matter of
fact, it is observed that the increase rate of other current expenses of the budget increased
before the elections and decreased afterwards.

Chart 20: Budget Other Current Expenses Change and Elections
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2 FORMATION OF FINANCIAL CRISIS AND MANAGEMENT PROCESS

2.1 Formation of November 2000 Crisis and Measures Taken

In the second half of November 2000, interest rates increased significantly, capital flows of
great volume went abroad, Central Bank reserves decreased rapidly, a sharp decrease was
observed in stock prices and one medium-scale bank was taken out of system. In order to
prevent crisis to deepen, a series of measures were implemented in November and
December with a relative recovery in markets. However, the negative developments before
the Treasury procurement in February 2001 caused the trust to the program being
implemented to diminish completely and a speculative attack started against Turkish Lira.
These developments triggered November 2000 Crisis and February 2001 Crisis.

According to the stability program put into practice in the end of 1999 and the IMF stand-by
agreement, monetary expansion is strictly attributed to the CBRT net foreign asset growth
(foreign exchange inflow). In such a structure, recession in foreign asset opportunities
caused liquidity increase to decelerate. As a reflection of liquidity shortage, short-term
interest rates which decreased by about 30% in July-August periods began to increase again
in September. Furthermore, in this period, Banco Turco Romana (BTR), subsidiary of
Bayindirbank in Romania, experienced bankruptcy. Arrestment of one person who wanted
to take out bags of money out of BRT to outside Romania triggered rapid withdrawal of
money out of the Bank. Failure of Bayindirbank to furnish its subsidiary with enough
resource to support it also caused national and international perception to deteriorate in
respect of the risks of banking system in Turkey. In this period, despite the increase in
interest rates, there was no increase in foreign resource input.

In addition to what happened regarding Bayindirbank, taking under arrest of some bank
owners and top level managers of some banks transferred to the SDIF in line with operation
“Storm” conducted by police forces caused some suspicions to arise concerning financial
system. This situation caused an intensive hearsay/rumor to begin concerning Turkish
banking sector.

Chart 21: ISE National 100 Index and EMBI Turkey Index
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Since November 2000, problems of private and state banks having liquidity deficit triggered
speculation in markets. Since the first weeks of November, rumors arose concerning some
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banks and intermediary companies as well as owners thereof increased more the tension in
financial markets. In addition to the tension in markets, sustainability of the current IMF
program began to be questioned.

The developments caused perceptions to deteriorate regarding the programs in which
foreign exchange is used as anchor in global scale and monetary expansion is dependent on
foreign exchange inflow. Economies which were affected from this change most are Turkey
and Argentina. As a matter of fact, as of the end of August, the decrease in bond index of
Turkey began to be observed before the decrease in ISE in October 2000.

Simultaneous with the leap experienced in short-term interests in the second half of
November, bond-bill and stock prices decreased sharply. In this period, some banks whose
funding opportunities shrank began selling securities intensively to fulfill their liabilities and
this caused supply of these bills to increase in secondary market and hence values decrease
more.

In 1999, it amounted to the 5th place among private banks in respect of asset size and a
process was experienced resulting with the transfer of Demirbank to the SDIF whose sector
share by balance-sheet size was2.2% . The bank was sold to another bank thereof.

According to 1998 and 1999 audits conducted by the Sworn-Bank Auditors before
Demirbank was transferred to the SDIF; it is stated that although Demirbank has enough
financial structure to fulfill its commitments, weight of government securities in its assets
should be reviewed. As a matter of fact, before November 2000 crisis, Demirbank controlled
18% of total GS stock in the market and it is observed that concentration risk was
significant. In the same audits, depending on the matter mentioned, it is stated that
profitability and income-expense balance of the bank in general is depends on domestic
borrowing costs of Treasury, in case costs decrease in public borrowing; it is considered
impossible for the Bank to sustain its current income-expense balance and profitability.
Shortly, possible disadvantages regarding GS-weighted asset policy of Demirbank is referred
to.

Demirbank maintained its seller position in money markets until August 25, 2000, following
this date on transferred to the fund user through repo position. The last external rating
report concerning the Bank before it was transferred to the SDIF was drawn up by the
Standard & Poors in mid-November 2000. Standard & Poors gave B+ to Demirbank and
signaled to increase its rating more by interpreting its outlook as positive. In that period, B+
is the highest rating given to Turkish banks by Standard & Poors. Consequently, Demirbank,
with the risks it bore, was a bank having no financial structure problem which was
prestigious in national and international area until November 22, 2000, the first day of the
crisis.

In consequence of the unfavorable developments beginning in mid-October in Money
markets and getting more serious as of 22-24 November 2000, stock value of the securities
Demirbank used in borrowing with interest rate increase decreased and bank’s borrowing
ability diminished. As of November 21, 2000, GS stock value the Bank held was about TL 3.5
billion; TL 2.9 billion of this amount was funded through repo. Significant part of the
remaining GS stock of the Bank was given to guarantee so as to effect transactions in money
markets due to legal liabilities. Funding of these values which are not for free use could only
be done through very short-term deposit. It was rumored that the Bank whose portfolio
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included great quantity of GS in November 21, 2000 would sell due to liquidity shortage.
Furthermore, rumors having spread concerning two big banks cutting off credit lines for
Demirbank in this process provoked the tension in markets and triggered money crisis.

In this period, about 70% of ISE repo market daily transaction volume was carried out by
Cingilli Group, owner of Demirbank. In November 22, 2000, daily interests in ISE repo
market increased to 250% and the Bank changed its borrowing strategy. Hence, the Bank
funded itself through the CBRT API market with 210% of cost. Average repo cost was
realized as 135.64% as of November 22, 2000. As a matter of fact, in the said date, the Bank
incurred a loss as repo funding cost amounting to TL 8 million in one day. As a result, the
Bank incurred a funding loss of TL 280 million.

In consequence of interest rates entered into an increasing tendency due to the crisis being
experienced, Demirbank faced severe liquidity problem. As the Bank had to give higher
guarantee for the borrowing in same amount, borrowing capacity decreased. Besides,
because the Bank funded its government bills with 1-year and more than 1-year maturities
with overnight interest, it faced maturity mismatch problem and significant changes
occurred as well in income-expense balance due to severe fluctuations. Under its current
structure, a fund deficit sensitive to interest was detected in the Bank. On the other hand, it
is stated by the BRSA that the crisis the Bank experienced did not spread to the foundation,
therefore deposit withdrawal were not there; and that fresh deposit inflows as well as
withdrawals, however deposit withdrawals would increase in case the crisis would have
impact on depositors and in that case the liquidity problem of the Bank would increase
more.

As of December 4, 2000, Demirbank could not pay off its debt by TL 1.3 billion of which was
due December 4, 2000 due to failure to provide from the bidding of the CBRT TL 741 million
of the fund deficits arose could be paid off by outright purchase of short-term government
securities, while the remaining TL 535 million could be paid off by re-guaranteeing and
funding through repo of long-term GS. On the other hand, as the speculations concerning
Demirbank began to be widespread, deposit withdrawal demands of depositors began to
increase. As of December 4, 2000, it is noted by the Sworn-Bank Auditors that the Bank
should be evaluated within the scope of the article 14/2 of the Law Nr. 4389 due to the
weakness being experienced.

Demirbank whose transaction licenses terminated as of December 5, 2000 by the CBRT
could no longer carry government securities it carried amounting to TL 3.5 billion with daily
borrowings (customer repos, ISE repo market and API) until maturity and it became
absolute necessity to transfer the Bank to the SDIF. Under these circumstances, in line with
the resolution dated December 6, 2000, the BRSA transferred the partnership rights
excluding dividend as well as management and supervision of Demirbank of which loss
exceeded its equities, could not fulfill its liabilities at maturity, continuation to activity shall
jeopardize confidence and stability of the financial system to the SDIF pursuant to the article
14/3 of the Law Nr. 4389.

In November 2000, what happened to Demirbank was liquidity crisis in nature. As market
conditions changed in a very short period of time, the Bank failed to meet its very short-term
liabilities with its assets. Asset size of the Bank which adopted a policy to make GS
placements considered to be risk-free in respect of credit risk in asset management was
subject to interest risk which transferred into a liquidity risk in crisis period. In this respect,
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reasons causing Demirbank to be transferred to the SDIF and transfer process were different
from other banks taken over by the Fund.

Table 2-1: Banks Transferred to the SDIF in Crisis Period

Assets (**) Personnel (**)  Transfer Loss
Bank Date of Close Monitoring Date of Transfer TL Million %  Number % USD Million
Demirbank T.A.S. - Dec.06.00 2,503 71.5 4,225 727 648
Ulusal Bank A.S. - Feb.28.01 312 8.9 251 43 524
02.May.95-20.Feb.97
iktisat Bankasi T.A.S 28.Kas.00 Mar.15.01 685 19.6 1,339  23.0 1954
3,500 5,815 3,126

Source: BRSA, SDIF

As in Demirbank case, some banks were taken over by the SDIF within crisis period. In this
process, following Demirbank, Ulusal Bank and [ktisat Bankasi were transferred to the SDIF.

Furthermore, as an extension of the crisis, operating license of Ihlas Finans which failed to fulfill
its liabilities and solve liquidity problem despite the measures taken; is subject to adjudication
for follow-up by levy concerning the legal nature of their receivables and itself; of which
continuation to activity shall have risks in respect of current and participation account owners’
rights; is determined to utilize its resources to the partners holding management and
supervision in a way to jeopardize the company to operate effectively was terminated upon the
Resolution of the BRSA dated February 10,2001 and Nr. 171.

Ihlas Finans, subsequent to the article 434 and following codes of the Turkish Commercial Code
and according to the general provisions implemented for Joint-Stock Companies, entered into
liquidation? under supervision of the process by the R.T. Ministry of Industry of Trade.
Termination of operating license of this institution of which funds it collected is not within the
scope SDIF and which grew rapidly damaged the trust to the sector.

Table 2-2: Banks of which Operating Licenses have been Terminated in Crisis Period and
Reasons Thereof

Reason of
Bank Transfer Explanation

Demirbank T.A.S. 4389 B.L. 14/3 e« Size of GS portfolio « Interest risk » Liquidity risk

4389 B.L. 14/3 « Interest risk and liquidity problems arise due to funding of GS in the portfolio with
repo and loans

* Resources transferred to Trade Deposit Banka and illegal merger ¢ Bad loans in Bank

asset ¢ Credit interest of Group companies being erased ¢ Transferring long-term

resources to abroad banks belonging to the group by extending quasi-capital loans

Ulusal Bank A.S.

4389 B.L.14/3

iktisat Bankasi T.A.$ and 14/4

Liquidity problem ¢ Posing danger in respect of the rights of current and participation
Ihlas Finans* 4389 B.L.20/6  account owner  Extending its resources to its shareholders having management and
supervision authorities in a way to jeopardize safe operation of the company

Source: SDIF

Due to the increasing tension in the markets, demand for foreign exchange increased
beginning from November 22, 2000, the Central Bank sold FX of about USD 6 billion in
consequence of the efforts of foreign investors to leave the country and reserves declined.
The fact that investors began to purchase and demand FX increased TL shortage in markets
and caused interest rates to further increase.

2 fhlas Finans realized the payments in its liquidation process in line with willingness principle and “trust fund” which was established for Special
Finance Institutions (Participation Banks) in parallel with the SDIF was put into practice upon the amendments made with the act Nr. 4672 in the
Banks Act.
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Chart 22: CBRT Overnight Interest Rates and Deposit Interest Rates
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Intermediary function of financial markets had problems due to unreliability of banks to each
other and overnight interest rates rising to three digit figures. As a matter of fact, sensitivity of
banking sector against market risk increased more. The fact that interest rates increased
significantly as consequence of the crisis experienced in November 2000, financial structures of
state banks having especially overnight excessive borrowing requirement as well as banks within
the scope of SDIF deteriorated.

Chart 23: Capital Movements and Debt Stock /CBRT Reserves
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In order to prevent crisis to further deepen, a couple of measures were taken in November and
December 2000. Domestic resources were brought into force in order to diminish foreign
exchange and liquidity pressure. Additional Reserve Facility was provided within the scope of
stand-by regulation. Accordingly, fluctuations in financial markets were relatively eliminated; FX
reserved of the Central Bank exceeded USD 4 billion. However, high interest rates in comparison to
pre-crisis period caused deterioration in financial structure of state banks in need of overnight
excessive borrowing with extensive GS in their portfolio as well as banks under SDIF management.

In the first stage of November money crisis management, in order to overcome liquidity
shortage and to prevent the increase in interest rates in money markets, the Central Bank
loosened the limit determined for Net Domestic Assets and injected funds into the banking
system through API beginning November 22, 2000.
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In addition to this, the Central Bank facilitated the banks in required reserve and public liquidity
requirement so as to overcome the shortage. Furthermore, in order to prevent the transactions
that eliminate sensitivity of the systems against interest re-uptake tenders were performed in
coordination with the Treasury and additional liquidity opportunity was created in November
27,2000.

Although liquidity increased with these measures, no permanent decrease could be maintained
in over-night interests and the increase in TL liquidity resulted in pressure on the Central Bank
international reserves to increase more. In consequence of these developments the Central Bank
announced in November 30, 2000 to bring back Net Domestic Assets ceiling practice.

During the period, legal regulation to enable privatization of T.C. Ziraat Bankasi, T. Halk Bankasi
and T. Emlak Bankasi entered into force in November 25, 2000. Besides, the government, in
December 6, 2000, adopted a couple of decisions for strengthening the banking sector,
accelerating of privatization and maintaining relations with the IMF. Accordingly, it was
announced that the loans accredited to the banking sector shall also be under the
guarantee of the government. It is stated that this guarantee shall be managed by the SDIF and
the Government shall furnish the SDIF with adequate financing on this account. Due to the
mentioned measures, a relative recovery was experienced in the markets and social reactions
such as rush on deposits have been prevented.

2.2 Formation of February 2001 Crisis and Measures Taken

Although the impacts of November liquidity crisis began to cease following second week of
December, perturbation in markets could not be completely eliminated. As a matter of fact,
as a result of developments before the Treasury procurement in February 19, 2001 as
well as the stress in political area, trust on sustainability of stability program
disappeared, both abroad and domestic residents initiated a speculative attack
against foreign Exchange.

Chart 24: Exchange Rate Developments
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Source: CBRT

The CBRT aimed to limit the Turkish Lira liquidity it injected to the market so as to support the
FX regime implemented initially and to prevent reserve loss. However, in consequence of these
practices, over-night interests did rise above 1.000%. In February 2001, Black Wednesday,
efficiency of monetary policy and liquidity management of the CBRT disappeared. As o this date,
banking sector encountered severe liquidity, interest and exchange problems. As a matter of fact,
the scope of monetary and exchange rate policy of the CBRT came to an unsustainable point.
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Accordingly, floating exchange rate regime was adopted in February 22, 2001. During the
period, Turkey faced the most severe economical and financial crisis originating from the
banking system and debt roll over problems in its history. Due to the fact that State banks could
not fulfill their liabilities, payments system collapsed and securities and money markets
transactions ceased.3.

Macroeconomic reflections which November 2000 money crisis has brought, has accelerated FX
rate crisis, experienced by February 2001, to transform into a systemic banking crisis at the
same time. As a matter of fact, in this period Turkey has faced a “twin crisis”.

Chart 25: February 2001 Crisis Process
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Similar to November 2000 monetary crisis but sharper even interest rates, have increased
to 2.300% from 50% within one day. In addition to this exchange rate basket has
appreciated 39.2% in February 20, 2001 and 12.1% the following day which has deepened
the effects of crisis on primarily the banking sector and on other sectors.

Ch?srt 26: Industrial Production and Number of Firms Established and Closed
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Besides, in this period the slowdown in real economic activity and increasing tendency in
inflation has caused asset quality of banking sector to weaken and foreign resource cost of
the sector increase under these circumstances, increasing loss of the sector has caused the
current weak capital structure to cause more pressure. As a result, Turkish economy has
faced deep twin crisis.

3 0/N liabilities of State Banks to Central Bank, Private Banks and Customer repo is in the level of TL 14 billion by March 06, 2001.
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Chart 27: CPI Developments and Real Sector Confidence Index
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Table 2-3: Chronology of Crisis

Date

November 20,2000

November 22, 2000
November 8, 2000

November 29, 2000

November 30, 2000
December 04, 2000

December 06,2000

December 07, 2000

December 13, 2000

December 18, 2000
December 28, 2000
February 08, 2001

February 10, 2001

February 21, 2001

February 22,2001
February 23,2001
February 26,2001
March 02, 2001
March 03, 2001

March 14, 2001
March 17, 2001

April 30, 2001
May 29, 2001

14 April, 2001

June 07, 2001
June 18, 2001

Explanation

Index of Istanbul Stock Exchange has decreased by 7.1% , foreign investors have disinvested their
portfolios in stock exchange and bond markets. While there was an outflow amounting to USD 7
billion, the interest rates have increased. Rumors concerning Demirbank have spread. Increasing FX
demand and interest have created liquidity congestion especially on State Banks.

Rumors of certain banks in market have caused panic and average O/N interests have increased over
100%.

While Index of Istanbul Stock Exchange has decreased 9%, O/N interests have increased to 240%.
CBRT has sold USD 7.4 billion of FX in November 17- December 05 period.

Government and Council of Ministers management has interviewed the fluctuation in markets and
emergency package interviews were made with IMF.

In response to the increasing liquidity demand, following the announcement of CBRT that no liquidity
would be provided to the market within the scope of IMF program, interest rates have increased and
FX demand has decreased.

Decrease in ISE-100 index was 45% as of November 15.

Management and Supervision of Demirbank were transferred to SDIF. The announcement that USD
10.4 billion would come from IMF has relieved markets. The government has announced that it has
transferred deposit guarantee amounting to TL 100.000 to 100% liability guarantee.

SDIF has provided 10 banks in its structure a resource, for reaching capital adequacy ratios to
minimum level with domestic government bonds submitted by Turkish Treasury

The Government’s Cabinet Decision on privatization of State Banks by restructuring has been
published.

An additional letter of intent was presented to IMF
USD 2.8 billion of funding by IMF was transferred to the accounts of the Turkish Treasury.

The Regulation on Internal Audit and Risk Management Systems of Banks has been published.

Regulation on Bank Capital Adequacy and Evaluation is published. Operating license of Thlas Finans
was abolished.

The tension between President and Prime minister in National Security Council has turned into an
economical crisis by also sensitivity in the markets as of November. While O/N interest has increased
7500%, ISE index has decreased 18.1%.

The government has left TL to free float

The Chairman of the CBRT Gazi Ercel has resigned

Treasury Undersecretary Selcuk Demiralp has resigned

Kemal Dervis has become Minister of State in Charge of Economy

The Chairman of BRSA Zekeriya Temizel has resigned

Kemal Dervis Minister of State in Charge of Economy, has announced the general strategy of National
Program with a press release

Engin Ak¢akoca was assigned BRSA Chairman.

The Cabinet Decision on principles and procedures of liquidation of duty loss receivables of Ziraat
Bank, Halk Bank and Emlak Bank has been published.

By the amendment in Banking Law, the term of office of BRSA second Chairman and Board members
has been terminated.

The State Minister in Charge of the Economy Kemal Dervis has explained Transition to Powerful
Economy Program.

The second Chairman and the Board members of BRSA was assigned by Cabinet Decision

Treasury government debt swap was realized
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When November 2000 and February 2001 crisis is analyzed, the respect drawing attention
was the fact that the crisis were happening in extremely short period of time. While
November Crisis reached its deepest point in November 20-22, 2000, relative stability was
provided in mid of month December. Similarly February 2001 crisis emerged in February
21-22 and instability in the economy ended when the new program was announced in
March.

During the period, International Rating Institutions changed credit rating of Turkey. The
next change in these grades was realized by beginning of 2002. As a matter of fact while
change in credit rating was causing increase in borrowing costs from global markets for
public and private sector, it has negatively affected the foreign capital inflows to Turkey.

Table 2-4: Turkey’s Change in Credit Grades

Moody’s

Standard & Poor’s

Fitch

JCR

15.01.2002 B1 (SO)
06.04.2001 B1 (NO)

21.02.2001 B1 (sO)

21.12.2000 B1 (PO)
24.07.2000 B1 (PO)
30.11.1999 B1 (PO)

29.01.2002 B- (PO)
30.11.2001 B- (SO)
11.07.2001 B- (NO)
27.04.2001 B- (NO)
16.04.2001 B- (NO)
23.02.2001 B (NOI)

21.02.2001 B-1-(NOI)
05.12.2000 B+ (DO)
25.04.2000 B+ (PO)
10.12.1999 B (PO)

05.02.2002 B (NO)

02.08.2001 B (NO)
02.04.2001 BB- (NOM)

22.02.2001 BB- (NOM)
27.04.2000 BB-

10.04.2000 B+ (POM)

01.03.2002 B

18.07.2001 B- (NO)
20.04.2001 BB- NO)

07.03.2001 BB

28.01.2000 BB+
23.08.1999 BB (m)

21.01.1999 B (DO)

Source: HM NO: Negative Outlook NOM: Monitoring with negative Outlook; S: Stable; SO: Stable Outlook; PO: Positive Outlook; POM :Positive
Outlook Monitoring ; M: Monitoring

During the period, increasing FX demands in the country, parallel to investors’ lost of
credibility, is increasing outflow abroad by foreign investors. This tendency has gradually
strengthened as of the third quarter of 2000.

Chart 28: FX Deposit of Nonresidents and Monthly Equity Investment Inflows
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Increase in interest rates with the crisis experienced, the high value loss of TL and sharp
liability
structure and profitability performance of banking sector in 2001. Banking sector has also
experienced shrinking period with respect to indicators and there existed sharp decrease in
the number of banks, branches and personnel in 2001.

shrinking in economic activity have caused significant deformation in asset
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Table 2-5: Number of Bank, Branch and Personnel

Unit 2000 2001 Change as of Previous year-end
December  March June September December March June September December

State 4 4 4 3 3 0 0 -1 -1
Private 29 28 29 24 22 -1 0 -5 -7
Foreign 17 16 16 16 15 -1 -1 -1 -2
DIB 18 18 18 16 15 0 0 -2 -3
SDIF 11 9 7 9 6 -2 -4 -2 -5
Total 79 75 74 68 61 -4 -5 -11 -18
Domestic Branch 7,796 7,965 7,513 7,309 6,828 169 -283 -487 -968
Foreign Branch 531 537 515 473 477 6 -16 -58 -54
Total Branch 8,327 8,502 8,028 7,782 7,305 175 -299 -545 -1,022
Domestic Personnel 171,174 167,606 155,299 147,453 138,485 -3,568 -15,875 -23,721 -32,689
Foreign Personnel 11,397 12,045 12,263 11,991 12,017 648 866 594 620
Total Personnel 182,571 179,651 167,562 159,444 150,502 -2,920  -15,009 -23,127 -32,069

Source : BRSA

As a result of fluctuations experienced in financial markets and shrinking economy, the
banking sector asset size has decreased 12.6% in Turkish Liras basis in real terms and
22.7% on USD basis. Contraction in loans was even sharper during the period (recession
amounting to 29% on real basis)

Table 2-6:: Banking Sector Balance Sheet Indicators

TRY Billion. (%) Ratio to Total Asset

EylL00 Ara00 Mar.0l Haz01l Eyl01 Ara0l Eyl00 Ara00 Mar.01 Haz0l Eyl0l Ara.01
Total Assets 959 1041 1258 1519 1698 1734 1000 1000 100.0 100.0 100.0 100.0
Loans 296 318 363 392 439 380 308 306 289 258 259 219
Securities Portfolio 154 185 261 495 577 600 160 177 208 326 340 346
Affiliates,
subsidiaries and 41 42 4.3 4.7 4.8 66 43 40 3.4 3.1 28 38
Jointly Controlled
Partnerships
Fixed Assets 21 25 2.7 0.0 0.0 0.1 22 24 2.1 00 00 00
Deposit 542 589 742 876 1055 1104 565 566 590 576 621  63.7
Own Funds 68 7.2 44 164 156 183 71 69 35 108 92 106
Period Profit 01 31 -35 50 -51 -105 01 -30 28 -33 -3.0 -61
Off-balance Sheet 1079 1050 1255 1160 1127 879 1125 1009 99.7 764 664 507

Transactions

Resource: BRSA

While shrinking economic activity in 2001 limited new deposit flowing into banking sector
and part of current savings change; problem of uncertainty and confidence caused maturity
of deposits to shorten and caused them to be held as FX denominated instead of TL. In
addition to deformation in economic outlook, slowdown in global economy and problems
experienced in emerging economies have affected the amount and cost of the funds provided
from foreign markets, another significant funding source of banks.

