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RECENT BANKING REFORMS
IN SELECTED OIC COUNTRIES

Muratilkin®

The banking sector in Indonesia, Malaysia, Turkeyl &azakhstan was
severely affected by the financial crises that ¢hosuntries experienced in
the last decade. The macroeconomic instability edusy the said crises
showed that a sound banking sector is a prerequigit a stable financial
system and a pivotal factor for sustainable ecomomgrowth and

development. The reforms undertaken by those cmsngince the crises
have focused on rehabilitating the banking seattnich led to a significant
improvement in its performance. The reforms in tha@suntries increased
prudential regulations aimed at finding lastingusimins to the reoccurrence
of such crises. This paper discusses the recerkinzameforms in each

country and investigates that sector's performabge analysing some
relevant indicators.

1. INTRODUCTION

It is difficult for a country to attain economic\ddopment at the desired
levels without a sound banking sector. In many tgreg countries,
including some of the OIC members, weaknesseserb#mking sector
have led to serious problems in the financial miarkend economies.
International institutions such as the Internatidvianetary Fund (IMF)
and the Bank for International Settlements (BI®yphn important role
in setting parameters and standards for the bardantpr which include
common international practices aimed at promotihg sector and
enhancing its efficiency. Recently, banking refonmsmany countries
have focused on the efficiency of the banking getttmugh following
guidelines based on the recommendations and peliode by
international organisations, including the two nemed above.
International financial standards have become anoempractice in the
global marketplace. Any country that aspires toteasnable economic
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and social development must adhere to those s@mdfait is to attract
capital and keep it within its borders.

In the case of the OIC countries, some have suktdlyss
implemented international rules and regulationstgi@ng to the
banking sector. Yet, more efforts are still reqditey some others in
order to achieve an adequate level of progres$is direction. This
paper aims to give an overview of the recent bampkieforms in
Indonesia, Malaysia, Turkey and Kazakhstan and sitigyates the
performance of the banking sector in each of tHarfact, each of those
countries faces its own challenges as its bankaujos is affected by
different factors and reasons. In the case of Iedi@nand Malaysia, for
instance, the Asian crises of 1997/1998 had a prafadverse impact
not just on them but on the whole region as weliz&khstan adopted
international standards after its independence 9811 However, in
1998, the Russian crises negatively affected theleviegion’s banking
sectors, particularly in the Newly Independent QGdaa (NIS) in
Central Asia, which became vulnerable to extermalcks. In Turkey,
several crises occurred, the most recent beind@@1 2which severely
impacted the banking sector. However, the bankystesn has recently
been undergoing rapid changes as a result of thmkirga reform
programme adopted by the Government in 2001.

The paper is organised as followSection 2 discusses the
developments that led to the weakening of the anlgystem in
Indonesia following the Asian crisis and the pregrenade so far in
restructuring the banking sector. Section 3 ingas$és the steps taken in
the banking sector reform process in Malaysia ahd tecent
developments in the sector. Section 4 discussesrdbent banking
restructuring efforts in the Turkish banking sectord analyses its
performance over the recent years. Section 5 revibe reforms made
and the current restructuring efforts in the baglsactor of Kazakhstan.
Section 6 concludes the paper.

2. INDONES A
2.1. The Banking Sector and the Initial Responseto the Crisis

Following the implementation of extensive bank rafe in October
1988, the banking industry grew rapidly in terms miimber of
commercial banks as well as total assets (Batursangg.4).
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Accordingly, the number of banks increased from 11989 to 240 in
1994 (Table 1). In 1997, as it experienced a fir@rmarisis, Indonesia’s
banking sector suffered the most damage. Measakes tprior to 1997
were not enough to restore confidence in the bankiystem which
deteriorated as a result of weak corporate govemanpoor
management, large exposure to foreign currencysl@ard high Non-
Performing Loans (NPL) (state banks) in the 199fiergo the 1997
Asian financial crises.

Table 1: Number of Banks

1989 | 1991 | 1992 | 1993 | 1994 | 1995 | 1997
Commercial banks 111 192 208 234 240 240 222
State bank 7 7 7 7 7 7
Regional development ban 27 27 27 27 27 27
Private bank 12¢ 144 161 16€ 165 144
Joint& foreign bank 1C 10 10 10 10 44

Source: Bank Indonesia, http://www.bi.go.id.

Following the crisis, the government embarked omwa programme
in November 1997 and, in the same month, Bank lasian(Bl) bailed
out systematically several important banks. It veaped that closing
these insolvent banks would demonstrate commitnenprudential
regulations, boost confidence in the banking sysaechend the shift of
deposits to state and foreign banks. However, sthl efforts to deal
with the banking crisis actually deepened it asiolp these banks did
not bring about the desired effects.