With February 2001 crisis, significant internal audit and risk management weaknesses
emerged. Risks realized caused the loss to rise quickly and own funds, in any case
inadequate, to melt. The loss of the sector increasing to TL 10.5 billion (6.1% of the total
assets) was one of most impressive indicators of the crisis. Besides, increasing rate of
exchange and interest rate during the period has increased the resource cost. The loan
volume has narrowed on nominal basis and the asset quality was corrupted and maturity
mismatch problem deepened.
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Chart 29: Deposit Banks Loan-Deposit Volume and CBRT Balance Sheet Indicators
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In a period where short term liabilities placed to long term and fixed income fields and FX
short position increased, increasing interest rates and large depreciation TL caused banking
sector to face a significant foreign exchange and capital market transaction loss
especially within first half of 2001 (a total of TL 8.6 billion, approximately 5.7% of total
assets). The increase in interest ratios has affected State and Fund Banks whose short term
funding demand is serious, the funding loss, which private and foreign banks faced due to
the increase in interest, remained limited.

Table 2-7: Banking Sector FX Position

In-balance Sheet Position () Net General Position @
February June December February June December
November 19, 15, 28,2001 November 19, 15, 28,2001
2000 2001 2001 2000 2001 2001

State Banks -184 -28 95 191 -184 22 96 189
Private Banks -10,674 -8,913 - -1,486 -954 -1,049 -374 110
SDIF Banks -5,177 -4,537 -274 -441 -4,777 -4,529 -354 -441
Foreign Banks -1,966 -1,438 -818 108 -110 -45 -15 -9
Dev. And Inv. Banks -441 -333 -118 40 -108 -75 24 22
Sector (Excluding SDIF) -13,265 -10,712 - -1,147 -1,356 -1,147 -269 312
Sector (Including SDIF) -18,442 -15,249 - 1,588 -6,133 -5,676 -623 -129

Source: BRSA
(1)In Balance Sheet Position= Currency Position + Currency Indexed Position.
(2)Net General Position= Currency Position + Currency Indexed Position + Futures

The crisis experienced in financial markets in November 2000 has created worries with
respect to sustainability of economic program implemented and banking sector has started
to close FX position deficit. The tendency has become more prominent in the transition
phase to floating exchange rate system following February 2001 crisis. As a matter of fact, FX
position deficit excluding futures has decreased to USD 7.2 billion in June 15, 2001 and to
USD 1.6 billion by year end from USD 15.2 billion February 19, 2001. In this development
thereof, with the contribution of FX indexed domestic government bonds, a decrease
amounting to USD 4.2 billion registered in FX short position of SDIF banks was determinant.
In the same period, a decrease amounting to USD 2.8 billion was realized in private banks’
FX short position. Following the swap operation realized in June 15, 2001, FX short position
excluding futures of private banks has decreased to USD 1.5 billion by the end-2001.
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Table 2-8:Interest Rat in banking Sector

(%) Monetary Crisis ) Twin Crisis®) 2001 Year-end 2002 Year-end
Interbank overnight(*) 1,950.0 6,200.0 59.0 44.0
TL Loan(*) 114.9 204.3 75.8 67.2
TL Deposit(*) 158.8 208.0 50.8 39.6
FX Loan(*) 16.9 39.4 12.4 6.9
FX Deposit (*) 25.7 17.2 3.7 2.5
DGB 39.0 76.2 63.1 46.3

Source: BRSA
(*) Extreme values in crisis period in certain interest rat in market have decreased to normal levels following 2001 year-end

Parallel with the change in general economic conditions, high amount of changes were
observed in nominal prices in banking sector. Sharp movements like in interbank market
were not experienced in prices between savings owners, firms and banks in banking sector.
But, the funding difficulty occurring in banking sector 1 has caused deposit interest ratios
increased up to 208%.

Following the adoption of floating FX regime, the CBRT with a view to bring functionality to
payments system, has initiated to provision of TL to markets As a result of that short term
interest ratios has decreased around 80%.

Crisis of November 2000 and February 2001 has increased the problems of banking sector
and initiated new problems. In this period the Government has brought changes in economy
management with a view to assure confidence and strengthen coordination.

Banking sector has faced interest rate risk following November crisis and significant loss as
a result of both interest rate and FX risk following February. Within this period, BRSA made
a great effort to avoid actions injuring trust and stability in the system and causing
reputation risk and being in unity and integrity. In management of crisis experienced, a
range of regulation, aiming the institutions in economy management to operate more
harmoniously, defining the principles of intervention to financial institutions in system,
providing the public loss to be held in minimum levels, decreasing pressure of state banks
on financial system and fortifying solidity and efficiency of financial institutions, was quickly
put into practice. Within this period, all resolutions were given to the authority of BRSA, for
principles and procedures relating to loans to be redefined, loan definition of all sorts of
partnerships be included in the scope for changing, the rules relating to banks’ consolidated
audit to international standards to be provided, concerning banks to comply with the
requirements. The sanctions, for persons who put the banks in difficult position by a
malicious intent in management, were strengthened. Private Finance Houses were put in a
structure parallel to banking principles. Consolidated own funds definition was brought in
banking system. With a view to encourage transfer and merger in banking sector, it was
granted exemption from the Law on Protecting the Competition and Turkish Commercial
Law and tax incentive.
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Table 2-9: Regulations Relating to Financial Crisis Management

The Act on Making Amendments in Banking Law nr.4491 December19,1999
The Law nr.4605 (Provisional Article nr.29) November 30, 2000
Regulation on Internal Audit and Risk Management Systems of Banks February 08,2001
Regulation on Measurement and Evaluation of Banks’ Capital Adequacy February 10, 2001

The Cabinet Decision nr. 2001/2312 on Principles and Procedures of Liquidation of

duty loss receivables of Ziraat Bank, T. Halk Bank and T. Emlak Bank April 30, 2001
The Act on Making Amendments on CBRT Law nr. 4651 May 05,2001
The Act on making Amendments on the Banking Law nr.672 May 12, 2001

Resource: BRSA

Within the management period of the crisis experienced in February 2001, a three
stage strategy, defined as to priority, was pursued. Within the first step of this strategy the
most important subject for CBRT, with floating exchange rate regime was to provide the
uninterrupted operation of payments system as soon as possible and to reestablish the
stability in securities and money markets. Yet, in the same period, the overnight debt
amounts of State and SDIF banks were over USD 15 billion. CBRT has funded directly state
and SDIF banks with repo transactions. It was not granted permission to step out of the
band of money markets interests and it was provided short term interest to be formed
within the level of CBRT policy interest rates. CBRT has announced that it shall take all kind
of precaution with a view to provide each bank to fulfill their obligations in istanbul Stock
Exchange Repo-Reverse Repo market.

Within the second stage of crisis management, with a view to eliminate the pressure of
mentioned banks on money markets and deposit interests and find a permanent solution to
the problem, Turkish Treasury, in coordination with CBRT, has given government
bonds in return for state banks’ duty loss and capital deficit of the banks under
structure of SDIF in April. A significant part of the bonds thereof were brought by the banks
and the liquidity demands of these banks were permanently resolved. Besides, international
liabilities’, of the banks under the responsibility of SDIF, being covered by SDIF has limited
the spread risk of crisis experienced on global scale.

Internal debt swap transaction has comprised the third stage of crisis management. The
Turkish Treasury, in the middle of June 2001, has realized its swap with a package
comprised of long term USD indexed short term TL denominated bonds and long term TL
denominated bonds. The current domestic government bonds, one-third TL, two-thirds
remainder for foreign exchange, amounting to USD 6.6 billion were restored to the state, as a
response to that, domestic government bonds were renewed by extending their maturities.
The transaction was realized by bidding method with a view to reflect market conditions.
The operations intensely accepted by markets have decreased anxiety relating to financial
stability significantly. As a result of internal debt swap, the Turkish Treasury has extended
the maturity of domestic government bonds, subject to swap, to 37.2 months with the new
ones from 5.3 months. While this state affected public debt stock in negative way in 2001,
the cash flow advantage provided from maturity extension has provided positive
contribution to public finance in 2002. The banking sector has gained a significant success in
respect of decreasing risks.

During the period external financing opportunity was also evaluated besides internal
resources. A significant part of loans which the Turkish Treasury obtained from IMF was
used in internal debt payments. Following November crisis, within scope of the current
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stand-by agreement in December 2000, an additional reserve facility amounting to USD 7.5
billion was provided. Besides, within the scope of a new stand-by, comprising three years of
a period as of February 2002, agreement amounting to USD 15 billion was realized. With the
monetary extension realized, dollarization and FX short position of real sector and banking
system due to capital outflow abroad and confidence loss have created an additional
pressure on rate of exchanges. On this account, consistent with floating exchange rate
regime, CBRT met a part of a currency demand by sale of currency as of July 2001 with
bidding methods, consequently it has started to prevent sharp fluctuations on FX that occur.
This way, the currency sales of CBRT has provided a more productive sterilization and
currency liquidity, without damaging the functioning of floating exchange rate regime, to the
banks that they need.

While experiencing two major crises in three months period caused economic expectations
to deteriorate, it has brought the changes in economy management. A need of a new
program, instead of the program ending with the crisis, has emerged. As one of methods of
strengthening reputation of a new program, composing of a new economy management has
came up. As a matter of fact, with the transition to floating exchange rate implementation,
the Chairman of CBRT, Gazi Ercel has resigned. Following this, the Turkish Treasury
Undersecretary Selcuk Demiralp has resigned. The economy management has undergone to
a change at the highest level in respect of implementing a medium term and comprehensive
program with Kemal Dervis becoming State Minister in Charge of Economy in March 02,
2001. Following day, the Chairman of the BRSA Zekeriya Temizel has resigned in March 03,
2002. In the forthcoming days, the State Minister Kemal Dervis has explained “The General
Strategy of National Program” in March 14, 2001. Besides, Engin Akcakoca was appointed
BRSA Chairman on March 17, 2001. This change in BRSA has continued on by termination of
term of office of the Board members and the Second Chairman of BRSA in May 29, 2001 with
the amendment made in the Banks Act and appointment of the new members in June 13,
2001. Yenal Ansen, the General Manager of Halk Bank was removed from office in April 14,
2001.
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3 REFORM EFFORTS AFTER THE FINANCIAL CRISIS

3.1 Macro Structural Reforms

After the crisis, in order to have again sustainable growth performance in the economic
environment; public sector deficits were reduced and pressure of public sector on financial
markets were mitigated. In order to maintain the macroeconomic stability, structural
reforms were realized which complement and strengthen the steps made in 1999.

Within this scope; the Banking Regulation and Supervision Board as well as Agricultural
Restructuring and Supporting Board were established, low-interest loan support granted via
Ziraat Bank and Halk Bank was based on a rational structure, and pilot region
implementation is stated within the framework of transition to direct income support
system in agricultural support. The act giving autonomy to Agriculture Sales Cooperatives
Association entered into force. Draft laws relating to restructuring of social security
institutions and private pension were prepared, 25 intra-budget 2 non-budget funds were
cancelled, constitutional amendment permitting international arbitration was made, legal
arrangements were made to prevent government privilege on communication and energy
sectors, Turk Telekom appeared to have private company status and regulatory agency was
formed in communication sector. New regulations were made for more transparent and
effective operation of banks.

Structural reforms and re-implementation of macro economic stability made the use of
foreign resource compulsory. Following the crisis experienced, economic policy prospects
for the rest of 2001 and for 2002 were submitted to the IMF via letter of intent on May 3,
2001. The program was of nature of continuation of the program of the stand-by
arrangement made with IMF by the end of 1999.

Within the framework of the 18t stand-by signed with IMF, the improvement of financial
system and the continuation of structural reforms were the fundamental priorities. The
fundamental objective of the program was to correct the instability after the crisis and to
form a framework for sustainable growth by decreasing inflation in short-term. With the
program it was planned to; restructure the banking sector as to establish a solid
relationship with the real sector, to restore strong public finance balances in the
future and establish the legal framework to make possible the structural reforms.

Reforms relating to macroeconomic and financial system which were intense during 2001-
2005 period, foreign resource utilization opportunity was significant. Foreign resources
amounting to USD 28,4 billion were obtained from the IMF and World Bank.

Table 3-1: Resources Utilized from International Institutions

USD Billion Date of Agreement Resource Utilized
17. Stand-By Agreement with the IMF 22.12.1999 16.2
Additional Reserve Facility from the IMF 21.12.2000 7.5
18. Stand-By Agreement with the IMF 04.02.2002 149
19. Stand-By Agreement with the IMF 11.05.2005 10.1
Programmatic Financial & Public Sector Adjustment Loan (PFPSAL ) 12.06.2001 1.1
Programmatic Financial & Public Sector Adjustment Loan (PFPSAL II) 16.04.2002 0.9
Programmatic Financial & Public Sector Adjustment Loan (PFPSAL III) 17.06.2004 1.5

Source: IMF and World Bank
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3.1.1 Fiscal Policy Reforms

The keystone of the program was determined as to have public sector primary surplus by
6.5% of the GDP in 2002. This target was also important to remove concerns about debt
sustainability and for maintaining full commitment to the program. However, the negative
external conjuncture created by the 9/11 attacks, the rise in expectations for elections
within the politic environment and the rising real interest rates and the failure of policies
related to the income support have caused the deviations from the target. The 59t
Government coming to power after general elections of November 2002 has decided to
continue the reform program by strengthening it. To achieve the target, a package including
income-raising policies was prepared in 2003. Bringing tax peace, and the release of
retrospective tax sanctions and interests and the rescheduling thereof, imposing an
additional property tax and motor vehicle tax ad-hoc, prolonging the application of special
transaction tax stated one year ago, and increasing the amounts of several indirect taxes
were some of the measures included within the package.

Additionally, policies aiming to reduce the personnel expenses upon public expenses as well
as agricultural support expenses were applied within this period. Non-interest surplus/GDP
ratio which had been 0,3% in 1993-2002 period was realized as 5% due to the success of
fiscal policies implemented in 2003-2006 period.

Important improvements was made in tax policies in 2002-2005 period and significant
changes which would simplify the tax structure, expand the tax base and make tax policies
more close to EU implementations were made.

The fundamental aim of the reforms in public sector after 2002 is to provide the financial
discipline. With this aim, debt burden was decreased and the sensitivity of the debt to risks
was reduced. Maastricht criteria concerning the ratio of public sector budget deficit to GDP
was met in 2004 by the success of the financial reforms.

Chart 30: Public Sector Debt Requirement /GDP and EU Defined Debt Stock /GDP
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To rationalize the labor force in the public sector, the employment of State Economic
Enterprises was rationalized and reduction in overstaffing. Efforts to improve the
investment climate were realized. Law on Public Finance and Debt Management was issued
on March 28, 2002 with the aim to effectively manage and monitor public internal and
external debt with this Law. On September 2002, a new strong primary dealer system that
deepened the market for government securities, with all participating banks meeting their
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obligations was put into practice. Furthermore, within the aim of developing a risk-based
debt management strategy, a communiqué regarding the coordination of debt and risk
management was published. With the Public Procurement Law put into force as of January
1st, 2003, it was aimed to fight against corruption and increase the transparency in public
sector accounts. With the Public Financial Management and Control Law which was qualified
as a reform, the public financial management and supervision was re-organized, the groups
of budget institutions were changed and new applications were brought such as analytical
budgeting technique and performance supervision approach for auditors. Act on Application
Procedures and Ethical Duty for Public Sector Officials and Managers was entered into force
as of May 25, 2004.

3.1.2 Monetary Policy Reforms

In the direction of the EU norms and the latest developments in central banking field in the
world, the Central Bank Act Nr. 1211 was amended with the Act Nr. 4651 on May 05, 2001
regarding that the fundamental aim of the CBRT was to provide the price stability. Thus the
autonomy of the Bank on carrying out the monetary policy was strengthened. By the
mentioned amendment, Bank was defined as the only authorized and responsible institution
for the determination and implementation of the monetary policy, the Bank was prohibited to
give advance and extend loans to the Treasury and to public agencies and institutions, term of
office guarantee was brought to the Chairman and Vice-Chairman.

During the period, together with the floating exchange rate regime, a monetary policy
focused on price stability was applied and finally the principle of transition to explicit
inflation targeting regime was adopted. During the process, while short-term interest
rates were used as the fundamental instrument of the monetary policy, to reach at the
announced year-end targets, a monetary base size consistent with the inflation target and
growth prediction took over the nominal anchor function This monetary policy frame was
named as implicit inflation targeting from the beginning of 2002 and implemented until
the end of 2005. In this period, conditions required for transition to explicit inflation
targeting was formed by the appearance of relatively stable macro economic and financial
environment as well as the completion of institutional and technical infrastructure
preparations of the Central Bank. As a result, explicit inflation targeting strategy was
announced at the beginning of 2006. .

Regarding to the operational structure of the monetary policy, the CBRT gradually reduced
its intermediary activities in Interbank Money Market as well as FX and Effective Markets as
of July 01, 2001 and finalized it completely as of December 2002. Accordingly, the
intermediary function of the CBRT finished in Forward Purchase-Sales Market and FX Depo
Market under the structure of FX and Effective Markets in March 2002, in Effective
Purchase-Sales Market in July 2002 and in FX Purchase-Sales Markets in September 2002; in
FX Deposit Market in July-December 2002 period.>

One of the important reforms made relating to monetary policy is the transition to New
Turkish Lira. The mentioned implementation which is a significant part of the re-

4 Money base target is also monitored as the performance criteria of the program applied by the IMF together with the base relating to Net
International Reserves and ceiling relating to Net Domestic Assets.

5 Benefitted from the CBRT 2001 and 2002 Annual Reports, “Monetary Policy and Markets” sections as well as “2002 Monetary Policy and
Probable Developments”.
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implementation of reliance to Turkish Lira is handled on two phases. In the first phase of the
money reform, the statement of New expression is added to be front of the currency. As a
matter of fact, pursuant to the Law on Currency Unit of the State of Turkish Republic Nr.
5083 dated January 31, 2004, New Turkish Lira banknote and coins are put into circulation
on January 01, 2005; Turkish Lira banknote and coins are removed from circulation on
January 01, 2006. Later, the “New” term was decided to be removed from New Turkish Lira
and New Kurus on January 01, 2009 and transition to Turkish Lira was completed. The
mentioned process which was realized by removing six zeros from Turkish Lira did not
faced any interruption and it is evaluated as a result of the reliance to Turkish economy and
the new currency. By this operation, Turkish Lira has become a currency relied on and
accepted physiologically and technically on national and global basis.

3.1.3 Reforms for Increasing the Transparency in Public Administration

Global and local developments experienced by end of 1990’s and the beginning of 2000 have
increased the requirement for public administration in Turkey. Accordingly, the reform
requirement was also triggered by external factors such as European Union membership
process and economic programs as well as international competition. In addition, politic
fragilities, interruption in public financial administration, clumsy administration
understanding, and inefficiency, degeneration in human resources management, corruptions
and bad administrative implementations were the local factors for reform requirement.
Reforms made within this scope were focused on citizen-oriented services, accountability,
and participation to the administration, on-site management, transparency and
performance-based management.

In 2000’s, Autonomous Regulatory and Supervisory Agencies (Boards) were
established. The Banking Regulation and Supervision Agency, Competition Authority,
Energy Market Regulatory Authority, Public Procurement Authority, Sugar Agency,
Information and Communication Technologies Authority (Telecommunication Agency) and
Tobacco Authority and Public Procurement Authority established by the Law Nr. 4733 are
the agencies having autonomous administrative authority. In the period following the
establishment of the BRSA by the Act Nr. 4389, autonomy and accountability of the Banking
Regulation and Supervision Agency and Board is strengthened and the scope of surveillance
and supervision was expanded by the Law Nr. 4491 dated December 19, 1999 firstly and
then by the Law Nr. 4743 dated January 31, 2002.

General Secretariat of European Union which is under the structure of the Prime Ministry
was established in 2000 by the Law Nr. 4587. The aim of the agency was determined as
providing coordination and compromise in preparation and works of public agencies and
institutions within the framework of the studies towards the membership of Turkey to the
European Union. Furthermore, by the Law Nr. 5916, organization structure of the General
Secretariat was re-determined pursuant to the importance given to the membership process
in 2009. The Agency’s duties are re-determined as to orientation, monitoring and
coordination of the studies towards the preparations for EU membership of Turkey as well
as the performance of the coordination of the studies after the membership.

The Law on Obtaining Information Nr. 4982 entered into force in 2003. By this Law, the
principles and procedures for persons to use their right to obtain information in accordance
with equality, impartially and clarity principles which are required for a transparent
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management and to be applied in activities of public agencies and institutions as well as
vocational institutions having the feature of public agencies and institutions.

The Law on Public Finance Administration and Control Nr. 5018 entered into force in
2003. The mentioned Law has entered into force in order to regulate the provision and use
of public resources in an effective, economical and efficient manner within the direction of
the policies and targets in development plans and programs, to regulate the structure and
operation of public finance administration, preparation and implementation of public
budgets, accounting of all financial transactions, reporting and performing financial control.
This Law comprises financial administration and control of public administrations within
the scope of central administration, social security institutions as well as public
administrations comprised of local administrations within the scope of general
administration. It is stipulated that the internal audit stated in this Law shall be made by
internal auditors and internal audit units shall be established in agencies and institutions by
the Law 5436.

In 2004, Electronic Signature Law Nr. 5070 comprising the legal structure of electronic
signature, activities of electronic certificate service providers and operations relating to the
use of electronic signature in all fields was entered into force and accordingly, the base of
the infrastructure which will provide legal writings to be made in electronic environment is
constituted.

Public Officers Ethical Board was established in 2004 by the Law Nr. 5176 in order to
determine and monitor the implementation of ethical behavior principles to be obeyed by
public officers such as transparency, impartiality, honesty, accountability, and act for the
public benefit. The scope of the Law Nr. 5176 is applicable for all the personnel (including
administrative and audit board as well as chairman and members of board) working in
departments included in general budget, budget added administrations, state economic
enterprises, revolving fund institutions, local administrations and their associations, all
public agencies and institutions having public legal person status under the names of board,
upper board, agency, institute, enterprise, fund and similar names.

By the Law Nr. 5436 dated 2005, Office of Research Planning and Coordination Board,
Departments of Research Planning and Coordination as well as Directorates of Research
Planning and Coordination stated in the laws of organization are removed. Instead of them,
Departments or Directorates of Strategy Development were established.

3.2 Restructuring of Financial Sector
3.2.1 Banking Sector Restructuring Program

The Banking Sector Restructuring Program (BSRP), announced on May 15, 2001 focused on
the intermediation function and aimed at transitioning to an internationally competitive
banking sector which will be resilient to internal and external shocks. The priorities of the
BSRP were identified as recovering the deterioration caused by the 2000-2001 crisis in the
banking sector and building a strong base for the system by clearing it from weak banks.

The restructuring program was established to recover fundamental fragilities in the banking
sector mentioned in the previous section and it was established upon four main blocks.
These blocks are;

e Restructuring public banks financially and operationally,
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e Prompt resolution of banks under the SDIF,

¢ Bringing healthy structure to private banks which were affected negatively from the crisis,
e Realization of legal and corporate regulations which will increase the effectiveness of
surveillance and supervision in banking sector and which will bring a more effective and
competitive structure to the sector.

Chart 31: Restructuring Program
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3.2.2 Restructuring of Public Banks

The restructuring of public banks started especially in financial area and was concluded in
2001. Afterwards, an operational restructuring was realized. Restructuring is conducted
ultimately within the framework of the privatization target of Ziraat Bankasi1 and Halk
Bankasi.

Financial Restructuring of Public Banks; targeted to ensure that the public banks are no
longer a factor of instability within the financial system and focused on the clearing of duty
loss receivables, decreasing the short-termed liabilities, giving capital support to public
banks, making deposit interests coherent with the market interests and an effective
management of loan portfolio.

e The duty losses which were reached to USD 17.5 billion as of end 2001 were
liquidated and the regulations leading to duty losses were abolished. The practice of
inclusion of the resources to budget which is to be provided by state banks for subsidies was
started and these resources were transferred to banks before actual disbursement. As of
December 31, 2000 interest was applied to the accrued duty loss receivables and an amount
of TL 23 billion of “Special Issue of Government Bonds” was issued.

o Within the aim of strengthening the capital structure, capital support amounting
nearly TL 3.6 billion was taken as of end-2001, most them being securities. Thus, total paid
up capital amount has increased by TL 2.9 billion comparing to December 2000 to TL 3.4
billion in August 2003, and total own funds have increased by TL 7.1 billion within the same
period to TL 7.8 billion.
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o Fixing of duty loss receivables to securities and total of resources transferred to
public banks to provide capital support is realized as TL 28.7 billion as of end-2001.

Table 3-2: Resources Transferred to Public Banks

December 2001 Increase  Total
TL Million 2000 January February March April May in2001 (1)+(2)
Stock (1) (net) (2)
Duty Losses 17,413 7,759 25,172
-Tied to Securities 2,217 4,500 1,000 2,300 6,250 8,905 22,955 25,172
-Ziraat Bankasi 1,354 2,333 - 550 4,500 4,730 12,113 13,467
-Halk Bankasi 863 2167 1000 1750 1750 4130 10,797 11,660
-Emlak Bank 0 - - - 45 45 45
-Not-Tied to Securities 15,196 -15,196 0
Capital Support (by Non-cash Bond) - 3,224 3,224
-Ziraat Bankasi - 1,700 1,700
-Halk Bankasi - 900 900
-Emlak Bank - 624 624
Capital Support (by Cash) - 326 326
-Ziraat Bankasi - 218 218
-Halk Bankasi - 67 67
-Emlak Bank - 41 41
Total 17,413 11,309 28,722

Source: BRSA, Treasury

e Public banks mostly met their liquidity requirements from other banks and the
Central Bank by borrowing starting from the pre-November crisis. Public banks entered the
February crisis with mostly over night accumulated short-term liabilities and while this
situation increased the sensitivity of the mentioned banks against the volatilities in
interests, it caused these banks face higher deposit interests as compared with other banks
for their liquidity requirements. Mentioned banks that are in need of liquidity significantly
affected the interest in the market. As a matter of fact, public banks could not meet their
liquidity requirements in February 22 crisis. In order to reduce the short-term liabilities of
public banks to private banks and non-bank sector, they are provided to obtain liquidity by
repo or direct sales from the Central Bank in return for special issue bonds they took from
Treasury. Accordingly, short-term liabilities amounting to TL 8,5 billion was nullified as of
March 16, 2001. The Undersecretariat of the Treasury contributed to the development of
cash inflow and liquidity positions in a regular structure through early redemption by
change of securities and cash payment and therefore, it led to reduction in pressures of the
mentioned banks on short-term borrowing interest rates.

Operational restructuring of public banks; aimed to restructure the organization,
technology, products, human resources, loans, financial control, planning, risk management
and service structure of these banks to keep them in coherence with needs of modern
banking and international competition.

e Since the public banks could not fulfill their banking function in the crisis period,
with a new Law®, the status of Ziraat Bankasi, Halk Bankasi and Emlak Bankasi was
converted to corporation and the legal exceptions to which they have been subject to were
cancelled. Furthermore, with this law, all the laws and decrees which create duty loss for the
said banks were provisioned to be revoked.

6 Law 4603 on Ziraat Bank of Turkish Republic, Halk Bank of Turkey and Emlak Bank of Turkey, was published in the official gazette, issue 24238,
of 22 November 2000.
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e Within the scope of operational structure, the management of Ziraat Bankasi and
Halk Bankasi1 were transferred to a joint executive board and the board was authorized to
prepare public banks to restructuring and privatization.

e Within the framework of restructuring and privatization preparation plans, the
organization, technologies, products, human resources, loans, financial control, planning,
risk management and service structure of public banks were redesigned for alignment with
the requirements of modern banking and international competition.

e License for carrying out banking operations and accepting deposits of Emlak
Bankasi, asset share of which was 3,5% in the sector as of 2000 was revoked on July 03,
2001 and this bank was transferred to Ziraat Bankasi together with its branches on July 09
2001. The transfer of Emlak Bankasi to Ziraat Bankasi, with assets other than banking
activities as well as shares in its subsidiaries operating in this field, commercial real estates,
excessive real estates, all the receivables under legal prosecution and provisions set aside
for those were excluded. Costs amounting to TL 1,7 billion generated from the transfer of
Emlak Bankasi to Ziraat Bankasi were met by the Treasury by issuing special issue bond to
Ziraat Bankasi. By the transfer of the parts of the mentioned bank relating to fundamental
banking activities to Ziraat Bankasi, specialization level and accumulation of Ziraat Bankasi
in retail loans became richer.

e In order to transfer the excess personnel (occurred due to the decrease in number of
branches of public banks) to other public institutions, total number of branches in 2000 was
reduced by 33% as of end-2003. The number of personnel decreased by about 50% in the
mentioned period.

Table 3-3: Number of Personnel and Branches

2000 2001 2002 2003
Number of Personnel 51,601 47,985 32,558 30,641
-Ziraat Bankasi 36,576 33,023 23,330 22,138
-Halk Bankasi 15,025 14,962 9,228 8,503
Number of Branches 2,109 2,403 1,795 1,764
-Ziraat Bankasi 1,303 1,504 1,249 1,237
-Halk Bankasi 806 899 546 527

Source: BRSA

o Pamukbank which was one of the banks taken over by the SDIF was transferred to
Halk Bankasi on November 10, 2004. Traditional customer base of Halkbank, which was the
sixth big bank with asset size of TL 19,3 billion and 7,8% share as of end-2003, is comprised
of SME’s and crafts-artists. Pamukbank was a medium-scale bank with 2% share in the
sector having an asset size of TL 4,9 billion and was specialized in retail banking. Beside the
specialization experience in a different area, Halkbank preferred to merge with Pamukbank
for its relative young personnel structure and its technological infrastructure. As a matter of
fact, this transfer process is resulted with efficient merger of two different banking units and
is pointed out as a successful example on national and international scale.

3.2.3 Resolution of Banks Transferred to the SDIF

With the resolution of Banking Regulation and Supervision Agency, the operation licenses of
banks in trouble financial structures of which were weakened and having problems to fulfill
their liabilities are cancelled and or their partnership rights other than dividends and their
management and control are transferred to the Fund.
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SDIF’s Resolution Process

In banks whose operating licenses have been cancelled; first of all the deposit
amount/participation fund cost within the scope of insurance is paid by the SDIF to the
related depositors and the bankruptcy of bank is demanded. If the court decides bankruptcy
about the bank the process of “liquidation through bankruptcy” is started, if the court
decides to reject the bankruptcy, the process of “voluntary liquidation” is started. In
liquidation through bankruptcy, the Fund participates in the process as privileged
creditor and liquidates the bank by having authorities and duties of bankruptcy department,
creditor’s meeting, and bankruptcy management. The liquidation of assets and liabilities
of banks taken into the process of voluntary liquidation is realized by the Fund in
accordance with a liquidation plan prepared.

The resolution process of banks whose partnership rights other than dividends and
management and control have been transferred to the Fund varies according to
whether shares of banks were taken over or not. If the shares were taken over by the Fund,
decreasing the losses by simplifying the sale of the bank and to make it active in the
economy again, some rehabilitation studies were conducted to solidify bank’s financial
structure such as capital increase, reserve transfer, liquidity support, making available
advances, making deposits and cancelling the penalty liabilities before the CBRT and
enabling the troubled loans of banks and their affiliates and real estate to be taken over and
assigned to the Fund. If the shares are not taken over, the Fund applies a more limited
resolution process, the insured deposit and some of the assets of the bank are transferred to
third parties, and the unsold part is resolved by liquidation process.

Chart 32: SDIF’s Resolution Frame
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The fundamental aim with the banks, whose partnership rights other than dividends as well
as management and supervision have been transferred to the Fund without removing their
operating licenses, is to rehabilitate them in a quick manner and make them active in
economy again. In cases where this is not provided, the liquidation of the bank comes on the
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agenda. In banks under liquidation process, current liabilities of the bank is tried to be paid
by turning the assets of the bank into cash.

Resolution instruments of the SDIF within the scope of banking legislation shall be defined
as share sales, sales of insured deposit and loans (Asset and Liability Transfer) as well
as merger with or transfer to another bank. In asset-liability sales Fund has the
authority to transfer the insured deposit of the banks it took over as well as the assets it
deemed appropriate to another bank within the frame of the Law. This authority can be used
by the Fund without taking over the share of the banks transferred to it. On the other hand,
banks opened for sale but not sold yet can be merged with another Fund bank or public or
private bank on condition to its shares to be taken over by the Fund. Furthermore, share
sales can be made to another bank by strengthening the financial structure of a bank whose
shares are owned by the Fund.

SDIF’s Bank Resolution Activities
A total of 11 banks were taken over by the SDIF in the period of twin crisis and afterwards,
therefore the number of banks taken over by the SDIF rose to 25 between 1994-2003. Banks

taken over by the SDIF reached to one fifth in the sector as for their total asset and liability
sizes in the mentioned period.

Table 3-4: Banks Whose Operating Licenses were Revoked and Transferred to the SDIF after the Crisis

Assets (**)  Personnel (**) Transfer Loss

Date of Taking to Close Follow-up Date of Transfer TL % Number % USD Million
Bank Million
Kentbank A.$. 14.Mar.01 09.Jul.01 899 78 1,766 14.8 681
EGS Bank A.S. 12.Jun.00 09.Jul.01 510 44 1,004 84 545
Bayindirbank A.S. 03.Jan.96 09.]Jul.01 259 2.2 486 4.1 116
Sitebank A.S. 22.Jan.01 09.]Jul.01 25 0.2 97 0.8 53
Taris Bank A.$. 27.Jan.00 09.Jul.01 185 1.6 526 4.4 74
Toprakbank A.S. 11.Feb.00 30.Nov.01 3,541 30.7 2,458 207 880
Pamukbank T.A.S. 19.Apr.89 19.Jun.02 4,942 429 4,040 34.0 3,618
T. imar Bankasi T.AS(Y) 20.Jun.94 03.]Jul.03 1,158 10.1 1,521 12.8 5,933
Total 11,519 11,898 11,900

(*) Operating license was revoked and its management and supervision was transferred to the SDIF.

(**)Reflects year-end balance sheet value before the resolution as well as the shares within total in the mentioned year. Therefore, numbers
relating to total shows total of the values and ratios belonging to different years.

(***)T. Emlak Bankas1 A.$, was taken to close follow-up on 02 September 1994-26 May 1997 and 0 4.August 1997. Transferred within the
scope of restructuring of public banks on 03-09 July 2001.

Beside the liquidity and capital inadequacy problems in these banks taken over by the SDIF,
there were significant majority shareholder exploitation.

Table 3-5: Banks Taken over by the SDIF following Crisis and Reasons Thereof

Reasons for

Bank Transfer Explanation
Kentbank 4389 Banks Act  * Direct Loanf to Siizer Group ¢ Depos to Atlas Yatirim B.anka51 -Mutual Loans e Other Bad I.:oans * Resource
AS 14/3 and 14/4 Transfer to Siizer Group by the Sales of Dolmabahge Turizm e Capital Increases Made by Using Bank
v Resources «Exploitation of Bank resources Via Branch Repairs and Decoration Expenditures
EGS Bank 4389 Banks Act e Distortion of equity, liquidity and income-expense balance of the bank due to the Resources transferred to
AS. 14/3 and 14/4 the majority shareholder
Bayindirbank 4389 Banks Act ¢ Bayindir Group Loans ¢ Other Bad Loans ¢ Altima Financial Services Depos ¢ Regional Off-Shore Depos ¢
AS. 14/3 and 14/4  Value Loss in Banca Turco Romana Shares ¢ Cash-paid Rental Expenditure
Sitebank 4389 Banks Act * Non-Performing Loans ¢ FX Loss ¢ Deposit Interests
AS. 14/3
1351"15 Bank 4389 P:;;S Act Bad Loans and Risk Concentration ¢ Equity Inadequacy e Instability and Inadequacy of the Management

¢ Loans to Toprak Group ¢ Resource Transfer to the Majority Shareholder by Showing more than the real
value of 1998 and 1999 Profits and Distribution of Those Dividends ¢ Long-Term Loan Extension to
Companies of the Majority Shareholder

Toprakbank 4389 Banks Act
AS. 14/3 and 14/4

Pamukbank 4389 B.anks Act * Group Loans ¢ Distortion in Asset Quality  Capital Adequacy Ratio Falling Behind 8%

TAS. 14/3 and 14/4
T.imar Bankas: 4389 B.anks Act _Collectlon of Off-Record Deposit ¢ GS Sales Without License and lShort selling « Majority Shareholder Loans
TAS 14/3and 16/1 ° Imar Off-Shore Depos ¢ Resource Transfer over Bubble Companies ¢ Returns from Off-Shore Accounts to

Deposit Accounts ¢ Other Irregularities

Source: BRSA, SDIF
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Banks, whose partnership rights other than dividends as well as management and
supervision were transferred to the Fund;

o First of all management and supervision boards were changed and assignments were
made to these positions by the SDIF. New managers assigned to the banks carried out
activities in order to render the bank sound financial structure, to prevent the bank
incur more losses and protection of bank’s deposits by efficiently converting the assets
in bank’s balance sheet into cash. These activities include filing financial responsibility
actions against majority shareholders of bank, taking measures against operational and
legal risks in the bank, collection activities relating to branch, movables and fixtures as
well as non performing loans.

Table 3-6: Resources Transferred to Banks -Other Resolution Expenditures

31 December 2009 USD Million

Resources Transferred to Banks 29,641
Capital Share 2,182
Reserves 19,173
Loan, Subsidiary and Securities -Real Estates Transfer (GS+Cash+Fund B. Deposit.) 1,612
Transferred for Loan, Subsidiary and Securities —Real Estates to be Taken over 116
Resource Transferred for Banks Under Liquidation / Depositor Payments (Inc. imar 6,557
B.)

Other Resolution Expenditures (*) 590

TOTAL 30,231

Source: BRSA (*) Other Resolution expenditures is comprised of payments to be demanded and collected from the related
persons, collection returns, guarantee returns, attorney fees, participation balance sheet charges, bank resolution expenditures
and other expenditures items.

e Concerning the reinforcement of the financial structures of Fund banks taken to the
settlement process, capital transfer, precaution transfer?, deposit making8, canceling
the penalty interest for the required reserve and liquidity requirement liabilities
9 and a serious amount of resources were transferred by extending subordinated debts
and by taking over the credits (especially non-performing ones) affiliates, movables and
immovables. Within the period of 1994-2009 the SDIF has realized resource transfer
amounting USD 30.2 billion to Fund banks by borrowing from the Treasury.

o To accelerate settlement of SDIF banks, their deposits and FX liabilities were turned over
to other banks by biddings and by extending Government Debt Securities in return. This
application was the first to be realized by this size effectively. Biddings concerning
deposit transfers were realized in 5 different steps by separated offers for TL and FX
deposits. As a result of these biddings, TL deposits amounting to TL 479 million and FX
deposits amounting USD 2.587 million were turned over to 8 different banks. Moreover,
the non-deposit FX liabilities of SDIF banks amounting to USD 2.4 billion were turned
over to public banks.

e On the other hand, within the scope of improvement of balance sheet of Fund banks,
their short-termed liabilities besides CBRT amounting TL 5.2 billion and their short-
termed liabilities to CBRT amounting TL 2.6 billion were initialized!? as of March 2001
and their FX open positions which were USD 4.5 billion until the period of May 2001

7 The Fund realizes precaution transfer to the banks taken over for covering the present or possible risks.

8 To cover the liquidity requirement of banks, shares of which are obtained by the Fund, the Fund may realize dated or undated deposit transfer
to the bank.

9 According to Banking Law Nr. 4389, the Fund has the authority to postpone or cancel the required reserve and liquidity requirement liabilities
of the banks together with related penalty interest. According to the Banks Act Nr. 5411, this authority was redefined as an authority to cancel
only the penalty interest for required reserve and liquidity requirement liabilities.

10 Total amount of private bills exported from Treasury to the SDIF was TL 24.6 billion as of July 31, 2003.
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were downgraded to USD 561 million by end of June with the effect of FX-indexed
government securities injection realized in May. The amount of open positions of Fund
banks was raised again after the turnover of Pamukbank to the Fund, however it
decreased with the FX-indexed government securities support to USD 63 million as of
August 15, 2003 and has been totally closed by the end of the month.

o All of these banks’ financial structures which were ameliorated by the Fund were put
into tender offer. Fund banks put into sale but were not sold because they have not
received sufficient offers were put into merger with another Fund bank or a public bank
to reduce operational costs and to fasten the settlement of banks. To facilitate the sale,
the bank merger transactions were also applied before the sale like in the Birlesik
Stiimerbank A.S. and Birlesik Etibank A.S cases.

e Among the 22 banks taken over by the Fund between years 1997-2003 (3 banks were
transferred to the Fund in 1994 by cancelling their operation licenses), except the ones
taken into a settlement process by cancelling their operation licenses, 4 banks were sold
directly and 6 banks were sold by mergers, 1 bank was merged with a public bank and 8
were transferred to Birlesik Fon Bankasi A.S. (Joint Funds Bank Inc.) which operated as a
transition bank.

Efforts to save Demirbank, one of the banks transferred to the SDIF were also started and
following the rehabilitation of its financial structure, preparations for its sale began. The loss
equivalent to the bank’s TL 275 million paid-up capital was taken over by the SDIF and all of
the bank’s shares were obtained; then its liabilities to the CBRT were cancelled, the share of
liquid assets within its balance sheet was increased and the amount of own funds which was
TL -132 million was increased to TL 1.5 billion. The asset size of the bank has reached to TL
5.2 billion after the rehabilitation. The accounts of the balance sheet concerning securities
(securities portfolio, long-term securities and securities subject to repo) composed 54.5%
(TL 2.9 billion) of total assets. The share of loans among assets was 22.8%.

A different sale method was designated for the Bank and Demirbank was put up for sale
pursuant to the BRSA decision dated January 25, 2001. As a result of investigations
conducted by potential investors carrying the conditions searched for in bank owners in
Demirbank, some of the investors did not give any offers and three investors gave
framework offers. As a result of negotiations conducted with theses three investors and
their offers and pursuant to decision of the Fund’s Board of Managers dated September 19,
2001, it was determined that Demirbank would be sold to HSBC at a price not less than
USD 350 million (USD 150 million to the Bank’s shares and USD 200 million for the
betterment) and that the real estates, affiliates and non-performing individual and corporate
loans not accepted by HSBC shall be turned over to the SDIF and other assets and liabilities
including cash loans and deposit would be turned over to Kentbank and other Fund banks.
Within this scope, on September 20, 2001, in exchange for USD 350 million, one third of
Demirbank’s balance sheet was turned over to HSBC and the turn over transaction was
realized on October 30, 2001.

Right after the turnover of Demirbank to the Fund, an action was taken by Cingilli Holding
which was the majority shareholder of the Bank to cancel the turnover. The rejection of
Presidency of Council of State dated June 314, 2003 was reversed by the decision of General
Assembly of Administrative Trial Chambers dated June 18, 2003. The demand of Banking
Regulation and Supervision Agency to correct the decision was also rejected and the
turnover of the Bank to the Fund was cancelled on April 29, 2004.
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Box 1: Joint Fund Bank Inc. (JFB)

In 2002, Bayindirbank A.S. which was turned over to the Fund in 2001 pursuant to the Fund Board of
Managers Decision as a consequence of own funds inadequacy and weakness of financial structure was
given the role of transition bank during settlement processes of banks.

Among the Fund banks, those which are not sold and the unaccepted assets and liabilities of Fund banks
which are sold were consolidated under roof of Bayindirbank A.S. by balance sheet take-over. All the assets
and liabilities of 7 banks and partial assets and liabilities of 11 banks were joined under Bayindirbank A.S.
within the framework of principle of universal succession. The title of the Bank was changed as Joint Fund
Bank Inc. upon Decision of Fund Board of Management in 2005.

The Bank conducts mainly the settlement operations concerning the monitoring, collection and liquidation
of assets and liabilities in its balance sheet.

In line with the Fund’s strategic targets and settlement policies, bank’s balance sheet was intended to be
minimized as of 2006 and its fundamental functions would be conducted by minimum capital and
personnel. Within the framework of the Bank Re-Structuring Plan (The Plan) prepared with this aim,
activities concerning the minimization of the bank assets and the number of personnel, the liquidation of
cash loans and protocols by sale and transfer of claims, the re-structuring of non-cash loans and ensuring
their maximum reimbursement, the liquidation of accounts within the claims to be liquidated by collection,
sale and transfer of claims and sale of redundant real estates which have no legal problems are continuing.
Moreover, agreements about non-cash risks, non-credit balance sheet items, security portfolios and
movables joined within the bank, investigations/examinations and lawsuits and monitoring, collection and
liquidations are still continuing.