Up to December 1997, BI's funds support to banksptevent
insolvency accounted for 10.1 percent of GDP (Bangyar, p.9).
Deposit outflows continued throughout December 19flidanced
largely by BI liquidity support (Scott, 2002, p.10fyaced with the
threat of a collapse in its banking system in edr®®8, Indonesia
signed the second agreement with the IMF on 15 algni998.
Consequently, on 27 January 1998, the governmeneds a blanket
guarantee to prevent a further slide and maintaislip confidence in
the banking system. The blanket guarantee covelledoenmercial
banks’ liabilities (rupiah and foreign currency)nciuding both
depositors and creditdrs

! The replacement of the blanket guarantee witmantial safety net began in April
2005.
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The Indonesian Bank Restructuring Agency (IBRA) watablished
on 26 January 1998 to execute the operations obldrket guarantee,
take over and rehabilitate ailing banks and marnhgenon-performing
assets of those banks (Siregar R. Y., p.10). THAIBvas assigned to
restructure the banks taken over by Bl and recewel manage their
assets through a specialised Asset Management(AKiU). Most of
the banks’ liabilities were transferred to stat@ksawhile their assets
were transferred to the state-owned IBRA which fiemed for 5 years
until February 2004.

The IBRA managed to act swiftly in accelerating dade of these
assets. However, despite these restructuring gffoyt the end of 1998,
little progress was achieved to improve the detatiog economy. The
large-scale defaults by corporate borrowers andememl loss of
confidence in the banking system resulted in toonynaank
insolvencies. It became apparent that closing #rk® was not an ideal
solution to restore the Indonesian banking system.

2.2. Banking and Cor por ate Restructuring in the Post-crisis Period

As part of its programme to restore health to taekis, the Indonesian
government recapitalised insolvent banks and meogediosed the rest
of them (Fane and MclLeod, 2001, p.3-Bgfore the recapitalisation
programme was initiated, at the onset of the criselte 1997, the
government increased the minimum Capital AdequaeyioR(CAR)
from 8 percent to 9 percent (Fane and McLeod, 2001, Although it
was scheduled to be increased incrementally to drizept over the
following 4 years, it was instead reduced to 4 eetén February 1999
to reduce the amount of new equity needed to redega the banks and
with the understanding that it would increase later During the said
period, the government also temporarily lowered tlapital
requirements of banks in order to facilitate itakiag restructuring.

All the 7 state banks were recapitalised and 4heft merged to
form Bank Mandiri which became the largest bankndonesia with
deposits accounting for 30 percent of the totalodép in the banking
system (Fane and McLeod, 2001, p.4).

By using the ‘fit and proper’ test that categoribasks according to
their CAR, the government planned to recapitaliep&rcent of the
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required fund for banks, which were weak but provedbe viable

through the review of the rehabilitation programmiesr this purpose,
IBRA had the BI liquidity support in the form of eity capital or

subordinated loans (Nam, 1999, p.28he banks scheduled for
recapitalisation included some of the largest pei@anks, including the
relatively healthy Bank International Indonesia IjBIBank Bali and

Bank Lippo.

AMU was set up under the IBRA with the purpose aéntifying
unsound banks, re-capitalising banks that haveemaate capital, and
purchasing NPLs from state banks as well as clasedestructured
banks. During 2003, IBRA sold approximately USD#ion of NPLs
(PricewaterhouseCoopers, p.7). In total, IBRA rered USD 8.3
billion from a total nominal amount of approximat&)SD 29 billion of
bad loans transferred to it. This represented avery rate of around 29
percent.

Moreover, the Jakarta Initiative Task Force (JIW&s established
in September 1998 as a state-funded agency toveesmrporate
credits from foreign banks. Similar to the IBRAs inandate was to
restructure the failed banking system, as many doamned bad
following the rupiah’s massive depreciation. Iniga 182 firms
applied for help under the Jakarta Initiative. Byde€l999, however,
JITF debt workout agreements reached only USD 1lil8orh
Although applications did not increase much un$ilaperations ended
in December 2003, significant progress was madénguthe time
span of JITF. In 2002, the JITF met its targetdebt restructurings,
and by end of the year, the cumulative total farRImediated debt
reaching the Memorandum of Understanding (MOU) estagounted
to USD 18.9 billion, representing the debt of 8Gnpanies (IMF,
2003, p.9). Having handed over a total of 102 casmsh USD 26.9
billion in debts, the JITF managed to restructuec@ses worth USD
20.5 billion, or close to 80 percent of the totalue (Wijaksana, 2003,

p.1).

In December 2003, the Sorak Consortium acquiredl gpércent
stake in Bll from IBRA (BIl, 2003, p.14). The sabé Bank Lippo took
place shortly after the completion of the majodiyestment of the bank
in early 2004, which was postponed earlier due nacueptable low
bids. A state-owned asset management company, RiUsdPman
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Pengelola Aset (PPA) was established to sell thesaining NPLs and
equity stakes.

Today, banks are still the dominant institutions tbé financial
sector in Indonesia. Most corporations own banks pay an important
role in the development and economic recovery & tountry’s
corporate sector. On the other hand, following tresis, and to
strengthen the financial sector, Bl made encoutpginides in risk-
based supervision and the upgrading of bankinglagguas in line with
international standards and introduced new assessification rules.
Furthermore, recent management changes at top-cstaed banks,
which continued to be the main source of fragility the financial
system, are expected to help improve governance.