As a result of the activities conducted within the framework of the Plan, the asset size of the bank which
was TL 1.215 million as of December 31, 2006 declined to TL 807 million as of December 31, 2009. Most of
the banks’ assets is composed of liquid items and as of end-2009 the bank had a loan portfolio amounting
TL 183 million and non-performing loans portfolio amounting to TL 61 million emanating from 13.796
lawsuits.

Resource surplus amounting USD 1.092 million was transferred by the Bank to the Fund between January
1st, 2006 and December 31, 2009. Moreover, the bank’s capital started to be diminished progressively since
2008. As a result of all these operations, the liquidation of 85.5% of the bank’s balance sheet was realized
and bank has been conducting its activities successfully during settlement of the Fund.

Egsbank, Etibank, iktisat Bankasi, Kentbank, Toprakbank, Interbank and Esbank.

2 Demirbank, Sitebank, Stimerbank (including Yasarbank, Ulusalbank, Bank Kapital, Yurtbank, Egebank), Tarisbank, Bank
Ekspres and Tiirk Ticaret Bankasi.

Source: SDIF

Total losses of banks settled by taking over by the Fund are nearly USD 23.2 billion as of the
date of their takeover. It is seen that the settlement processes of banks taken over by SDIF
has been considerably fast and that the average duration is 14 months.

Banks Liquidated by Cancelling Their Operating Licenses

The activities concerning TYT Bank, Marmara Bank, Impex Bank, T. Imarbankas1 A.S. and
Kibris Kredi Istanbul Branch, whose operating licenses have been cancelled and which are
taken into liquidation process are continuing currently.
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Table 3-7: Resources Transferred to Banks Turned Over to the SDIF

Resource Transferred (USD Resource Transferred (USD

Bank Million) Bank Million)
Tiirk Ticaret Bankas1 A.S. 756 Demirbank T.A.S. 1,913
Bank Ekspres A.S. 261 Ulusal Bank A.S. 481
Interbank A.S. 2,860 iktisat Bankasi T.A.S 1,992
Egebank A.S 733 Kentbank A.S. 1,126
Yurtbank A.S 307 EGS Bank A.S. 335
Yasarbank A.S. 857 Bayindirbank A.S. 765
Esbank A.S 1,750 Sitebank A.S. 31
Stimerbank A.S. 2,633 Taris Bank A.S. 65
Kibris Kredi Istanbul Branch - Toprakbank A.S. 498
Bank Kapital T.A.S 60 Pamukbank T.A.S. 2,814
Etibank A.S. 1,571 T. imar Bankasi T.AS 5,933

Source: SDIF, BRSA. Collected from BRSA BYYP Development Reports.

SDIF Asset Settlement and Recovery Activities

With the aim of fast and efficient settlement of bank assets turning over to the Fund, a new
organizational structure was built within the SDIF and a Department of Subsidiaries and

Real Estate was found to settle non-performing loans, subsidiaries and real estate within the
process.

Table 3-8: Process and Strategy of Settlement of Banks Transferred to the SDIF

Duration of

Majority Resolution
Bank Date of Turnover _Shareholder (Months.) Resolution Strategy
Tiirk Ticaret Bankas1 A.S. 06.11.97 - - Voluntary Liquidation

Korkmaz .
Bank Ekspres A.S. 12.12.98 Yigit 30 Merger with Tekfen Bank
Interbank A.S. 07.01.99 Nergis Hold. 29 Merger under the Joint Funds Bank
Egebank A.$ 21.12.99 Demirel 13 .
Yurtbank A.S 21.12.99 Balkaner 13 Sale by merger under Siimerbank
Yasarbank A.S. 21.12.99 Yagar 13
Esbank A.S 21.12.99 Zeytinoglu 18 Merger under Joint Funds Bank
Stimerbank A.S. 21.12.99 Garipoglu 20 Sold to Oyak Bank
Kibris Kredi istanbul Sub. 27.09.00 Salih Boyaci - Liquidation by Bankruptcy
Bank Kapital T.A.S 27.10.00 Ceylan 13 Sale by merger under Siimerbank
Etibank A.S. 27.10.00 Ding Bilgin 14 Merger under Joint Funds Bank
Demirbank T.A.S. 06.Ara.00 Cingillioglu 10 Sold to HSBC
Ulusal Bank A.$. 28.5ub.01 Cingilhoglu 13 Sale by merger under Stimerbank
iktisat Bankasi T.A.S 15.Mar.01 Aksoy 9 .
Kentbank A.S. 09.Tem.01 Stizer Grubu 6 Merger under Joint Funds Bank
EGS Bank A.S. 09.Tem.01 EGS Holding 14
Bayindirbank A.S. 09.Tem.01 Bayindir - Transition Bank/Joint Funds Bank
Sitebank A.S. 09.Tem.01 Siirmeli 6 Sold to Nova Bank SA
Taris Bank A.S. 09.Tem.01 - 16 Sold to Denizbank
Toprakbank A.S. 30.Kas.01 Toprak 14 Merger under Joint Funds Bank
Pamukbank T.A.S. 19.Haz.02 Cukurova 29 Turnover to Halkbank
T. Imar Bankasi T.A.S 03.Tem.03 Uzan - Liquidation by Bankruptcy

Source: SDIF, BRSA. Collected from BRSA BRP Development Reports.

On the other hand, a search for new methods was started to recover the non-performing
loans, subsidiaries, real estates and movables taken over or transferred by SDIF from Fund
banks (operating licenses excluded) within the scope of settlement, as fast as possible and
with the highest income possible. Within this framework, parallel to international
applications, new methods such as Istanbul Approach, Sale of Receivables and Asset
Management Company and Commercial and Economic Integrity Sales were used.

During the recovery of receivables from Banks’ Majority Shareholders, a legal process was
conducted by means of repayment-compensation, individual bankruptcy and financial
responsibility lawsuits and repayment agreements (protocol) were signed with some of the
debtors within the framework of agreements reached about the repayment of the debts.
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Furthermore, to fasten the recovery of receivables emanating from the abuses of the banks’
majority shareholders, the monitoring and collection authorities of SDIF were reinforced by
legal regulations. Within this scope, according to the article 15/7a of the Banks Act Nr. 4389,
when considered necessary for the collection of Fund receivables, the management and
supervision of companies owned by the subsidiaries, legal entity partners and natural
persons and legal entity partners of banks transferred to the Fund was taken over by the
Fund.

The receivables emanating from the bank resources and assets used in the procurement of
money, goods, all kinds of rights and receivables that the majority shareholders or managers
of banks have procured directly or otherwise through other fraudulent ways or receivables
from third persons are also regulated as Fund receivables. For the collection of these
receivables special collection authority was granted to the Fund pursuant to the article
15/7b of the Banks Act Nr. 4389.

In the recovery of the assets procured by means of above-cited authorities, the Commercial
and Economic Integrity sales method was used. With this method, goods, rights and assets
belonging to one or more natural persons or legal entities and which were seized pursuant
to the provisions of Act Nr. 6183 were put together to compose the Commercial and
Economic Integrity package and thus they were sold at a higher cost.

Table 3-9: Lawsuits and Proceedings Conducted

Lawsuits and Proceedings

Name of Bank I I 1 I\ VI VII

=

IX X
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Source: SDIF

Note: (I): Lawsuits concerning the cancellation of the turnover of the bank to the Fund (II): Lawsuits concerning the share transfer agreement (III):
Lawsuits concerning the sales of the Bank’s shares (IV): Lawsuits concerning the rehabilitation of financial structure (V): Lawsuits for retrieving the losses
of the bank brought against majority shareholders and managers (reimbursement and retrieve, financial responsibility, individual bankruptcy) (VI):
Criminal suits (VII): Lawsuits and proceedings about the settlement of assets (VIII): Lawsuits and proceedings concerning the administrative and
operational activities of the Bank and its assets (IX): Lawsuits brought for the cancellation of transactions for the recovery of bank’s loss emanating from
deposit difference (X): Other Lawsuits.

Most of the Lawsuits were the ones brought by the SDIF against majority shareholders and
managers for the compensation of bank’s loss, criminal suits brought against old managers,
lawsuits concerning settlement of the bank’s assets and ones concerning the managerial
and operational activities of the bank as well its assets. In 9 banks, lawsuits were brought by
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the bank’s owners for the cancellation of the turnover of the bank by the SDIF; in 3 of them
the turnover was cancelled. However, due to legal and factual impossibilities, banks were
not returned to the complainants.

In the recovery of non-performing individual and corporate loan receivables taken over
and assigned from Fund banks, to protect the companies which can survive with legal
proceedings and to raise the capability to collect the receivables, re-payment agreements
(protocols) were signed on one hand and some special collection methods were used such as
receivable sales and discount campaigns on the other.

The Fund has organized 3 receivable sales biddings between 2003 and 2005. First Bidding
was organized on December 15, 2003. A NPL portfolio amounting USD 324.2 million
composed of 60 debtor groups, 162 debtor companies and 279 receivable entries was
offered for sale; 8 groups of investors have submitted proposals, however since the
purchasing proposals from the investors were below the estimated value of the bidding the
bidding was cancelled without sale. During the Second Bidding organized on August 23,
2004, a portfolio amounting to USD 222.8 million, composed of 38 debtor groups, 123
debtor companies and 281 receivable entries was offered and was sold to an asset
management company with final sales agreement. In the Third Bidding organized on
September 1st, 2005 a portfolio composed of 10.812 corporate and commercial loan
receivables was offered. The bidding has attracted a great deal of attention by domestic and
foreign investors and 16 investors have participated to the bidding process by signing a
confidentiality agreement. At the end of the bidding realized at three steps, the portfolio
amounting USD 933.8 million was sold to a consortium with foreign partners through
revenue sharing claim sales pledge agreement.

With the SDIF Receivable sale biddings, the formation of a secondary market composed of
six asset management companies still operating within the sector was provided and the
usage of receivable sale method which accelerates the recovery of NPLs has become
widespread within the sector.

To accelerate the process of recovery of the subsidiaries, real estates and movables taken
over or assigned by the Fund from related banks and to provide the highest yield, the asset
portfolio was analyzed and those which were found appropriate were instantly offered for
sale. In subsidiaries, the real financial and legal conditions of companies were analyzed and
among the protected subsidiaries, those which were rehabilitated were settled by offering
them to sale. Some of subsidiaries which were not sold were liquidated.

As a result of the activities conducted within the framework of authorizations assigned to
the Fund by the Banking Law and by the Law Nr. 6183, and especially as of 2005, the Fund
has gained ground in the follow-up and collection of its receivables. Within this scope, as of
December 31, 2009, a total amount of USD 18.7 billion was collected. Nearly USD 16.8 billion
(90%) of this collection was realized as of 2004.

70% (USD 13 billion) of the income coming from settlement activities is composed of
collections made from bank majority shareholders.

As a result of the regulation made concerning the scope and amount in the field of deposit
insurance parallel with bank settlement activities of the SDIF, the rush on deposits was
prevented and the spheres of influence of crisis was prevented from expanding.

The applications of scope and amount concerning the payment of deposits within the banks
turned over to the Fund by cancelling their operating licenses were changed in the course of
time.
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Box 2: imar Bankasi

On June 2003, following the cancellation of concession agreements of CEAS and KEPEZ
belonging to the Uzan Group, BRSA gave the instruction to not transferring any resources to the
present members of the board of management of imar Bankas1 by donating them veto power.
However, the developments against this instruction kept continuing (deposit withdraws, bank’s
liquidity decreasing, bank preventing the off-site supervision by not sending information and
documents to the BRSA) and on July 34, 2003, pursuant to the article 14/3 of the Banks Act Nr.
4389, the authorization of Imar Bankasi to conduct banking transactions and accepting deposit
was cancelled and its management and supervision was turned over to the Fund and in 2005 it
was decided to its bankruptcy by the related judicial court.

As a result of investigations conducted, it was observed that the Bank’s transactions were left
unregistered, there were differences between the amount of actual deposits and the one
declared to public authorities, there were deposit converted from off-shore accounts to, GDS
short sales were realized without permission and that the state withholdings were declared
below their costs. Upon the prevention of the access of BRSA to official registrations; branches
were also investigated and since the computer registries acquired and decoded were not
enough, documents were collected from the depositors. Upon the information from the
depositors, it was observed that there was a deposit amounting ten times more than that was
declared to public authorities.

After the determination of the real deposit amount, which was too high to compensate through
SDIF resources, a legal regulation was made to determine the resources to be used in the
payments to be made to depositors through the deposit insurance®. Within the scope of the
insurance in 2004 payments were started to claim holders and by the end of 2008, TL 8.6
billion was paid to 398.632 depositors in total. As a result of the legal regulations™ to
compensate investors incurring losses via Bank’s GDS short sales, a sum amounting TL 902
million was paid to claim holders (21.909 persons).

The Undersecretariat of Treasury has made foreign experts prepare a report to investigate the
bankruptcy of Imar Bankasi through all its aspects. In this report, suggestions were brought to
overcome the insufficiencies in internal and external audit of banks, to implement corporate
governance applications in banks and to empower the supervision capacity.

Imar Bankasi is a large scaled corruption case and upon this experience, improvements and
new applications were brought to surveillance and supervision activities. BRSA has;

e Tightened branch supervisions and a process control was brought.

e Issued aregulation on support services.

e Increased the scope and efficiency of the audits by increasing the number of auditors
conducting on-site supervision.

e Made amendments in legislation to implement information systems audit in banks.

e Issued regulations concerning internal systems and corporate management to establish
transparency and accountability in management and efficiency of internal audit, internal
control and risk management systems was increased.

e Brought more severe rules in granting licenses with amendments in legislation.

e Brought more tight applications to off-shore banking.

(*) Legal background was established according to the Law Nr. 4969 put into force on August 12, 2003.
(**) Law Nr. 5667 dated May 24, 2007.
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The deposit insurance which was made unlimited in the crisis of 1994 was maintained until
2000 and then it was changed over to a new limited guarantee application. However, during
the crisis of 2000-2001 it was changed back to full guarantee and as of July 2004 the
guarantee limited to TL 50.000 was adopted.

In this respect, the changes occurred in the deposit insurance field during the crisis were in

brief;

Pursuant to the article 3 of Resolution on the Saving Deposit Subject to Insurance
and Premiums to be Collected by Saving Deposit Insurance number 2000/682 dated
May 31, 2000; the part up to TL 100 thousand was included to the scope of insurance
until December 31, 2000 and the part up to TL 50 thousand was included to the
scope of insurance as of January 1st 2001.

Pursuant to the BRSA Resolution number 1083 dated July 3, 2003; the sum of capital
and interests of the accounts defined within the article 1 of Resolution on the Saving
Deposit Subject to Insurance and Premiums to be Collected by Saving Deposit
Insurance Fund was included to the scope of insurance; as of July 3, 2003 all of this
sum would be covered and as of July 5, 2004 the part up to TL 50 thousand would be
covered.

Due to the fluctuations occurred in the financial system during November 2000, on
December 6t, the Government has announced a temporary full guarantee covering
the receivables of savors and other creditors in Turkey from deposit banks. Within
this scope, BRSA has taken a Resolution numbered 151 and dated January 15, 2001
concerning the application of this guarantee. According to this Resolution; the
deposit insurance guarantee would be applied by SDIF by taking over shares of
banks violating the related articles of Banks Act, within the framework of the
authorities recognized to the Banking Regulation and Supervision Agency and the
Saving Deposit Insurance Fund by the Banks Act. With this Resolution, it was
provisioned the full guarantee application would be proceeded as long as it is
required and it would be abolished by a due notice to public.

Chart 33: Resolution and Composition of SDIF Incomes
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As such, the application of covering within the scope of guarantee all of the liabilities of
deposit banks founded in Turkey and their branches abroad, whose accounts were
consolidated within their balance sheets, including the registered non-balance sheet
liabilities, which became operative in case the shares of related banks were taken over by
SDIF pursuant to the BRSA Resolution number 1084 dated July 3, 2003, was abolished as of
July 5, 2004.

Table 3-10: History of Deposit Insurance Application

Period Deposit

Amount(*) Scope
22.07.83- Statutory

09.10.86  Decree Nr. 70 Up to TL 3 Million Deposits opened by real persons under this name and which are
Cabinet Decree Up to TL 6 million. 100% of not subject to any commercial transactions besides drawing a
Nr. 11084 first TL 3 million and 60% of  check.

the remaining are insured.

Up to TL 50 million. 100% of

first TL 25 million and 60% of

09.10.86-
06.03.92

06.03.92- CD Nr. 2707

11.04.92 the remaining are insured. FX deposit accounts belonging to a real person in a bank having the
11.04.94- s qualification of TL saving deposit (including the registered
05.05.94  CD Nr. 5455 Up to TL 150 million certificates of TL deposit) and saving deposit.
05.05.94-
01.06.00 Full Guarantee
TL saving deposit and Gold Depot and FX deposit accounts having
01.06.00- CD Nr. 682 TL 100 Billion the qualification of saving deposit opened by real persons in
06.12.00 domestic branched of banks operating in Turkey and having the
authority to accept deposit are subject to deposit insurance.
06.12.00- Government Blanket Coverage Temporary full guarantee was announced covering the receivables
15.01.01 Announcement g of depositors and creditors from deposit banks in Turkey.
BRSA
15.01.01- Resolution Nr. Blanket Coverage All of the liabilities of deposit banks and their branches abroad.
03.07.03 151
BRSA . . . .
. TL saving deposit and Gold Depot and FX deposit accounts having
07.03.03- Resolution Nr. P . . .
05.07.04 1083 Full Guarantee the qualification of saving deposit opened by real persons in
domestic branched of banks operating in Turkey and having the
BRSA authority to accept deposit are subject to deposit insurance.
Resolution N (Pursuant to the BRSA Resolution number 1584 dated February 23,
05.07.04 18;‘; UHon AT, 50 Billion 2005, the interest rediscounts were also included to deposit
insurance).
SDIF Funds collected in private current accounts on TL or FX by real
Resolution Nr. persons in participation banks (including branches abroad) and
01.12.05 496 TRY 50.000 participation accounts and part up to TL 50 thousand of their

dividend rediscounts are within the scope of insurance.

Source: SDIF, CD: Cabinet Decree. (*) TRY transition of amounts belonging to before 2005 are not done.

Within the framework of recovery of non-performing loans (NPL) taken over or assigned
from banks whose partnership rights excluding dividends, management and supervision
were taken over by SDIF, first of all, the receivables and especially ones in legal follow-up
were re-structured amicably and attached to re-payment agreement; application of Law on
Collection Procedure of Public Receivables Nr. 6183 instead of the Law of Bankruptcy Nr.
2004, the was applied and discount applications were utilized.

As a result of re-structuring the functions concerning the settlement of NPLs, subsidiaries
and real estates of SDIF banks in 2002, it was decided that the Receivable Sale Method
should be used as a new settlement technique in the liquidation of receivables excluding the
Receivables from Majority Shareholders.
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3.2.4 Achieving a Sound Private Banking Structure

Financial crisis of November 2000 and February 2001 have made the banks other than
public and fund banks also face important losses and have caused general distrustfulness
vis-a-vis the financial system. Once the macroeconomic conditions recovered the confidence
of economic units regarding the financial system and of actors in financial markets towards
each other had to be re-built. After the re-structuring of public and fund banks, the pressure
of these banks on TL funds decreased considerably in medium term. Consequently, the
funding costs of private banks decreased and local resources they may reach inside the
country were raised. The activities conducted concerning private banks to ensure the
banking system obtains a healthy and maintainable structure are summarized below;

e Banks’ own funds which have suffered from erosion due to crisis and capital
shortage a low inflation environment were pushed to be re-structured by eliminating the tax
barriers they faced. Tax incentives were brought to bank mergers and their subsidiaries?!.

o The Undersecretariat of Treasury has realized an internal debt clearing operation in
June 2001, thanks to which the private banks have narrowed their FX position deficits
considerably. On-balance sheet FX deficits of private banks which were USD 8.4 billion by
the end of 2000 have decreased to USD 1.5 billion by the end of 2001. The reduction of on-
balance sheet FX deficits of private banks has also continued in 2002 and 2003 and as of
September 26, 2003, it was realized as USD 764 million. When the FX net general position
including futures is analyzed; it is seen that position deficit of private banks which was USD
1.182 million by the end of 2000 has turned into a surplus by USD 110 million by the end of
2001. FX position deficit which was USD 335 in 2002 was realized as USD 659 million as of
September 2003.

Table 3-11: FX Position of Private Banks

(USD Billion) 2000 2001 2002 2003
Nov. Feb. 19 June Dec. Mar. June Aug. Oct. Nov. Dec. Jan. Sep.
On-Balance Sheet Pos. -10.7 -9.0 21 -1.5  -1.0 0.0 -03 -04 -03 -05 -01 -0.8
Forward Position 9.7 7.9 2.2 1.6 1.3 -0.1 00 -01 00 0.1 04 -0.1
Net General Position -1.0 -1.0 0.1 0.1 0.3 -0 -03 -05 -03 -04 03 -0.7

Source: BRSA

Within the term following financial crises, regulations aiming to provide efficiency in the
banking sector, forming a competitive market and establishing stability have gained
currency. By the beginning of 2001, BRSA, Undersecretariat of Treasury, CBRT and Ministry
of Finance have come together to collaborate and have started to perform studies
encouraging long-termed savings and supporting merger or turnover of banks and
incentivizing the increase of own funds within the sector. Within the framework, steps were
taken to facilitate the merger and turnover of banks and their subsidiaries and with legal
regulations, tax incentives were brought for corporate mergers and takeovers.

11 Total asset size of banks which were subject to merger and takeover within this period was USD 26.5 billion.
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Table 3-12: Mergers in Banking Sector

Title After Merger Date Explanation
Merged Institutions

Tekfen Yat. ve Fin. Bankasi A.S. was transferred to Bank

Tekfen Yat. &Finansman Bank. A.5. Tekfenbank A.S. 18.10.01 Ekspres A.S. and the title "Bank Ekspres A.S." was changed

And Bank Ekspres A.S. as "Tekfenbank A.S."

Morgan Guaranty Trust Co . The Chase 1011.01 Morgan Guaranty Trust Co. was merged with"The Chase
And The Chase Manhattan Bank Manhattan Bank 77" Manhattan Bank" Branch.

Birlesik Tiirk Koérfez Bankas1 A.S. Osmanl Bankasi 29.08.01 B. Tiirk Korfez B. A.S. was transffered to Osmanl Bankasi
and Osmanli Bankas1 A.S. AS. T AS.

Osmanli Bankas1 A.S. T. Garanti Bankasi 11.12.01 Osmanli Bankas1 A.S. was transferred to T. Garanti Bankasi
And T. Garanti Bankas1 A.S. AS. TTTTOAS.

Demirbank and HSBC HSBC Bank Ple. 14.12.01 ]i):n;l(x)’gzlmk was transferred to HSBC Bank A.S. on February
Oyak Bank On January 11, 2002 the sale of Siimerbank was completed
And Stimerbank Oyak Bank 11.01.02 and started to operate under the name of Oyak Bank A.S.

Tirkiye Sinai Kalkinma Bankasi A.S. General Assembly Resolutions concerning the transfer of

And Sinai Yatirim Bankasi A.S. TSKB AS. 27.03.02 TSKB A.S. and Sinai Yatirim Bankasi A.S. were registered.
Benkar Tiik. Fins. And HSBC 25.12.02 As of December 25, 2002, Benkar Consumer Financing and
Kart Hiz. ile HSBC " 777" Card Services company was transferred to HSBC Bank.
Milli Aydin Bankas: and As of December 27, 2002, transactions concerning the

. Denizbank 27.12.02 transfer of Milli Aydin Bankasi to Denizbank were
Denizbank

concluded.

Finansbank A.S. and . General Assembly Resolutions concerning the transfer of
Fiba Bank A.S Finans Bank A.5. 03.04.03 Finansbank A.S. and Fiba Bank A.S. were registered.
Credit Lyonnais SA and Credit Agricole 03.03.04 Credit Lyonnais SA was transferred to Credit Agricole
Credit Agricole Indosuez T.A.S. Indosuez T.A.S. 77" Indosuez T.AS..

Ak Uluslararas1 Bankas1 A.S. Ak Uluslararasi Bankas1 A.$. was transferred to Akbank

And Akbank T.AS. Akbank T.A.S. 09.0905 75 ¢

. Kogbank A.S. was transferred to Yapi ve Kredi Bankas1 A.S.
Kogbank AS ve Yapl Yapive Kredi 28.09.06 by ending its corporate body without settlement including
And Kredi Bankas1 A.S. Bankas1 A.S.

all of its rights, receivables, debts and liabilities.

Source: BRSA

According to the amendment made in the Banks Act, to fasten the process of transfer and
merger transactions of banks, it was provisioned that the Turkish Commercial Act Nr. 6762
shall not be applied in mergers and transfers as well as some of articles of the Act on the
Protection of Competition Nr. 4054 if only the share of banks subject to merger or transfer
within the sector do not exceed 20%. The “Regulation on Mergers and Transfers of Banks”
prepared by BRSA and defining the general principles and processes concerning the banks’
mergers and transfers was published within the Official Gazette dated June 27, 2001.
Furthermore, a legal regulation enabling the tax advantages given within the Act Nr. 4605 to
be applied in the merger of banks’ subsidiaries became operative on July 3, 2001. With
contribution of regulations, important developments have occurred in 2001 and 2002.

In addition to the incentives brought in within legal framework, the banking sector has
oriented to a voluntary consolidation in the new economic and financial environment.
Increasing inflation and the decrease of interest rates have caused recession of profit
margins in the banking sector, scale and scope economies within the sector and increasing
competition by means of market and customers.

When balance sheet sizes on the date of transfer and the developments of exchange rates are
examined; total asset size of banks subject to transfer and merger within the mentioned
period is approximately USD 26.5 billion. The fact that these transfers and mergers were
voluntarily made was a positive development which increased the activity and competition
power of the sector.
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Table 3-13: Share Transfers in Banking Sector

Share

Share

Title After

Transferor Institution Transferee Institution Share Transfer

Date Explanation

49.5% of the Bank’s indirect shares was transferred

Kogbank A.S. Unicredito Kogbank A.S. 08.08.02 ucl
T. Ekonomi . T. Ekonomi The share of indirect shares of BNP Paribas in TEB is
Bankas1 A.S. BNP Paribas Bankas1 A.S. 28.12.04 42.1%.
. o ]
T. D1g Ticaret Fortis Bank NV-SA Fortis Bank AS. 22.06.05 89.3% of Digbank shares were transferred to Fortis
Bankas1 A.S. Group.
Yap1 ve Kredi Ty . Yapi ve Kredi 57.4% of the Bank’s shares were transferred to Kog-
Bankas1 A.S. Kog-Unicredito Bankas1 A.S. 11.08.05 Unicredito.
T. Garanti General Electric T. Garanti 22.12.05 25.5% of the Bank’s shares were transferred to
Bankas1 A.S. Bankas1 A.S. """ General Electric Ata ve Miisavirlik Ltd. Sti..
. National Bank . Transfer of 46% of Finans Bank A.$. shares to National

Finans Bank A.$. of Greece SA Finans Bank A.$. 28.07.06 Bank of Greece S.A. is realized.
C Kredi ve Kalk. Tarshish Hapolim Bank. Poz. Tarshls.h—Hapoallm Hold. and Invest. Ltd,, affiliate o'f

Kredi ve 17.08.06 Hapoalim Group has taken over 57.6% of the Bank’s
Bankas1 A.S. Hold.& Inv. Ltd.

Kalk. B.A.S. shares.

. . . . o .
Arap Tiirk leye.m Arap Tiirk Libyan Foreign Bank, having 47.7% ?fArap Tiirk
Bankasi A.S Foreign Bankasi A.S 22.06.06 Bankas1 A.S. has taken over the Bank’s shares by
> Bank v 10.9% from Tekfenbank A.S.
. o .

Denizbank A.S. Dexia Denizbank AS. 28.09.06 75% of Denizbank A.$. shares were transferred to

Participation B. S.A.

Dexia Participation Belgique S.A.

Tat Yatirim Merrill Lynch Merrill Lynch 30.11.06 99.95% of Tat Yatirim Bankasi A.§. was transferred to
Bankas1 A.S. European A. H.Inc.  Yatirim B. A.S. 777" Merrill Lynch European Asset Holdings Inc.

Citibank Akbank 20% of Akbank T.A.S. was taken over by Citibank
Akbank TA.5. Overseas I.C. T.AS. 06.12.06 Overseas Invesment Corporation (COIC).

Bank Turan- Sekerbank 33.98% of the Bank’s shares were taken over by
Sekerbank T.A.S. alem JSC TAS 21.12.06 Turan Alem Securities JSC, owned by Bank TuranAlem

o JSC.

Arap Bank Tirkland 50% of MNG Bank A.$. was transferred to Arap Bank
MNG Bank A.5. BankMed Bank A.S. 28.12.06 and 41% to BankMed.

EFG Eurobank Tekfen 70% of Tekfenbank A.$. shares were sold to EFG
Tekfenbank A.5. Ergasias S.A Bank A.S. 23.02.07 Eurobank Ergasias S.A. (Eurobank EFG).

Source: BRSA
Strengthening the Capital Structure of Banks

The developments occurring in 2001 in national and global economic activities have slowed
down the expected recuperation process of the banking sector. The external effects which
caused the slowdown of this process were; the fact that the recession of national economy
would not be longer than expected, terrorist attacks of September 11 in the USA and the
developments in Afghanistan within the following period, the problems occurring in
Argentinean economy which have changed the view towards developing economies and
present and possible developments concerning Middle East.

Depending on negative developments cited above, in September 2001 a recession occurred
in the banking sector and especially in the group of medium and small banks, upon the data
of the last one year and serious real losses in the own funds of banks. The negations in
economic expectations have caused credit contraction of private banks. As a result of
economic slowdown, NPL ratio has increased considerably as of second quarter of 2001. To
limit the effects of these negations on the sector, to eliminate the disturbances of foreign
investors and to remove possible effects on the real sector, a new resolution was decided to
be formed comprising both sectors. To this end, the Re-Structuring Program was solidified
with three new instruments. These instruments are;

e Strengthening banks’ capital structures which eroded due to the crises experienced.

e Gaining functionality to debt re-structuring systems which will enable real sector
companies lose their financial strength due to financial crises to maintain their activities,

e Establishing asset management companies to liquidate non-performing loans of

banks thus rendering liquid bank asset
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The infrastructure of the program of strengthening banks’ capitals was realized with two
regulations. The Regulation published on February 1st, 2002 determined the principles and
procedures concerning the supervision of private banks established in Turkey and
authorized to accept deposit based on their financial statements prepared on the balance
sheet date of December 31, 2001 and the investigation of these independent audit reports by
a second independent audit institution which would be determined by the Agency upon
their suitability to the principles and procedures of independent audit. The second
Regulation has been published on March 27, 2002 which determined the principles and
procedures of investigation of first independent audit institution by a second independent
audit institution compatible with the principles and procedures of independent audit and
determination of the second independent audit institutions by the Agency. These
Regulations have improved the quality of supervision process which is crucial within the
process of re-structuring.

Chart 34: Program of Strengthening the Capital of Banks

Completion of Legal I\llotification of BRSA Applying BRSA
Infrastructure,Initiation final assessment for Support
of Process results to banks
Completion of
first Audit
Complletion of Realization of
fSoer?grlll;rdeit] General Capital Support by Public
Assemblies
Presentation of M&A ;Iapltal
to BRSA, if any nereases
\ ]
Y ! ’
2. Phase: Str?nghten‘ng 3. Phase: Capital Support
1. Phase Assesment Bank Capital by
Shareholders

Source:BRSA

The method of re-capitalization of banks has provided macro intervention to the sector.
Triple supervisions were realized in 25 private banks within the scope of the program and
standard reports about real financial situation of these banks as of end-2001 were prepared;
and by taking into consideration the cash capital flows, correction of reserves reserved for
bad loans, positive changes occurring in the assessment of securities and market risks in the
evaluations made, it was detected that Vakiflar Bankasi, Pamukbank and Sekerbank have
capital requirements. The capital requirement of Sekerbank was covered by partners in cash
and semi-capital loans were provided to Vakiflar Bankasi which enabled its capital adequacy
standard ratio reach 9%. Pamukbank was transferred to the SDIF upon the observation that
its capital adequacy standard ratio turning negative due to the group loans that had been
granted, deterioration of its asset quality and the difficulties the bank envisaged in
procuring resources as well as its high own funds requirement. After the implementation of
inflation accounting in the banking system, the banks’ performances have become
assessable in a healthier way.
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Table 3-14: Triple Audit Results

(TL Billion) Pre-Audit After-Audit Pre-Audit Pre-Audit
7 Without- With Post Audit
Cash + Banks + BPPI + CBRT 20.8 19.8 (TL Billion) Inf. Ac. Inf. Acc. With Inf. Acc.
SP + Long-Term Securities 28.5 28.3 Tier-1 74 12.6 91
Loans 29.2 24.0 Tier-11 2.5 25 1.7
NPL (Net) 12 5.2 Third Generation
-NPL (Gross) 2.3 7.8 Capital 0.0 0.0 0.0
-Loans Special Provision 1.1 2.6 Cap. Base to Ratio 99 14.6 10.9
Ratio of NPL (%) 7.0 25.0 Val. dec. from Cap. 22 29 2.7
Subsidiaries, Affiliates and 11.5 10.9 Equities 7.6 11.7 8.1
Fixed Assets Risk Wei.Ass 53.8 55.0 55.0
Olthter Astsets . 164'74 16368 CAR % 14.2 21.3 14.8
nterestand ‘ncome : : Tier-11/Tier-1 % 33.2 19.1 19.0

Accruals and Rediscounts N o
Total 105.7 102.1 Tier-I/RWA % 13.8 23.3 16.6

Source:BRSA, Non-Inf. Accounting: Non-Inflation Accounting, Inf.Accounting:Inflation Accounting

Total cost of restructuring of the banking sector exceeded 1/3 of national income and
realized as USD 53.6 billion!2. Turkey resolved the crisis rapidly. Despite election
environment and political ambiguities, the economy grew by 6.2% in 2002. Main reasons of
this rapid recovery were an efficient crisis management strategy in which harmony among
institutions was maximized, restructuring of banking system rapidly and resolutely, re-
establishing of trust environment through a wide- scope stability program.

During and after economic programs cooperation was realized with international
institutions, particularly IMF and World Bank; it was benefited from experiences of
equivalent authorities in USA, Canada and England. Financing facility provided from the IMF
by USD 9.9 billion contributed to the increase in liquidity in the market in 2001.

Management and supervision of Pamukbank belonging to the persons included with
Cukurova Group as well as property stocks thereof were transferred to the Fund in June 19,
2002. Persons having 10% or more direct or indirect shares in this Bank lost the
qualifications required to be a bank shareholder pursuant to the Banking Law. At the same
time, other partnership rights, excluding dividend, of these persons having ten per cent or
more direct or indirect shares in Yap1 ve Kredi Bankas1 which was another bank of Cukurova
Group would be used by the Fund subsequent to Article 8(2c) of the Banking Law.

Due to the fact that the mentioned two banks owned 20% of the banking system in 2002 and
were systematically important, a special approach was required to be adopted by the
authorities. In this respect, a series of measures were demanded to be taken by Cukurova
Group, which the bank owned, in restructuring of debts of Cukurova Group to the SDIF and
to resolve property problem of Yapi Kredi Bankasi and in surveillance of the BRSA and SDIF.

While reaching resolution concerning the bank, BRSA took into consideration; possible
long-term ambiguity that the deadlock concerning the two banks would create, need for
producing solutions at short notice; eliminating the ambiguities to arise as a result of long
legal proceedings; failure of the Agency to establish the related transactions relating to two
banks on time as the legal procedure concerning Pamukbank which turned into a messy case
continues; in case subsidiaries of bank are transferred to the SDIF, difficulty of disposing off
the companies in that size in the short run and on condition that their values are preserved;

12 Analysis cost of 2001 banking crisis; duty loss of state banks was USD 19 billion, capital support made to state banks was USD 2.9 billion,
analysis cost of SDIF banks was USD 22.5 billion (USD 17.3 billion from state, remainder from private sector), quasi-capital credit support was
USD 0.1 billion, cost for private banks to strengthen the dissolving capital base was USD 2.7 billion and imar Bankasi cost was USD 6.4 billion.
Ratio of analysis cost to GDP which was total USD 53.6 billion realized as 34.2%. About TL 14.5 billion which is interest of securities supplied in
2001 within the scope of bank capital strengthening program was given to banks in cash by the treasury.
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risk of establishing state economic enterprise in non-manageable size; increasing the
solvency capacity of the Group by keeping profitable companies having high economic value
and thus, decreasing the cost to minimum for the public and preventing the possible
negative effects in capital market due to high free float rate of Yapi ve Kredi Bankasi.

Accordingly, BRSA chose the integrated resolution method in Yap1 Kredi Bankasi
(YKB). BRSA, so as to prevent waste of time with partial approaches and to come up with a
permanent and comprehensive solution for the problem, adopted the approach because of
the reasons stated below:

e Having considered the interpenetrating property relations of the Group, a special
approach is required for the fact that majority shareholders took responsibility for
resolution and paid minimum attention.

e It is taken into consideration that it depends on the general solvency capacity of the
Group whether public cost to be bore due to Pamukbank and/or YKB could be retrieved
from the majority shareholders.

e [t is understood that Group companies could create a regular cash flow for majority
shareholders to pay their debts.

e It is evaluated that partial solution alternatives that could be improved concerning
the individual companies of the Group would mean nothing but solve the problem
temporarily or postpone it.

e “Agreement” method was chosen which is integrated and which accordingly
decreases public cost to minimum as it is expected that property problem of Pamukbank
and YKB would not be able to solve permanently by eliminating legal ambiguities and
without considering the Group in general.

o The fact that YKB has a wide customer basis, is important in the sector, is largely
public (41.8%) and there are several small investors among them by means of domestic and
foreign investment funds were effective factors in choosing agreement method.

It is notified to Yapr ve Kredi and Group representatives that between the group and
Pamukbank/SDIF, any debt of the Group to the SDIF and Pamukbank to be paid in cash or by
transferring the stocks of companies which the Group is partner in return for the debt upon
the ratings to be determined collectively by those concerned and to be made by institutions
experienced in rating, negotiations to be prosecuted until an agreement is reached between
the Group and Pamukbank/SDIF until January 31, 2003 upon a debt payment protocol
concerning the remainder amount to be paid in a reasonable period of time, a financial re-
structuring contract to be drawn up with the Group in the leadership of Yapi ve Kredi needs
to be terminated in case no agreement is reached during the period

As a consequence of the legal proceedings experienced after Pamukbank was transferred to
the SDIF, a protocol was signed between Cukurova Group and BRSA in January 23, 2003 so
as to protect rights and benefits of savers in Pamukbank, to resolve the property problem of
Yapi ve Kredi Bankasi and sustain the stability of financial system thereof. According to the
Protocol; partnerships rights of Pamukbank and management and supervision thereof
remained to be in the SDIF. For that purpose, majority shareholders at the date of transfer
agreed and undertook that they withdrew, within the scope of signed protocol principles,
the Lawsuit they filed in the Council of State and subject to the Suspension of Execution
Resolution dated November 22, 2002.
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In addition to the mentioned protocol, an agreement was reached including 15-year
repayment plan whose only interest payment was for 3 years for the debt by 3 billion of the
Group to Pamukbank and other SDIF banks, pursuant to an agreement signed between
BRSA/SDIF and Cukurova Group in January 31, 2003 and whose details were announced.

According to the agreement, it is determined that the Group shall sell its stocks in Yap1 Kredi
Bankasi in a two-year period of time to third parties. General criteria concerning the
agreement and all articles excluding business secrets were announced to public
transparently and have been made available in the web-site of the BRSA.

With the said approach, the Group companies went into active business and debts of the
company to majority share holders were attached to credible collaterals and guarantees to
be paid thereafter. On the other hand, according to the agreement dated January 31, 2003;

e A Contract Follow-Up Coordinator-ship which is responsible to the Chairman was
established under the structure of the Agency so as to monitor the said agreement, to
coordinate it and to follow-up the appropriateness of the transactions to the agreement.

e Pamukbank and other SDIF banks receivables were re-structured and the first
interest collection by USD 13.2 million concerning the SDIF receivables tied to a 15-year
repayment plan whose first three years were principal non-payment was made on July 31,
2003.

e Understanding of Group debts which were not reached an understanding during the
signing of the agreement, receiving guarantees determined within the scope of the
agreement as well as subsidiary stock transfers significantly concluded.

e In order to create synergism between YKB and its subsidiaries and to contribute to
the cooperation to be made with group companies, a Partnership Orientation Board of 4 was
established with the participations of SDIF and Group representatives, subsequent to the
agreement.

e Financial ratios of the said Bank was monitored fastidiously within the scope of the
commitments of the SDIF and Cukurova Group included in the agreement concerning
protection of financial structure of YKB and structural precautions pertaining to this were
taken by the Bank.

However, following the developments mentioned above, a new agreement was signed
between the Banking Regulation and Supervision Agency (BRSA) and Cukurova Group in
August 5, 2004. The articles of the said agreement were prepared as in listed below;

1. Sale of Yapi ve Kredi Bankas1 A.S. (YKB) shares of which ownership belongs to the
SDIF and Cukurova Group to third persons will be realized by Cukurova Group until January
31, 2005. However, unless the said stocks are not sold within the specified period of time, a
third person which the parties agree upon would be granted authority for the sale of these
stocks and the sale would be realized by this person provided that it does not exceed
October 31, 2005 in any case. Third person who will be granted authority for the sale of the
entire stocks mentioned shall be determined collectively by the SDIF and Cukurova Group
among investment banks with international experience on the sale of bank stocks as well as
public offering transactions thereof until October 31, 2004 latest. In case of failure to choose
an investment bank until this date, the SDIF shall suggest at least two investment banks
bearing these qualifications to Cukurova Group and Cukurova Group shall choose one of
them in one month. In case of failure to realize the sale of stocks by the investment bank
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chosen that way, the SDIF shall realize the sale as the only authority beginning from October
31, 2005 by a method it determines including the bidding.

2. Cukurova Group accepts and undertakes to include the provision above concerning
the amendment made to the article 1V.6.a of the agreement dated January 31, 2003 into the
supplemental agreement it would sign with the SDIF with the same content. In so far; based
on its authority, the SDIF could include the provisions relating to the sale method of the
stocks into the supplemental agreement it shall sign with Cukurova. Apart from that,
supplemental agreement provision signed with the BRSA would be valid, in case there is no
difference in the supplemental agreements which Cukurova Group signed with the BRSA and
the SDIF concerning this article.

3. This supplemental agreement shall enter into force according to its own provisions
notwithstanding entry into force, validness or being in effect of the supplemental agreement
to be signed with the SDIF and shall continue to be in effect. In other words, even in case
provisions of the agreement dated January 31, 2003 is adopted due to the agreement signed
with the SDIF is partially or completely invalid or failure to comply with its provisions,
provisions of this agreement shall continue to be implemented exactly.

Consequently, when the systematic importance within the sector is considered, Yap1 Kredi
Bankas1 example obligated a time consuming approach which the BRSA makes intensive
effort and which requires a persuasion process. On the other hand, a protocol has been
signed in January 2005 with Cukurova Group and Kog¢ Finansal Hizmetler A.S. of which 50%
belongs to UniCredito Italya S.P.A. since 2002 that negotiations began concerning the sale of
Yapi Kredi Bankasi shares.

In following periods, Yap1 Kredi Bankasi set an important transfer example observed in the
sector. Hence, upon the Board Resolution of the BRSA dated September 28, 2006 and Nr.
1990, it has been granted permission that all rights, receivables, debts and liabilities of
Kocbank A.S. as well as its legal entity without liquidation are transferred to Yap1 ve Kredi
Bankasi A.S. The said transfer was one of the significant consolidations observed together
with the developments experienced due to re-structuring in the sector and direct foreign
investments to the sector.

Table 3-15: Ko¢bank-Yapi Kredi Bankasi Stock Transfer Effect

After Transfer

Before Transfer (September 2006) Yap1 ve Kredi Bankas1 A.S.
Yap1 ve Kredi
(TL Million) Ko¢ Bank A.S. Bankas1 A.S. Total Oct.06 Dec.06
Total Assets 20,028 28,134 48,163 45,329 48,887
Equities 3,705 1,764 5,470 3,396 3,344
Deposit 11,402 16,790 28,191 28,767 30,496
Loans 7,892 14,249 22,141 22,087 21,899
Number of Branches (number) 179 415 594 599 608
Number of Personnel (number) 3,783 9,717 13,500 13,505 13,478
Number of Credit Customers (number) 682,410 7,719,264 8,401,674 7,661,631 6,762,655

Source: BRSA
3.2.5 Recovering the Regulatory Framework

During crisis period and in the following process, a series of regulations were prepared so as
to make Turkish banking sector stable and sound again. By the mentioned regulations
recovering the regulatory framework, soundness of the system has been strengthened.
Although e regulations are concentrated upon deposit guarantee, provisions, capital and
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credit limits which are important subjects during crisis periods, they also include accounting
standards, competition, efficiency and corporate regulations.

Table 3-16: Strengthening the Regulatory Framework and Impacts Thereof

Regulation Impact
Consolidated own-fund description was converged to EU directives, market

Capital Regulations risk was considered in CAR, risk measurement models were began to be
used.

. . Risk management culture is recovered, risk oriented supervision was

Risk Regulations
adopted.

Credit Limits Regulations Risk concentration was prevented in loans.

Regulations on Provisions Bad loans were concluded.

Accounting Standards/External . - .
UNtIng Sk /Ex Conformity, transparency and reliability were brought in record order.
Audit Regulations
. . Deposit guarantee system was used effectively in order to prevent crisis and
Fund Practices Regulations POSIt gU . Y wast vey prev
conjuncture adjustments were made.
Competition/ Efficiency
Regulations

Corporation Regulations Institutions were founded to increase the efficiency of the system.

Market function strengthened and intermediary costs were decreased.

Regulations Strengthening Corporate Framework

Autonomy of the Central Bank has been strengthened. Another regulation strengthening
financial regulatory structure is the amendment made to the Law on the Central Bank of the
Republic of Turkey. Upon the Law dated April 25, 2001 and Nr. 4651, it is underlined that the
main objective of the Bank is to maintain price stability and it is stated that it shall determine
the monetary policy aiming this purpose as well as the monetary policy it shall use. The Bank
contributes financial stability by supporting growth and employment policies of the
Government provided that they do no contradict with maintaining price stability aim
and by independently performing the duties and authorities granted to itself upon the said
Law under its responsibility. Turkish Accounting Standards Board established subsequent
to the amendment made to the Capital Markets Law Nr. 2499 with the Law dated December
18, 1999 and Nr. 4487 began to operate actually as the board members were assigned in
March 7, 2002. The Board initiated the primary draft studies concerning accounting standards
in 2002 and carries on its activities in developing Turkish accounting standards having
considered international developments in following years.

Corporate structure of the Savings Deposit Insurance Fund of which management and
presentation is performed by the BRSA was changed. Pursuant to the Banks Law dated
December 12, 2003 and Nr. 5020 and the Law on Making Amendments to Some Laws, it is
provisioned that decision-making body of the SDIF is the Fund Board and general
management and presentation of the Fund as well as the execution of the resolutions taken
by the Fund Board belong to the President of the Fund Board. Thus, the SDIF gained an
independent Institution identity and continues to operate presently.

Some amendments were made to the Law Nr. 4949 entered into force in July 30, 2003 as well
as the Execution and Bankruptcy Law Nr. 2004 (the Law) and additional provisions were
brought. With this amendment, provisions on taking protective measures for the property of
companies likely to maintain economic existence or re-structuring thereof, and on mutual
rights and liabilities of creditors and debtors were regulated.

“Law on Direct Foreign Investments” entered into force subsequent its publication in the
Official Gazette dated June 17, 2003 and Nr. 25141. Objective and scope of the Law is
described as “including encouraging direct foreign investments, complying with international
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standards in protection of foreign investor rights as well as investment and investor
descriptions, changing permission and approval system into information system in realizing
direct foreign investments and the procedure to be applied to direct foreign investments
through the policies determined”.

Regulations Converging Capital Standards and Measurement to EU Directives

According to the amendment made in Banks Law in June 2001, “Consolidated Equity”
definition was represented parallel with the equity definition in the European Union
Directives and it is provided that this definition is taken as a basis in calculation of credit
limits and standard ratios to be applied in respect of consolidated principle. Banks were
granted a transition period until December 31, 2003 concerning the limit excesses to arise
accordingly.

“Regulation on Measurement and Evaluation of Capital Adequacy of Banks” determining the
procedures and principles for calculating capital adequacy standard ratio of banks in
consolidated and non-consolidated basis having considered market risks comprising of
interest rate risk, exchange rate risk, stock risk was published in February 10, 2001. The
Regulation mentioned was annulled upon a regulation published in January 31, 2002 with
the same title and which brought additional regulations concerning capital adequacy. Upon
the regulation published in January 31, 2002, additions and amendments summarized below
were performed:

e Procedures and principles to be used in measurement of risks of banks typical in
options and calculation of capital requirements concerning the risks that may arise from
these kinds of positions were determined.

e Additions were made to the standards concerning risk measurement models to be
used by banks.

e Additional schedule depicting risk weights was recomposed in a way to show
parallelism with the application of monitoring repo transactions within balance-sheet.

e “Structural position” definition was represented in order to prevent equities of banks
to depreciate due to rapid exchange rate and price movements.

e Pursuant to the provisional article 1 of the Regulation, application of taking market
risks in consolidated basis into consideration in capital adequacy account was initiated
beginning from July 1, 2002.

According to the amendment made to the Regulation on Establishment and Activities of
Banks in January 31, 2002, it is provisioned that equity definition is changed and general
credit provision is added to tier-II without netting in order to comply with international
regulations and capital participations made to all financial institutions are included into
values decreased from capital. Thus, a single equity definition is settled in the system and
the same equity definition is taken as a basis both in calculation of credit limits and in
application of ratios relating to financial structure.

Regulation on Establishment and Activities of Special Finance Institutions regulating the
procedures and principles for establishment and activities of special finance institutions was
published in September 20, 2001. Equity and consolidated equity definitions in this
Regulation as well as some articles were amended in March 7, 2002.

Pursuant to the Regulation on the Calculation and Implementation of Foreign Currency Net
General Position/Equity Standard Ratio by Banks on Consolidated and Non-Consolidated
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Basis which entered into force subsequent its publication in the Official Gazette dated
January 31, 2002, a parallelism was drawn in equity and consolidated equity definitions to
the amendments made to the Regulation on Establishment and Activities of Banks and the
application which takes the portion of net general position deficits which exceeds the
specified limit into consideration as commitment in cash was abolished.

Regulations Developing Risk Management

Pursuant to the Regulation on Internal Audit and Risk Management of Banks which entered
into force subsequent its publication in the Official Gazette dated February 8, 2001,
procedures and principles for banks to constitute an efficient risk management system that
would enable them to establish an efficient internal control system within their structures
and to ideally manage the risks they would encounter were specified. Within the scope of
this Regulation, risk oriented surveillance of the banking system in activity basis was aimed
following the efficient operation of the mentioned systems. Banks quarterly report their
activities and organizational preparations they perform in line with the Regulation
beginning from July 2001, the reports thereof are analyzed regularly and the developments
are monitored closely.

In order to strengthen these regulations more, Act on Restructuring of Debts to the Financial
Sector and Making Amendments to Some Acts Nr. 4743 which was prepared so as resolve
bad assets problem in the banking sector and to strengthen capital structures of private
banks which suffered erosion entered into force in January 31, 2002.

According to the said act, three new instruments were developed; which are (1) providing
tier-I and/or tier-II support to private capital banks within the scope of specific conditions
and for one time only, (2) promoting asset management companies to be established so as to
resolve non-performing loans of banks and to bring liquidity to their assets and (3)
encouraging the debts of real sector to financial sector to be restructured in line with
willingness principle (Istanbul Approach). Furthermore, upon the said act, significant
regulations were made concerning state banks, SDIF and BRSA.

Credit and Subsidiary Limits Clarifying Non Receivables and Provisions Regulations

Subsequent to the Regulation on Establishment and Activities of Banks dated June 27, 2001,
so as to prevent risk concentration in loans, direct and indirect loans were taken into
consideration in credit limits to be extended to a group and a risk group definition was
made. According to the regulation in which bank shareholders and subsidiaries are
evaluated under the same risk group, bank resources are prevented to concentrate on
specific groups and it is ensured that banks consolidated their asset structure in line with
security, liquidity and productivity principles.

It is provided that banks whose credit total extended to a risk group exceeds the limitations
in Banks Law cannot extend new loans to natural persons and legal entities included in this
risk group. Furthermore, it is obligatory for banks to remove gradually the amount
exceeding the limitations until end of 2006.

According to the Act on 4672 and amendments made to the Banks Law;

e Subsidiaries of banks to another partnership excluding financial institutions is
limited with 15% of their equities at most by granting a transition period until 2009
and total amount of these subsidiaries is limited with 60% of bank equities.
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e Beginning from January 1, 2002, futures, option contracts and quasi other derivative
products were included in credit definition.

e The matter for special provisions to be considered cost in determination of corporate
tax base is clarified.

Pursuant to the Communiqué Nr.1 Concerning Provision Decree which entered into force
subsequent its publication in the Repeated Official Gazette dated March 23, 2000 and Nr.
24000, procedures and principles for classification of loans and other receivables in a
detailed way, renewal of loans and other receivables, re-financing and re-structuring
thereof, drawing up a new repayment plan and valuation of guarantees were determined
and bad loans were clarified.

The Regulation on the Procedures and Principles for Determination of Qualifications of
Loans and Other Receivables by Banks and Provisions to be Set Aside, one of the first most
important regulations of the process in line with improving audit framework, was published
in June 30, 2001.

Accounting Standards and External Audit Regulations

So as the principles for repo and reverse repo transactions to comply with international
regulations and risks of banks could be monitored healthily as required by one of the main
principles of accounting i.e. essence of transactions over form, additions and amendments
were made to Accounting Standards to be Applied by Banks, Uniform Accounting Plan and
Prospectus in December 13, 2001 and January 31, 2002 to be valid from February 1, 2002
on

Regulation on External Audit Principles was published in January 31, 2002, in order to
determine the procedures and principles for auditing the conformity of account and records
of banks and special financial institutions within the scope of the Act Nr. 4389 with the
legislation on account and record order out into force in accordance with the article 13 of
the Act and for approval of balance-sheet and profit and loss tables as well as consolidated
financial statements to be published within the scope of the view formed as a result of the
audit being conducted. Subsequent to this Regulation, procedures and principles to be
followed when performing external audit were recomposed in a way to comply with
international standards to a large extent.

In order to make external audit application in the sector more transparent and trustworthy,
Regulation on External Audit Principles and Regulation on Authorization of Institutions to
Perform External Audit and Termination of Authorities Temporarily or Permanently
Thereof were published in January 31, 2002. Furthermore, according to the Regulation on
Procedures and Principles for the Special External Audit to be Performed in line with the
Provisional Article 4 of the Banks Law Nr. 4389 which was published on February 1, 2002, it
is predicted that financial statements should be drawn up according to current purchasing
power of money (inflation accounting) principles.

Communiqué on Uniform Accounting Plan and Prospects to be applied by Special Finance
Institutions was published in November 29, 2004. According to the Communiqué, uniformity
was maintained in respect of accounting and financial reporting for all special finance
institutions and i information required for supervision and surveillance was acquired
directly and healthily verified and audited properly.
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Box 3: Regulation on Improving the Regulatory Framework
Regulation

Regulation On The Procedures And Principles For Determination Of Qualifications Of
Loans And Other Receivables By Banks And Provisions To Be Set Aside
Savings Deposit Insurance Fund Regulation

o Communiqué on Required Reserve Ratio to be Set Aside for FX Deposit Accounts to be
taken over by Banks Within the scope of Savings Deposit Insurance Fund

o Act on Restructuring of Debts to the Financial Sector and Making Amendments to Some
Acts (4743)

Regulation on Measurement and Evaluation of Capital Adequacy of Banks

Pursuant to the Regulation on the Calculation and Implementation of Foreign Currency
Net General Position/Equity Standard Ratio by Banks on Consolidated and Non-
Consolidated Basis

Regulation on External Audit Principles

Regulation on External Audit Principles and Regulation on Authorization of Institutions to
Perform External Audit and Termination of Authorities Temporarily or Permanently
Thereof

Regulation on Procedures and Principles for Implementation of Banking Sector
Restructuring Program

Regulation on Procedures and Principles for the Special External Audit to be Performed in
line with the Provisional Article 4 of the Banks Law Nr. 4389

Regulation on General Conditions Concerning Approval, Recognition and Implementation
of Financial Restructuring Framework Agreements

Accounting Practice Regulation and related Communiqués
Communiqué on Uniform Accounting Plan and Prospects \
Communiqué on Accounting Standard of Financial Instruments

Communiqué on Accounting Standard of Tangible Fixed Assets

Communiqué on Accounting Standard of Intangible Fixed Assets

Communiqué on Accounting Standard of Leasing Transactions

Communiqué on Accounting Standard of Transactions the Bank Performed with the

Risk Group it is Included in

Communiqué on Accounting Standard of Bank Merger and Acquisitions and

Partnerships Acquired by Banks

Communiqué on Accounting Standard of Value Decreases in Assets

Communiqué on Accounting Standard of Provisions, Contingent Liabilities and Assets
Communiqué on Accounting Standard of Government Promotions and Explanation of
Government Supports in Footnotes

Communiqué on Accounting Standard of Rights of Bank Employees

Communiqué on Accounting Standard of Effects of Changes in Foreign Exchange

Rates

Communiqué on Accounting Standard of Net Profit/Loss of the Period, Fundamental
Errors and Changes made in Accounting Policies

Communiqué on Accounting Standard of Matters Arose after Balance-Sheet Date
Communiqué on Accounting Standard of Drawing Up of Financial Statements in High
Inflation Periods

Communiqué on Accounting Standard of Drawing Up of Consolidated Financial

Statements, Affiliates, Jointly Controlled Partnerships and Subsidiaries

Communiqué on Accounting Standard of Drawing Up of Cash Flow Table

Communiqué on Accounting Standard of Financial Statements to be Announced and
Explanations and Footnotes Thereof j
Communiqué on Uniform Accounting Plan and Prospects

Special Finance Institutions Special Current and Participation Accounts Fund Regulation

o Banks Association of Turkey Status Decree Nr. 2002/4597
o Act on Making Amendments to Some Acts and Decree Laws (4969)

e Act on Making Amendments to Banks Act and Some Acts (5020)
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In resolving the crisis, Accounting Practice Regulation played a significant role in
restructuring the banking sector. Pursuant to article 13 of the Banking Law, Accounting
Practice Regulation specifying the principles on providing transparency and uniformity in
accounting and recording system of banks, preventing the unrecorded transactions,
recording their activities in accordance with their true character in a healthy and reliable
way, preparing financial statements on time in the best way and conducting external audit,
reporting and publishing thereof was published in the Official Gazette dated June 22, 2002
entering into force on July 1, 2002. Communiqués on Accounting Practice Regulation were
published in the Official Gazette dated June 22, 2002.

Deposit Insurance and Trust Fund Regulations

Pursuant to the Cabinet Decision on Saving Deposit Subject to Insurance and Premiums to be
collected by the Savings Deposit Insurance Fund Nr. 2000/682 entered into force
subsequent to its publication in the Official Gazette dated June 1, 2000 and Nr. 24066,
insurance scope of saving deposits was limited, gold deposit accounts in saving deposit
character was included within the scope of insurance and condition to belong to persons
resident at home was abolished for foreign exchange deposit accounts in saving deposit
character

According to the Decision, all saving deposits opened before the enforcement date shall
continue to be within the scope of insurance, TL 100 thousand of saving deposit accounts to
be opened following this date, TL 50 thousand to be opened after January 1, 2001 shall be
under deposit guarantee.

Board Resolution on Executing Some Articles of the Decision on Saving Deposit Subject to
Insurance and Premiums to be collected by the Savings Deposit Insurance Fund Nr.
2000/682 dated May 31, 2000 and Nr. 2000/682 was approved in May 14, 2003 so as to
decrease the burdens the implementation of the Decision on Saving Deposit Subject to
Insurance and Premiums to be collected by the Savings Deposit Insurance Fund of the
Council of Ministers dated May 31, 2000 and Nr. 2000/682 brought to banks and to adopt
risk based premium system.

Pursuant to the Act Nr. 4672 entered into force in May 29, 2001 4672, Special Finance
Institutions Association of Turkey was established and the Association was granted the
authority to establish Trust Fund and to determine the procedures and principles relating to
trust fund so as to protect the savings in Special Finance Institutions.

Accordingly, the Special Finance Institutions Special Current and Participation Accounts
Insurance Fund Regulation was published in September 18, 2002 so as to ensure
management, operation, supervision of the Trust Fund established within the structure of
Special Finance Institutions Association and principles of the trust thereof pursuant to the
article 20(6) of the Banks Act Nr. 4389 in order to secure the funds collected in special
current accounts and participation accounts in special finance institutions of natural
persons. In addition to this, it is provisioned within the scope of article 63 of the Banking
Law Nr. 5411 that participation funds should be insured by the SDIF.

Execution of the article 3 of the Cabinet Decision dated May 31, 2000 and Nr. 2000/682
having considered the Banking Regulation and Supervision Board Resolution dated January
15, 2001 and Nr. 151 was changed upon the Board Resolution dated July 3, 2003 and Nr.
1083 to be valid beginning from July 3, 2003. According to this, it is provisioned that total
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capital and interest amounts of the accounts defined in article 1 of the aforementioned
Cabinet Decision are within the scope of insurance beginning from July 3, 2003, while TL 50
thousand is within the scope of insurance from July 5, 2004 on.

Pursuant to the Board Resolution dated July 3, 2003 and Nr. 1084, it is determined that
temporary full guarantee practice is abolished to be valid beginning from July 5, 2004.

Pursuant to the Board Resolution dated October 31, 2003 and Nr. 1143, Board Resolution
dated May 14, 2003 and Nr. 1043 and Board Resolution dated July 3, 2003 and Nr. 1083
were abolished and the Principles on Saving Deposit Subject to Insurance and Premiums to
be collected by the Savings Deposit Insurance Fund were determined again to be valid
beginning from July 3, 2003. The Principles were amended with the Regulation on Saving
Deposit Subject to Insurance and Premiums to be collected by the Savings Deposit Insurance
Fund published in the Official Gazette dated May 5, 2008 and Nr. 26867 and risk-based
premium practice was adopted.

Regulations Enhancing Competition and Efficiency

With the Resolution published in November 5, 2000 of BRSA, bank ownership criteria were
defined. It was predicted that the investors, bidding for banks’ shares under the custody of
SDIF, should meet conditions thereof. Pursuant to the Resolution, the Regulation on
Principles and Procedures on Authorization Applications for Bank Establishment and
Transfer of Banks’ Shares , about Information and Documents to be delivered to BRSA in
applications to be made for acquiring banks’ stocks under Savings Deposit Insurance Fund
administration or taking over currently active banks’ stocks or in banks; is published in
Official Gazette dated November 19, 2000, nr.24235.

With a view to control the short position of banks more intensively, with the Communiqué
published in May 05, 2000, the liquidity ratio charge, applied on exceeding amount, has been
raised to 100% from 8%. The Communiqué amending the Communiqué on Principles and
Procedures relating to Declaration of Consolidated Financial Statements became effective
being published in Official Gazette dated July 05, 2000, nr. 24100.

With the amendment, consolidated financial statements semiannual preparation was
changed as quarterly and four months of reporting period was decreased to 2 months.

With the Decree of the Council of Ministers published in July 27, 2001, the differentiation of
withholding ratios implemented on repo, TL and currency deposit interest incomes as to
maturity was provided. Within the scope the withholding ratios on TL deposit accounts;
have been specified as 14% for the ones with maturity of 3 to 6 months, to 10% with a
maturity up to 6 to 12 months and to 6% with a maturity longer than 12 months. The
withholding ratio on foreign exchange deposit accounts has not changed for the ones with
maturity more than one year and for ones with maturity less than one year have been
increased to 18% from 16% by being increased by 2 points . The repo withholding ratio has
been increased to 20% from 16%.

CBRT, has initiated payment of interest implementation to the required reserves set aside
for TL deposits as of August 08, 2001 with a view to decrease the liability costs of banks.
With a view to contribute to restore liquidity management into a more flexible structure and
decrease financial intermediation costs , required reserves and liquidity practices were
changed by the CBRT on March 29, 2002, and interest payments to FX denominated
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required reserves was initiated. Liquidity ratio implementation was terminated as of
November 2005.

On the other hand, while revenue stamps were canceled in forward contracts, stock
Exchange transactions outlays were decreased.

An environment was provided for deposit and loan interest ratio to be formed appropriate
to market mechanism with the Resolution with Interest Rates to be Implemented in Deposit
and Loan Transactions and Other Interests to be Provided dated March 07, 2002, defining
principles and procedures relating to other interests that Banks would provide with interest
rates that they would implement on deposits and loans.

“The Draft Act on Micro Financing Institutions”, regulating principles relating to
establishment, management, study, liquidation and supervision of micro financing
institutions to be established with a view to provide financing to micro entrepreneurs , was
sent to the State Minister and Deputy Prime Minister.

Other Regulations

The Regulation on Establishment and Activity Principles of Asset Management Firms: With
the Regulation, published in October 01, 2002, regulated pursuant to the Act nr. 4743 Article
3(7): Principles and procedures relating to establishment and activities of asset
management firms established with a view to operate relating to purchasing the receivables
and other assets of banks, special finance institutions and other financial institutions and
selling thereof by restructuring these firms, were regulated.

Renewing the New Regulation of Savings Insurance Deposit Fund in August 03, 2001 was
another important regulation during the term. The administrative structure and capacity of
SDIF was strengthened with the New Regulation on Savings Deposit and Insurance Fund.

In addition to regulations, relating to the banking sector with a view to ameliorate
supervision framework, cooperation was developed with foreign countries and international
authorities. Within that scope, memorandum of understanding were signed with various
countries within the framework of cooperation with other countries’ surveillance and
supervision organs for activating cross border surveillance and supervision.

The Regulation terminating the process with strong emphasis was Act Nr. 5020 on Making
Amendments in Banks Act and in Certain Laws.

By Act Nr. 5020 entering into force, a powerful basis was provided for penalizing in efficient
manner t ones who are responsible for risking the stability of financial system and ones
responsible in damaging the financial structure of banks, in bearing loss of savings owners’
and public’s rights; and for collecting the loss emerging from the responsible and
establishing the deterrence in respects thereof.
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Box 4: The Law Nr. 5020
(The Aim and the Innovations of the Law nr. 5020 entered into force in December 26, 2003

relating to amendments in Certain Laws and Banks Law nr. 4389)
The aim of the Law relating to making Amendmenton Certain Laws with the Banks Law nr. 5020;

e  Providing to punish in efficient manner the bank owners and responsibles who makes fraud out of banks
and take advantage out of that, and due to that damaging the financial structure of the bank and burden
with debt of both the country and the citizens of the country ,causing both customers of the bank and
banks thereof to be transferred to SDIF

e  Providing to collect the loss emerging in the mentioned countries from bank owners and responsibles
and thereof shall not be burden to the public

. intimidating and strict measures for not repeating similar events in the current system.

The Law is regulating the amendments to be made in Banks Law for reaching these aims substantially, and
adapting laws which amendments are about.
With the amendments brought by the Law;

All sorts of bank resources they use in their favour, all sorts of goods, rights and receivables they transfer to
the family and to the third parties Of the shareholders fictitiously ,holding management or supervision directly
or indirectly Of the banks subjected to liquidation whose management and supervision has been transferred
to SDIF and banking authorization and permission was abolished by Banking Regulation and Supervision
Agency, are deemed Turkish Treasury receivable legally without a need to operation.

e The Turkish Treasury receivables shall be applied and collected pursuant to provisions of the Act
nr.6183 on Collection Principles of Public Receivables and the Act on Prosecution Procedures of State
Lawsuit and shall be followed by the Turkish Treasury Lawyers.

e All sort of case within the scope of the Turkish Treasury receivable filed or to be filed shall be tried also in
judiciary recess. The experts in these lawsuits shall be selected from the personnel serving in public
institutions and Agencies thereof and in these lawsuits a break shall not be given more than 30 days.

e The Banking crimes have come within the scope of the Act nr. 4208 on Money Laundering

e  With a view to prevent expert fraud ,mentioned out loud in public opinion, in case of existing strong
indications and doubts on the expert reports, presented to the court, not complying with material facts
and real truths, , reserving the criminal liabilities and legal responsibilities in other acts, it was stated
for the experts thereof to Declare Goods nr.3628 and shall be taken action pursuant to the provisions of
the Act on Struggle with Bribe and Fraud.

e In the claims filed against ones who unload the banks by transferring liabilities from banks,while it is
known that majority shareholders and ex-managers sweep away the bank records and evidences, and
transfering their assets fictitiously to familiar persons and other persons with various transactions, the
burden of proof is given to counter party.

Thus, in Turkish Civil Code, unless otherwise provided in acts, it is stated that the proof of the claim belongs to

contesting party. The burden of proof is passing to the counterparty with the amendment made in the Act.

e The authorizations of the Public Prosecutor are increased. In these kinds of crimes, it is provided that the
Public Prosecutor shall distrain all sorts of goods, receivables etc in the third parties of the responsibles
that they obtain as a result of undeserved gain transfer.

e  Heavy imprisonment and penalty relating to Banking Crimes were brought.

e  Persons convicted due to banking crimes, as long as their indemnity or debts to Fund or The Treasury are
not payed or were not collected from their own assets, it was resolved that the provisions of conditional
release and the provisions of the Article 4 and 6 of the Act on Execution of Punishments shall not be
implemented concerning thereof.

e A more intensive follow up of declaration of property for current owner and responsible of banks is
provided. In case of being incoherence in declaration of property, increases in property shall be deemed
undeserved gain.

e  Regulations relating to SDIF have changed and a SDIF structure similar to BRSA was formed. The center
of SDIF is Istanbul, with its new style, seven members including its own chairman. The structure and
authorities of SDIF has been defined.

® There has been opportunity of Ministry of Finance to make collection with collection department where
there exists any collection department of SDIF and bank assets ,transferred to SDIF, to make savings
without tax burden.
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3.3 Improving the Sector
Reforms about Market Infrastructure

Parallel with international best practices, since independent regulatory institutions are
necessary for a well functioning market economy, in addition to the Capital Markets Board
and Banking Regulation and Supervision Agency, the Competition Authority, the Energy
Market Regulatory Authority, the Telecommunications Authority, the Tobacco Market
Regulatory Board, the Public Procurement Board were formed.

These boards have helped the economy management to be purified from politics, and
contribute the recovery of public spending management and forming a more efficient state
structure.

The Interbank Card Center (ICC), with a view to solve the main problems and develop credit
cards rules, was established with the partnership of 13 state and private banks in 1990.
bank and credit cards, their usage has become widespread especially following the financial
crisis, has shown a significant expansion potential and transaction volume increase and
Turkey has become one of the biggest markets in Europe in this field.

The Credit Bureau (CB), was established in 1995 and has become the most important
infrastructure of Turkish Finance Sector following 2001 crisis. The Credit report number,
produced from the database of Credit Reference System including the whole account of
consumer loans and credit card accounts in Turkey, has shown a rapid increase in following
years while it was 6 million in 2002. The credit institutions have followed loan payment
performance of customers in their own loan portfolio besides new customers in other
institutions in the Credit Bureau in this period and have benefited from the Credit Bureau
efficiently in the control of loan risk.

With the Institutional bureau system established during the period, loan payment
performance, risk, limit and guaranty information and bad check information have started to
be distributed between credit institutions.

With a view to meet risk management need in a more efficient manner, The Derivatives
Exchange, first private stock exchange of Turkey, has been established with the Decree of the
Council of Ministers Nr. 2001/3025 published in Official Gazette dated October 19, 2001
nr.24558 pursuant to the article 40 of the Capital Markets Law nr.2499 upon the Letter
dated September 03, 2001 nr.2381 of the Ministry of State, dependent on the Resolution
dated August 17, 2001, nr. 9/1101.

The stock exchange was registered to Trade Register in July 04, 2002 and the registration
thereof was published in Turkish Trade Registration Gazette dated July 09, 2002.

Together with Central Registry Agency (CRA) having been formed in November 2005, the
physical print of capital market instruments ended and it was aimed to dismiss the risks
which tangible assets were subject to when the instruments thereof could be monitored
absolutely in electronic environment.

Besides the central registration system preservation duty, it has a specialty of being a
platform on which securities branch of purchase and sale transactions realized especially in
stock exchange. Presently this system is provides service to investors and financial
institutions in a fast and timely manner in the usage of financial and administrative rights.
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Privatization activities in public sector have accelerated with privatization strategies
declared every year. An important progress was made in privatization of large scaled public
firms. With a view to provide to increase role of private sector in economy, the important
state economic enterprises were privatized. With an aim to ameliorate private sector work
environment, International Investors Association, formed by the attendance of sector,
government and public representatives, has started to meet regularly and regulation
relating to organizational structure and operational process thereof was made. In respect of
public finance and debt management, with a view to form a management to provide
borrowing with the minimum risk, minimum cost and the most appropriate maturity, the
Act nr.4749 on Regulation of Public Finance and Liability Management has entered into
force on March 28, 2002.

With the mentioned Act, Turkish Treasury was authorized to establish market dealer
system, define functioning principles of system and take all sorts of measures concerning the
functioning. With the innovations brought, concrete steps were taken in respect of providing
the coordination of monetary program and public borrowing program.

For promoting international investments, in Turkey and for rationalizing the regulations in
international direct investments field, the Act nr. 4875 on Foreign Direct Investment has
entered into force in June 17, 2003. The Act on Firm Establishment, reducing the process by
decreasing levels required for setting up a business and reducing the firm establishment
operations to one day, was enacted. With the regulations providing significant ameliorations
in working license and processes regarding setting up new firms business process,
documents required in registration of sanitary enterprises was cut back to 6 from 52, and
documents required for non sanitary enterprises was cut back to 7 from 43. The
establishment of Turkish Investment and Support and Promotion Agency , which will satisfy
institutional capacity demand in introducing efficiently the opportunities presented to
investors and investment environment in Turkey, was realized. With a view to bring
performance criteria to the technical committee studies of The Coordination Council for the
Improvement of Investment Environment, The Coordination Council for the Improvement of
Investment Environment Technical Committee Activity Plan was composed in 2007. Activity
Plans are announced to public by updating as to demands and priorities of private sector
every year. The main characteristics of post 2002 period, structural reforms supporting
market economy and budget discipline, implementations relating to a healthy banking
system, monetary policies focusing on price stability and as a result , inflation decreasing
rapidly and by stable and high growth gained with real interests significantly mitigated
vulnerability against external shocks. As a matter of fact, while the expansion in average in
1991-2001 periods was 2.8% when the inflation was 75.9%, the expansion rose to 6.8% and
inflation fell to 13.9% during 2002-2007 and the fluctuation of each data has decreased
considerably.

Sector Based Amelioration

Within the scope of private banks’ strengthening capital structures with their own
resources; with a view to increase contribution of bank owners and shareholders to capital
increase , letter of commitments dependent on time schedule were received. Private banks
have realized a capital increase amounting to TL 4.004 million in total; TL 2.269 million in
2001, TL 1.020 million in 2002, TL 714 million in 2003. Following the restructuring,
merger/takeover in sector, fields such as strategic investments, competitive environment,
organic expansion, financial innovations, technologic substructure, access to financial
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system, institutional capacity, risk management culture to become widespread, changing of
business culture, amelioration of human capital were stand out. During the period,
corporate governance principles have been established and internalized in banks. Banks
have developed their abilities of continuing activities in a structure where market discipline
is permanently efficient. It can be observed that bank managements have made progress in
accountability and transparency to their shareholders.

During the period, the share of global capital has increased and strategic investments
relating to medium and large sized banks besides horizontal merger in sector were realized.
Market dynamics whose restructuring has composed and scale economy searching have
been encouraging on interbank merger and transfer.3 The effort of access to more
customers has provided an increase on branch, personnel, ATM and post machines over the
average of Europe countries. The banking sector has become strong by paying attention to
also private customers as corporate customers.

The expansion effort in competitive environment has brought technology usage and accordingly
productivity and efficiency increased in the sector as well. The banks have adopted taking
support services in certain fields because they provide flexible solution in business process and
the cost is efficient. The importance of specialization in banking was understood and searching
was emerged of providing relative advantage by creating product differentiation in certain
services. Banks which their financial structure has become strong have increased their brand
equity and they can found fund more easily from international borrowing market.

Ameliorations on Professional Activities

Corporate Governance Association of Turkey (GCAT), established with a view to make
contribution to introducing and developing corporate governance understanding in Turkey,
and establishes institutional management principles and provide best practices thereof to
implement, has been operating i since 2003. The main mission of the Association is defined
as conducting and leadership for corporate governance to be adopted with all its main
principles by all private and public institutions, setting up thereof and implementation in a
correct manner; corporate governance to remain always on the agenda, introducing the
latest and the most modern implementations to the management and shareholders of
institutions by discussing thereof beginning from main problems.

Risk Managers Association ,comprised in April 2002 with the scope of studies,as a need and
obligation in the system following the crises related to risk management culture and system,
i, displays activities as a common platform in respect of risk management.

The activities made has been focused on three different fields as association meetings
regularly made and professional speeches held in it, professional development studies being
realized by committees which the members study with and training services given in
respect of the demands of the members.

Valuation Experts Association was established in April 4, 2001 with a view to dignify and
develop the valuation specialist profession. With the communiqués published by Capital
Markets Board in August 2001, Valuation Specialization profession was provided to be
accepted legally. The Association is carrying on their relationships with international
institutions in their activity field in the highest level.

13 Within the scope of that while 10 mergers creating changes in significant manner in capital structure of Turkish Banking Sector in 2007 period
were experienced, 14 share transfer transaction were realized. In four of the merger and transfer transactions, the banks subject to transfer were
in development and investment banks and in twenty thereof were in deposit bank status.
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3.4 Restructuring of Real Sector Debts

The Act!4 nr. 4743, providing opportunity to firms ,which could not pay their borrowed loans to
banks and financial institutions due to economic crisis, for continuing their activities, to
restructuring their loan debts and to additional resource if needed, has entered into force.
Within the scope of that, bank receivables within the scope of Financial Restructuring
Framework Agreements have become possible, bounding by contract the agreements thereof in
three years as of the approval date by BRSA, to be tied to a new redemption plan or
restructuring by providing additional financial support to debtors when needed. Financial
Restructuring Program Framework Agreement’s gaining intensive acceptance by financial
institutions!s by just beginning of the process has contributed to the success of istanbul
Approach.

Istanbul Approach implementation has been executed in between June 2002- June 2005, a debt
amounting to USD 6.021 million belonging to a total of 322 firms, 221 large scaled firms, 101
small sized firms, was restructured. The restructured loan amount at the levell¢ of 16%
approximately of total gross loan volume in baking system by end of 2002. The amount has
reached to 94% of nonperforming loans while it corresponded to 20% of loan volume by the
same period.

Table 3-17: Istanbul Approach Implementation Results

Sectoral Distribution of the Firms included into Scope (Unit) 2002 2003 2004 2005 Total
Other Production and Management Activities 14 31 6 0 51
Textile and Textile Products 26 12 4 0 42
Food and Animal Products 27 11 2 0 40
Tourism and Entertainment 10 15 0 0 25
Transportation, Storage and Communication 19 3 0 2 24
Metal Products and Worked Metal 18 4 0 0 22
Construction 11 8 2 0 21
Leasing, Mediation and Other Financial Services 17 1 0 0 18
Other Sectors 69 15 2 2 88
Total 211 100 16 4 331
Main Sizes relating to Firms included into Scope

Total Employment (Unit) 30,679 15,892 1,507 342 48,420
Total Export Volume (USD Million) 656 110 20 12,104 798
Total Endorsement Volume (TL Million) 2,271 702 116 5 3,094
Total Asset (TL Million) 6,574 1,004 187 53,151 7,818
Firms Concluded a Contract (Unit) 5 Group 19 Group 2 Group 4 Group 30 Group
Large scaled Firms 68 116 21 16 221
Small sized Firms 16 56 29 0 101
Total 84 172 50 16 322
Restructured Debt Amount (USD Million)
Large Scaled Firms 3,113 1,832 117 311 5,374
Small Sized Firms 227 337 83 0 647
Total 3,340 2,169 201 311 6,021

Resource: BAT

Within the scope of the Act Nr. 4743 entering into force in January 31, 2002, with a view to
resolve the non performing loan of the banks and bringing liquidity to the assets of banks,
establishment of asset management firms was encouraged by bringing certain tax facilities.
Within the scope of the Law, SDIF was enabled to be shareholder by 20% to asset

14 The Act on “Making Amendments on Certain Acts and Restructuring Debts to Financial Sector”, nr. 4743 was published in Official Gazette dated
January 31, 2002 nr. 24657 and it has entered into force.

15 The creditor institutions signed Financial Restructuring Program framework agreement are 25 banks in total as, T.C. Ziraat Bankasi, Tiirk Dig
Ticaret Bankasi, T. Halk Bankasi, Tiirk Ekonomi Bankasi, T. Vakiflar Bankasi, T. Garanti Bankasi, Akbank, T. imar Bankasi, Denizbank, T. is
Bankasi, Fiba Bank, Yap1 ve Kredi Bankasi, Finans Bank, Toprakbank, Milli Aydin Bankasi, Tiirk Ticaret Bankasi, Oyak Bank, Tirk Eximbank,
Pamukbank, T. Kalkinma Bankasi, Sekerbank, Nurol Yatirim Bankasi, Tekfenbank, Bayindirbank, Tekstil Bankasi and 20 non-bank financial
institutions as Garanti Factoring Hizmetleri, Garanti Finansal Kiralama, Aktif Finansal Kiralama, Vakif Finansal Kiralama, Ulus Factoring, Albaraka
Tiirk Ozel Finans, is Genel Finansal Kiralama, Yapi Kredi Faktoring, imar Finansal Kiralama, Finans Finansal Kiralama, Vakif Deniz Fin. Kiralama,
Finans Deniz Finansal Kiralama, Ziraat Finansal Kiralama, D1s Ticaret Finansal Kiralama, Yap1 Kredi Finansal Kiralama, D1s Ticaret Factoring, Asya
Finans Kurumu, Tekfen Finansal Kiralama, Emlak Bankasi in liquidation , Other(SDIF)

16 [stanbul Approach Implementation Results are included in study report named “ Istanbul Approach a Restructuring Experience” dated August
2005, prepared by Banks Association of Turkey Financial Restructuring Coordination Secretariat.
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management firm/firms. With the Regulation published in Official Gazette dated October
01, 2002, legal infrastructure of asset management firms was completed.

Within the scope of Istanbul Approach a similar event concerning restructuring of debts of
large sized firms to banking sector was realized for small and medium sized firms in 2007.
The aim of the Act Nr.5569, dated December 27, 2006 on Restructuring of Debts of Small and
Medium sized Firms to Financial Sector is to provide opportunity for small and medium
sized firms to fulfill their back payment obligations to financial sector and for them to
continue to providing employment. With this aim, following opportunities were procured
relating to non-performing borrowed loans which they contracted from other financial
institutions!” and banks operating in Turkey before the institutions thereof by October 31,
2006 within the scope of framework agreement and outline agreement;

e Extending the maturities of these loans,

e Renewing loans of the enterprises,

e (Granting additional new loan to Enterprises,

e Decreasing Principle capital and/or actual interest and/or default interest or share of
interest or withdrawing thereof,

e Converting the principle capital , interest or share of interest receivables into partially
or totally to subsidiary ; assigning or transferring in return for in kind, cash or a value
depending on a collection condition; liquidating thereof ,partially or totally, in return for
value in kind belonging to third parties or debtor.

Besides while Istanbul Approach is being executed for restructuring the debts, it has served
balance sheet of real sector firms subject to financial restructure to become more transparent
and it is compatible with financial reporting principles. 120 small and medium sized firms,
providing employment of 2.779 persons within the scope of implementation, has been included
into scope of restructuring. As sectoral distribution of firms included into scope is observed , it
can be seen that thereof has been concentration on manufacturing industry, food and textile
industries in particular. Debt structuring agreement was made with 150 firms thereof and a
debt amounting to TL 201 million has been restructured. The amount thereof has been realized
by 7.4% of total nonperforming loans of Small and Medium Sized Enterprises in 2007.

Table 3-18: Anatolia Approach Implementation Results

Sectoral Distribution of Firms under Scope 2007 2008 2009 Total
Food and animal Products 25 4 1 30
Textile and Textile Products 7 10 1 18
Other Production and Management Activities 12 1 0 13
Construction 5 2 0 7
Metal Products and Worked Metal 5 2 0 7
Plastic Products Production 3 3 0 6
Ceramic Tile and Floor tile Production 5 0 0 5
Other Sectors 27 6 1 34
Total 89 28 3 120
Main Sizes
Total Employment in Firms in Scope 1,526 1,199 54 2,779
Number of Firms which their Agreement were Contracted 67 35 3 105
Amount of Debt Structured (TL Thousand) 20,673 162,134 18,098 200,904

17 Creditor institutions signed Small and Medium sized Firms Financial Restructure Framework Agreement are 21 banks in total as , T.C. Ziraat
Bankasi, Fortisbank, T. Halk Bankasi, Tiirk Ekonomi Bankasi, T. Vakiflar Bankasi, Tiirk Eximbank, Akbank, Tiirkiye Kalkinma Bankasi, $ekerbank,
T. Is Bankasi, Tekfenbank, Yap1 ve Kredi Bankasi, Kuveyt Tiirk, Tirkiye Finans, Asya Katilim Bankasi, Alternatifbank, Birlesik Fon Bankasi, HSBC
Bank, T.Garanti Bankasi, Albaraka Tiirk Katilim, T.Sinai Kalkinma Bankasi and 11 non bank financial sinstitutions as is Finansal Kiralama, Girisim
Faktoring, Vakif Deniz Finansal Kiralama, Vakif Finans Faktoring, Yap1 Kredi Finansal Kiralama, Kredi Garanti Fonu, Fiba Faktoring, Yap: Kredi
Faktoring, Tasfiye Hal. Emlak Bankasi., Vakif Finansal Kiralama, Other(SDIF)
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4 REFLECTIONS OF REFORM PROCESS AND STABILITY

4.1 Macroeconomic Recovery

Impacts of the financial crisis experienced in 2000 and 2001 on main macroeconomic
indicators have been severe. The economic activity narrowed sharply, inflation increased
and public sector financing balance has been distorted more also by resolution costs in
2001.

Nevertheless, reforms after the financial crisis and political stability established after 2002
led to significant recovery in main indicators. As a matter of fact, unlike previous periods, a
stable macro economic recovery was experienced by also the impact of global developments
in 2002-2005 period.

Table 4-1: Main Economic Indicators
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Besides the high-rate growth experienced in 2002-2005 period, inflation ratio which had
been 68,8% in 1999 diminished to one-digit numbers in 2004 and was realized as 7,7% as of
2005. As a result of the regained discipline, the ratio of public burden to GDP decreased to
39,3% as of 2005. By the impact of the conformance of global liquidity conditions in the
period after 2001and the positive economic developments in developing countries, global
interest to the mentioned countries, therefore interest in Turkey increased. Accordingly,

although there has been relative distortion in current transactions balance, short financing
was not experienced especially due to the increase in direct foreign capital inflow.

Chart 35: EMBI+, EMBI Turkey Index and Monthly Change in CB’s Gross FX Reserves
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While the global capital reacted positively to macro economic development thus monthly
high increases in FX reserves of the Central Bank were realized, negative developments
were seldom and limitedly experienced in reserves as well.

Another important reflection of orientation towards economic recovery and stability was
the decrease in USD exchange rate volatility a as compared with the average. The volatility
in Euro increased depending on the developments in USD/EURO parity.

Table 4-2: Exchange Rate Volatility

Average Standard Failure Change Coefficient

Euro usD Euro usD Euro usb

4 January 1999-22 February 2001 0.52 0.53 0.08 0.12 0.15 0.22
23 February 2001-31 December 2005 1.56 1.42 0.254 0.14 0.16 0.10

On the other hand, the recovery in Turkish economy and the increase in interest of global
capital provided a lasting and strong trend in ISE National 100 index as of the second half of
2003 due to strengthening of political stability.

Chart 36: ISE 100 Index and Short-term Interest Rates
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Together with the macro economic recovery, decrease in country risk, exchange rate risk
and inflation provided short-term policy interest rates to decline below 20% in end-2005 by
important contribution of political stability.

4.2 Development of Banking Sector

Financial crisis significantly affected the market structure of Turkish banking sector. On the
contrary, measures taken against the crisis led to a quick recovery in market view.
Especially, more sound market structure occurring due to the structural transformation
depending on restructuring program kept out its stable view during the fluctuations
experienced in the following periods.

By the impact of the crisis experienced in 2001 and the measures taken, number of banks
decreased and consolidation was experienced. By the rehabilitation of public banks in 2002
and after, its ruining impacts and weight in the sector decreased and the share of global
capital increased in this stability environment. Accordingly, while the number of banks
decreased from 81 to 50 in 1999-2003 period, the share of first 10 banks in total assets
increased from 67,5% to 82,3%. The number of banks were 51 as of the end of 2005 and the
share of first 10 banks were 82,9%.
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Similarly, the number of branches and personnel which dramatically decreased following 2001
crisis started to grow regularly parallel to the sound growth process in the following years.
While the number of branches decreased from 8.298 to 6.029 in 1999-2003 period, the number
of personnel decreased from 174 thousand to 130 thousand, the mentioned indicators were
realized as 6.240 and 138,6 respectively thousand in end-2005 by the impact of the stable
growth.

On the other hand, the trend of using information technologies effectively and the expansion
of customer net by the affect of organic development continued in a continuous manner. The
number of bank cards and credit cards which continuously increased between 2002 and
2005 reached 48,2 and 30 million respectively in 2005.

Table 4-3: Operational Indicators

Level Values Development

2002 2003 2004 2005 Unit 2002 2003 2004 2005 Unit
Number of Banks 54 50 48 51 Number -9 -4 -2 3 number
Number of Branches 6,160 6,029 6,440 6,240 Number -16.6 -2.1 6.8 -3.1 (%)
Number of Bank Cards 35.1 40 43.1 48.2 mio. Number v.y. 14.0 7.8 11.8 (%)
Number of Credit Cards 15.7 19.9 26.7 30.0 mio. Number v.y. 26.8 34.2 12.4 (%)
Number of Personnel 129.6 129.5 138.4 138.6 Thousand number -6.8 -0.1 6.9 0.1 (%)
Asset Share of First 5 Banks 57.4 59.0 58.1 61.4 (%) 1055 1085 1068 1129 2001=100
Asset Share of First 10 Banks 80.8 82.3 84.0 82.9 (%) 101.6 103.5 105.7 104.3 2001=100
Global Capital Share 3.3 3.0 35 6.3 (%) 110.0 100.0 116.7 210.0 2001=100

Source: BRSA, Participation Banks are included as of 2005 period.

During and after 2002, balance sheet of the banking sector grew stable and high growth rate and
there were positive developments in the composition of the balance sheet by the impact of the
policies applied. During this period, the high growth experienced in banking sector increased
financial deepening and banking sector could support the economic growth in a stronger
manner.

As a result of macro economic and political stability as well as the policies relating to
banking sector applied in 2002-2005 period, total assets of the sector increased by 24%
annually on average. Since the sector concentrated on intermediation activities which is its
main function, loans were the most rapidly rising item during the period. Total loans grew
by 45% average annually in 2002-2005 period. The ratio of retail loans to total loans
increased from 4,5% in 2002 to 18,8% in 2005 and it shows that retail loans have had a
significant effect on the rapid growth of loans. contrary to the power of loan expansion, the
fact that the ratio of NPLs/gross loans decreased from 17,6% in 2002 to 4,8% in 2005
sharply shows the growth in loans have had a sound structure. The mentioned loan
expansion which is strong and reaching various sectors of economy caused deposit/loan
ratio to rise from 35,5% in 2002 to 62,2% in 2005. Therefore, while intermediation function
of banking sector has had a sound improvement after the crisis, the sector’s contribution to
economy via loans increased and the ratio of loans to GDP reached from 14,0% to 23,1% in
2002-2005 period.

In pre-crisis period, the sector moved away from real banking activities and just financed
the public sector. This structure changed in 2002 and after and placements in securities
portfolio relatively decreased. Securities portfolio increased by 17% annually on average in
2002-2005 period. Short of capital which is one of most important negative aspects in

77



Working Paper -September 2010 From Crisis to Financial Stability-Turkey Experience

banking sector in pre-2002 period,!8 increased by measures to restructuring the sector and
the policies applied afterwards. The ratio of free capital of the sector to total assets
increased from 3,3% in 2001 to 8,6% as of 2006. Furthermore, besides continuous growth of
the capital base in the sector, strong qualified improvements are observed in equity
components.

The sector experienced important balance sheet losses in 2000-2001 crisis period. Mainly
the regression experienced in inflation and nominal interest rates in 2002 and after, the
positive developments in macroeconomic frame provided loans portfolio of the sector to
grow rapidly. In the mean time, in order to maintain profitability in low-inflation
environment, the sector concentrated on creating product and service variety in which it
was effective in obtaining and keeping up high-profitability.

Table 4-4: Main Balance Sheet Indicators of Banking Sector

Level Values (TL Billion) Change When Compared to the Previous Year (%)

USD Billion 2001 2002 2003 2004 2005 2002 2003 2004 2005
Total Assets 173.4 212.7 249.7 306.4 406.9 22.7 17.4 22.7 32.8
Loans 38.0 49.0 66.2 99.3 156.4 28.9 35.1 50.0 57.5
SP 60.0 86.1 106.8 123.7 143.0 43.5 24.0 15.8 15.6
Subs,, Affi. And Jointly

Cont. Partn. 6.6 8.7 9.2 11.8 11.1 31.8 5.7 283 -5.9
Fixed Assets 6.0 7.7 8.3 8.5 7.7 28.3 7.8 2.4 -9.4
Deposit 110.4 138.0 155.3 191.1 251.5 25.0 12.5 23.1 31.6
Funds Obtained from

Abroad ! 2.8 11.0 17.0 22.0 36.0 292.9 54.5 29.4 63.6
Equities 18.3 25.7 35.5 46.0 54.7 40.4 38.1 29.6 18.9
Term Profit -10.5 2.9 5.6 6.5 6.0 -127.6 93.1 16.1 -7.7
Off-balance Sheet

Transactions 87.5 75.3 107.2 527.6 206.0 -13.9 42.4 392.2 -61.0

Source: BRSA
Participation Banks are included as of 2005 period. ! USD Billion

parallel to the stability in domestic economic activities and developments in other economic
indicators, the balance sheet of the sector turned from an asset structure financing the public
sector to a structure providing resource to companies and household. While the share of loans in
total assets in the sector increased, the share of securities portfolio decreased relatively. Deposit
in total resources kept its stable share during the period. However, the fact that deposit has a
maturity shorter than 3 months is still an important problem for Turkish banking sector. Despite
the mentioned fragility, the fact that there were no serious withdrawals from banks even in the
crisis period is remarkable from the point of reliance to the sector. Financial crisis experienced
showed the importance of equities once more. Equities are of great importance for supporting
the loan channels and providing the resource need of the real sector.

18 Free capital: Equities —fixed assets -subsidiaries, affliliates and jointly controlled partnerships
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Chart 37: Balance Sheet Composition
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One of the most important lessons taken from the crisis during and after 2002 was the
significance of maintaining strong capital structure. The importance of maintaining strong
capital structure was emphasized in all policies carried out in this period. CAR which was
9.3% in 2000 increased to 23.7% in 2005. Macroeconomic recovery and development in
banking sector caused the FX Liability /Total Liability ratio which was above 50%'’s following
the crisis in banking sector to decrease to about 35% as of end of 2005. This development
indicated the decline of the effect of dollarization on the sector.

By macroeconomic recovery and strengthening banking sector, financial intermediary
function which has critical importance in obtaining sustainable macroeconomic growth
performance was effectively implemented. Profitability performance of the sector
recovered, return on assets and equities which were negative in 2001 were realized as 1.7%
and 12.1%, respectively.

Table 4-5: Banking Sector Financial Soundness Indicators

80 1

% 2002 2003 2004 2005
CAR 253 309 282 237 60 1 Y e
FXNGP/Own-funds? N/A 1.1 -0.5 -0.6 40 ==
Loans/Deposit 355 426 520 622 20 41 @ .- _._ - -=e
Consumer Loans/ Loans 4.5 9.7 12.8 18.8 0 T ~— - :8: ===
NPL/Gross Loans 17.6 11.5 6.0 4.8 20 — —A— - Loans/Deposit

B — —%— - NPL/Gross Loans
FX Ass.ets / T(.)Fa.l Assets 38.0 36.2 313 33.1 40 | T After Tax Ret on Ass.(ROA)
Deposit/Liabilities 725 734 714 699 e T After Tax Ret. on Equ(ROE)
FX Liabilities / Total Liabilities 504 433 401 359 60 - — —8—-CAR
After Tax Return on Assets (ROA) ! 1.4 2.5 2.3 1.7 2001 2002 2003 2004 2005

After Tax Return on Equities (ROE) 11.2 18.1 15.8 12.1

Source: Participation Banks are included beginning from BRSA 2005 period.! Assets and Equities are included in calculation on average in ROA
and ROE ratios.2 Foreign development and investment banks are not included for pre-2002 period.

Assets and Equities are included in calculation on average in ROA and ROE ratios.

3 Calculation in which 50% or more bank asset is controlled

Due to the precautions taken after crisis period and increased mergers and acquisitions,
concentration by share of banks within total asset increased in 2002-2005 periods. Apart
from this picture, from 2002 to 2005, share of big-scale banks displayed a decreasing
tendency, while share of medium and small-scale banks displayed increased Asset shares by
function indicate decrease in the share of deposit and development and investment banks
and increase in the share of participation banks in 2002-2005 periods.
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Table 4-6: Market Structure as of Total Asset and Loan/Deposit Ratio

Total Asset Share (%) 2002 2003 2004 2005 %Loan/Deposit(%) 2002 2003 2004 2005
Distribution by Total Asset Order Distribution by Total Asset Order
First 5 Bank 57.4 59.0 58.1 61.4 First 5 Banks 32.1 37.2 389 52.6
First 10 Bank 79.3 80.6 82.0 82.9 First 10 Banks 30.5 37.7 45.9 55.5
HHI 851.7 904.6 9059 934.7 Sector Average 36.2 43.5 529 62.2
Distribution by Scale Distribution by Scale
Big-Scale 74.0 73.4 71.6 71.8 Big-Scale 29.7 35.1 42.7 51.5
Medium-Scale 16.0 16.2 18.0 17.5 Medium-Scale 48.5 65.9 84.9 97.1
Small-Scale 10.1 10.4 10.4 10.7 Small-Scale 78.9 88.0 101.2 1117
Distribution by Function Distribution by Function
Deposit Banks 94.4 94.4 94.2 94.2 Deposit Banks 32.4 39.5 49.2 59.2
Development and Investment 3.2 3.2 3.2 3.1 Participation Banks 65.5 76.3 81.8 77.4
Participation Banks 2.4 2.4 2.6 2.7 Deposit + Participation Banks 33.2 40.4 50.2 59.8

Source: BRSA

In after crisis period, a rapid increase was experienced in the ratio of loan to deposit, while
the values of the first 5and 10 banks converged to sector averages until end of period and
these developments ensured a more competitive picture to arising in the sector. Similarly, in
2002-2005 period, a convergence is observed within the group also by scale and functional
distribution.

Another picture loan/deposit ratios which displayed a rapid increase in 2002-2005 in all
regions is the rapid decrease in inter-geographical-regional differences in respect of ratio of
loan to deposit in the period mentioned. Coefficient of variation which is calculated by using
regional loan/deposit ratios decreased to 0.26 in 2005 from 0.54 in 2002. This development
may be interpreted as economic and financial stability contributed to accessing financial
services and intermediary activities to strengthen.

Table 4-7: Geographic Differentiation by Loan/Deposit Ratio and Development of Intermediation

Loan/Deposit Ratio 2002 2003 2004 2005 2003 2004 2005
Istanbul : 37.0 43.2 50.7 52.2 (a) Net interest paid to depositor (c-b) 30.9 19 16.4
West Anatolia 29.7 21.1 26.3 37.8 ) . )

Aegean 232 371 45.0 575 (b) Tax paid by the depositor (point) 6.6 4.1 3.7
Mediterranean 25.2 37.8 48.3 63.9 (c) Interest paid by the bank 37.5 23.1 20.1
East Marmara 33.8 48.6 66.9 83.6 R, . .

West Black Sea 166 28.1 428 8.9 (d) Public Liability on deposit ( point) 1.6 1.3 1.1
West Marmara 145 25.8 36.0 522 (e) Credit interest rate (c+d) 39.1 24.4 21.2
Middle Anatolia 16.2 28.0 419 55.1 (f) Tax paid by credit customer. ( point ) 5.3 1.6 1.3
Southeast Anatolia 24.4 47.7 72.9 90.7 .

East Black Sea 65.9 80.8 85.6 92.6 (g) Total credit cost on customer (e+f) 44.4 26 22.5
Middle east Anatolia 14.2 24.3 40.9 60.7 (h) Interest margin (point) (g-a) 13.5 7 6.1
Northeast Anatolia 18.4 30.5 50.3 72.1 (i) Share of public liability on total credit

Coefficient of variation 0.54 0.43 0.33 0.26 cost (h/g) 30.4 26.9 27.2

Source: BRSA

Another important reflection of stability was on intermediary costs. Deposit and credit
interest rates displayed a rapid decrease in 2003-2005 periods, while the liability on
especially credit customer decreased.

Economic and financial stability together with positive dynamics within the sector as well as
reforms in regulatory framework increased the interest of global capital to Turkish banking
sector.
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5 LESSONS FROM THE CRISIS

As in 2001 crisis in Turkey, high capital outflows were experienced especially during crisis
experienced in emerging countries as a result of rapid changes in expectations and decisions
of local and foreign investors. Management of these crises necessitates taking rapid and firm
measures both in monetary and fiscal policies. Policy decisions taken in crisis management
had important contributions in respect of their consequences.

Crisis experience of Turkey emphasizes the supplementary relation between,
macroeconomic and financial stability and structural reforms. One of the most significant
reasons that the effects of global crisis that has been limited on Turkish financial sector and
there was no serious deterioration especially in the financial structure of the banking sector
is the new regulations brought after 2001 crisis. Accordingly, very tight limitations on
banking system were brought foreign exchange open positions, liquidity and capital
adequacy ratios. Even though the stable growth environment after the crisis procured rapid
credit growth, banks were prevented from taking excessive risk in line with the regulations
applied. NPL ratios were rather high even during the period when impact of global crisis
became clear.

The crisis in 2000-2001 periods proved an economy with structural problems in the
financial sector may not maintain fixed exchange rate regime. Crises emerging as monetary
and banking crises in Turkey showed that structural problems in banking sector prepared a
ground for these crises.

Crowding out effect of high public sector borrowing requirement caused banking sector to
recede from its fundamental financial intermediation function, and resulted in a balance-
sheet structure of an institution which predominantly funds the Treasury. In this structure,
banks lost market discipline, could not perceive risk, policies to increase efficiency and
competition became pointless. Hence, imbalances in public finance produced negative
effects on the sector.

Supporting liquidity management of banks and efficiency and flexibility of payments system
is highly important for operating a problem free money market. Because, in case there are
problems in payment system, its negative effects grow like snowball and it becomes difficult
to prevent the speculations that would arise. Developments experienced during and after
the crisis revealed the importance of CBRT as market maker in money markets. High
credibility of the CBRT contributed in an important manner in this matter.

Turkey experience displayed the importance of implementing an extensive approach
without making any compromises for resolving current and structural problems by
identifying problems and their dimensions delivering crisis. Primary priority during
crisis should be re-establishment of trust as soon as possible with measures to be taken.
Approaching the process collectively influenced success of systematic and integrated
program. Crisis experience, during crisis period, designates the crucial importance of
increasing agility and coordination to maximum in political decision making, conducting
economy management exclusively, providing reputation and utilizing from cooperation
between international institutions. Supporting international finance institutions financially
and technically is important and contributes to establishment of international trust.
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It is understood from the strong banking, strong economy introduction statement of
restructuring program, that stability and soundness of banking sector is at least as
important as fiscal discipline, sustainable domestic debt, external deficit and accurate
foreign exchange system so as to prevent and manage crisis. Thus, structural reforms, to
minimize fragilities in the banking sector which played an important role in crisis dynamics
in the transition period following 2000-2001, became the engine of economic growth and
accelerated crisis resolution.

Establishing sound legal infrastructure in post-crisis period and reflecting crises experiences
to strengthen the sector against possible crisis. The new financial architecture which was
built so as to sustain the stability which has been supported by structural reforms became
primary factor in protecting economic stability and rendering more resilient economy which
is resilient against external fluctuations following 2006.

It is important to make regulations which would help resolve structural problems and
prevent possible fragilities in the banking sector. Besides, regulations should resolve the
problems in banking system permanently rather than temporarily. It is important that
authorities in sub-regulations should be abided by Law so as to increase sanctioning power
of regulations. The regulations should not cause arbitrage and should be based on impact
analysis.

Extensive predominant partner abuses in banks transferred to the SDIF indicated the
importance licensing process. It is understood once again in evaluation of license
applications and intentions of entrepreneurs as well as competitive structure in the market,
capacity of institutions to manage risks, internal processes and corporate management
principles should be evaluated fastidiously.

The crisis indicated the need for monitoring banks with early warning systems before the
banks become problematic, instead of reactive practices in resolving problematic bank
process. Also implementing proactive resolving strategies in problematic banks would save
time and bring cost efficiency. Delays simple increase losses of problematic banks and
problems spill over to the other banks. Consequently the costs undertaken by the public
increases. The importance of swift measures and by assessing alternative methods is
clearly seen. Delay in assessment period could erode the market values of problematic
institutions and assets increase the cost for tax payers. Implementation of the process
rapidly and determinately, contributes to the quick resolution of SDIF banks and generating
industry-based solutions.

The importance of developing new solutions according to conditions and of producing
creative solutions not limited to the old experienced ones, has became prominent.
Political, geopolitical and macroeconomic uncertainties were negatively affecting the
attempts of settlement of especially troubled assets. It is important to model effectively the
time and conditions of utilizing public resources and to establish these models as to give
signals before the crisis periods and consider all internal and external conditions. Hereby
the settlement will be very cost effective and the recovery will be faster and more effective.

The blanket guarantee to prevent banking sector crises was put in an appropriate time and
was cancelled when the crises was over, as market discipline was recovered. It is important
to establish the balance between the protection effect of deposit insurance and the ethical
risk it may create. SDIF has realized its collection target concerning the banks taken over,
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which has enabled SDIF to focus more on deposit insurance functions. Credit institutions
have paid insurance premium according to the risk they create within the system, thereof
they were encouraged to take less risks and to comply with prudent regulations; this risk-
based insurance premium tariff has made the deposit insurance system more effective. It is
important that the information concerning deposit and depositors is complete in protecting
the rights of savers.

The importance of a sound public finance structure has become clear in overcoming the
crisis. Fiscal discipline and low public borrowing requirements have provided assignment of
public resources required by the settlement and on the other hand prevented the
augmentation of public reactions and enable the success of policy implementation.

Administrative and financial autonomy BRSA has enabled the restructuring process to be
conducted effectively. BRSA has enabled fast action taking without bureaucratic obstacles in
coordination with sector representatives during the decision process. The importance of
conducting effective surveillance and supervision activities by an institution
administratively and financially autonomous and having broad authority for financial
stability has became prominent. The scope and effectiveness of supervisory activities
increased and the data processing supervision was initiated. Lessons have been learnt for
building risk management approach in accordance with international banking regulations
and adopting ethical banking principles and establishment of more effective surveillance
and supervision mechanism. The effectiveness of internal audit, internal control and risk
management systems have gained importance.

Self regulatory bodies providing the professional discipline such as Banks Association of
Turkey (BAT), Association of Capital Market Intermediary Institutions of Turkey (ACMII),
Association of Risk Managers and association of corporate investor managers have grew in
importance. These institutions conducting activities more effectively and renewing their
organizational structures have empowered the market discipline.

The crises experienced have raised importance of the accountability of the shareholders
within the financial system. Regulations and implementations were brought to increase the
accountability of shareholders within the system such as; financial institution owners, bank
managers and workers, political authority, public officials, professional associations and
independent audit institutions, and shareholders have taken important lessons from crisis
periods. These lessons are of vital importance to prevent similar crises. Necessary
regulations to increase the accountability would be brought in the following period, present
deficiencies would be remedied and all parties would be encouraged to do so. Recently, the
appropriateness of activities of supervisory institutions within the system such as BRSA and
CMB has been audited and the results announced to public. The examples of bankruptcy
occurred in our country and abroad have made it clear that the independent audit
institutions cannot always fulfill the expectations and that there are problems concerning
the accuracy of information in the reports announced to public. A lesson learnt from crisis
in our country is that the audit standards concerning these institutions should be increased
with regulations brought and that the function of enlightening the public should be fulfilled
efficiently. The activities in this field would be maintained in the following period.

Products and services in the financial system are developing and getting complicated. Within
this period, it is banks’ and supervisory authorities’ mission to make sure that bank
customers takes their decisions with complete and accurate knowledge. Informing the
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consumers about products and services should be accurate and complete. To evaluate the
consumer complaints, banks and units formed within the BRSA and BAT shall work in
coordination; the studies in this field shall continue increasingly.

Transparency and neutrality provided in all applications have helped the Turkey
experience to success. To the countries willing to conduct similar policies, it is suggested to
detect the real conditions of banks and make them announce to public, to publish periodical
financial reports and to release publications to inform public about the ongoing program. In
general, during a crisis period, the lack of information and the gossips prevents the healthy
operation of financial markets. This is why recently, BRSA published the detailed data
concerning banking sector on daily, weekly and monthly basis and made sure that the real
information was used by those who were concerned and so helped provide transparency. It
is important to provide complete and actual knowledge about all financial instruments used
in banking. Especially data set concerning components becoming more and more important
in banks’ balance sheets should be complete and accurate, which will increase the efficiency
of surveillance and supervision.

Equal treatment of all banks and not favoring any bank during the process has helped banks
adopt the rules. The triple audit conducted within the process of re-structuring was qualified
as a stress test for the sector and was an important experience for transparency of banks’
balance sheets.

To prevent the reoccurrence of crises, the financial and operational re-structuring of
banks is important. When the problems occurring in the financial structure of banks
become systematic, they become an important factor for formation of crisis environment.
This is why these problems must be intervened in time, sufficiently and appropriately to
overcome crisis. In case of securities forming risk for FX open position or balance sheet
within the banking system, the public authority shall make security exchanges as to reflect
market conditions, if necessary, to prevent the augmentation of problems within the
financial sector. With these preventions the speculations within the sector may be reduced.
The crises occurred have put the importance of protecting the rights of depositors but also
the rights of small investors supplying resource to banks and regulations have been brought
in this area.

In the Turkish banking sector, the exchange rate risk carried by private banks because of
their open positions, the own funds of public banks melted because of their duty losses and
their high needs of daily liquidity were effective in the formation of the crisis. As well, fast
policies made especially to resolve the problems of these banks were effective in getting
through of the crisis. Public and private banks were made strong financially with several
capital increase policies, the duty losses of public banks were liquidated, legal regulations
were brought to prevent the formation of new duty losses, the number of branch and
personnel of these banks were made rational and private banks were made work in a similar
structure under the market discipline.

To resolve the SDIF banks rapidly and effectively, a new organizational structure was
brought to the SDIF and the non-performing loans, subsidiaries and real estate’s were
settled under this structure. It is seen that flexible organizational structures were
increasing the success of the settlement.
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The soundness of activities conducted by Turkish banks by their subsidiaries, branches and
representative offices abroad is affecting closely the stability and credibility of financial
systems of both our country and the other hosting countries. Within this context, it is
important to form an international corporate framework to access the accurate information
about these activities for evaluating, regulating and supervising the foreign activities and
their liaisons with the main institution and facilitate the coordination between countries
concerning supervision and surveillance.

Regulations brought to restrain the FX borrowing of economic units without FX incomes
have prevented this sector from carrying open positions and accordingly, problems faced by
Central and Eastern Europe countries nowadays did not appear in our country.

In good times when the appetite for risk increases and the expectations improve, the
surveillance and supervision activities must be tightened. And during bad times, the
regulatory framework must be loosened. Hereby, in vivid periods of the economies, savings
are built up due to tight regulations while in crisis periods savings are slowly cleared and
legislation is loosened up. Thus, in periods during which expectations deteriorate, problems
may be reduced by loosening up rules.

Due to the strong connection between the real sector and the banking sector, problems
occurring in one, cause the problems in the other simultaneously. In case of Turkey, the exit
from the crisis began with the reforms in banking sector, which provided a fast recovery in
the real sector. The problems in the real sector were considered as results, instead of causes.
Hence the reforming process started from the financial sector. Furthermore, developing
policies considering interaction between the real sector and banking sector and voluntary
compliance of agents played a significant role in the success of the program. It is important
to develop simultaneous measures for problems occurring in the banking sector and real
sector. Within this context the Istanbul Approach and Anatolian Approach were
implemented successfully.

As mentioned above, important lessons were taken from the crises of November 2000 and
February 2001. As a matter of fact, the reflections of these lessons can be seen in the
Banking Law number 5411 dated November 1st, 2005 and its implementations. By this
means, the scope of the regulation has expanded and the efficiency of the supervision
increased. Another step in intrinsically implementing and expanding the lessons taken from
these crises has been the BRSA Strategic Plan 2010-2012. Strategic Plan prepared with a
focus on financial stability has emphasized the augmentation of national and international
cooperation and information sharing. As a matter of fact, the success of fight against
economic crises depends on appropriate policies developed with collaboration of all
countries and not with individual struggle.
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