A business plan for Bank Mandiri was devised in £208s the
irregularities at BNI surfaced, serious control Wwessses were revealed
in the bank’s operations. As a result, more emphass given to
internal controls along with management changesaddress these
weaknesses.

2.3. Progress and Future Prospects

So far, banking restructuring efforts had the corabieffect of reducing
the number of banks in the system. At the end &91%at number
amounted to 164 compared to 133 at the end of Z08Mle 2). That

drop resulted from the suspension of 38 privatkd®amd the closure of
2 joint-venture banks (Bl, 1999, p.67-68). It alszsulted from the
mergers of 4 state banks, 2 private national bamkstwo commercial
banks (formerly joint-venture banks) together viltle establishment of
2 new state banks. In 2000, the falling trend ie thumber of

commercial banks continued with the merger of @te&ver banks with
Bank Danamon, the closure of 3 private domestik®amd the merger
of 2 joint-venture banks (BI, 2000, p.102). In feriod 2002-2003, the
number of banks declined from 141 to 138 becaus&n®s were closed,
2 private banks were merged and 1 foreign bank sesup. More

recently, in 2004, 2 banks were closed, 1 bank iiodk self-liquidation

and 3 banks merged, which brought the number to 133
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Table 2: Number of Banks, 1998-2004

1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
Commercial banks 208 164 151 145 141 138 133
State banks 7 5 5 5 f 5 b
Regional development banks 27 a7 26 26 26 26 26
Private banks 130 92 81 80 7\ 72 12
Joint & foreign banks 44 40 39 34 34 31 31

Source: Bank Indonesia, http://www.bi.go.id.

The banking sector showed signs of improvemenbovoig the
restructuring of banks after the crisis. In the iqubr 1998-1999,
significant achievements were made with respecimproving NPL,
increasing CAR and the banks’ intermediary functibnrecent years,
further progress was achieved in improving NPL. NNMRL as a
percentage of total loans fell from 5.8 percen2@®0 to 2.1 percent in
2002 before increasing slightly to 2.8 percent @042 Loan loss
reserves as a percentage of compromised assetdedcet.4 percent in
2003 compared to 36.1 percent in 2000 (Table 3).th@nother hand,
CAR turned positive in the period 1999-2000 ancthea 23.8 percent
in 2004. After falling from 72.4 percent in 199826.2 percent in 1999,
loan to deposit ratio steadily increased to 4312¢m in 2003 (Table 3).

In 2004, the intermediary functions of the bankevetd a descending
trend.

Table 3: Leading Banking I ndicators (%)

1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
Loan to Deposit Ratio (LDR) 72.4 26/233.2| 33.0| 38.4| 43.2] 40.1
CAR -15.7| -8.1| 12.5| 20.5| 23.0| 19.3| 23.8
NPL-gross (% of total loans) 48/6 32.88.8| 12.1| 8.1| 8.2| 8.2
NPL-net (% of total loans) 34.7 713 58| 36| 21| 3.0/ 28
Loan-loss reserves/compromised assets 36.1| 35.5| 35.9| 43.4| 429

Source: http://www.bi.go.id and Global Financighl$tity Report (GSFR).
Note: 2004: June.

On the other hand, the divestment of state bardggepla key role in
enhancing the efficiency of state-owed enterpréses exposing them to
greater competition. In this context, it constitugn integral component
of the government’'s privatisation programme aimed reducing
concentration in the financial sector. The wholecgsss of divestment of
71 percent of Bank Permata’s shares was complst&PA divested 20
percent of its shares in December 2004 after rewpithe proceeds of
the sale of 51 percent of Bank Permata’s shares fie IBRA (PPA
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Web Site). As a result, all banks taken over durihg crisis were
returned to private ownership (IMF, 2005d, p.2)eTdovernment also
divested part of its remaining shares in Bank Dayrasnd Bank Niaga
in late 2004 which reduced its share in those hanks

The Indonesian Banking Architecture (API) was idtroed in early
2004 with a view to enhancing the soundness anehgtn of the
national banking industry. As part of API, Bl isaait to launch a
programme to increase the banks’ capital and fosgesater
consolidation in the sector. Thus, more attentias fbeen given to
ensuring that mergers in the sector lead to crgagound and strong
banks later on. Further progress is likely to tpleze as Bl continues to
implement its strategies in this direction. Eveiiyyghe consolidation
process will prepare the banks for the challendgeth® new century,
which require meeting international standards assgibed by the
leading international financial institutions.

3. MALAYSIA
3.1. Banking Reform Initiativesin the Aftermath of the Crisis

In 1997, although the banking system had onlytke lforeign currency
exposure, a massive accumulation of outstandingedtiencredits in the
system with a heavy exposure to the property segetsined the financial
sector to crises. Non-performing loans (NPLs) alswreased
significantly in the same period. Following thesii reform initiatives
started in 1998 with the establishment of threditint®ns, namely
Danaharta, Danamodal and the Corporate Debt Réasting

Committee (CDRC). In addition to these bad debtiogr out and

recapitalisation schemes, Bank Malaysia Negara (BNide central

bank, embarked on an ambitious programme for fieamxmnpanies and
banks which aimed at reducing the number of banitk & view to

improving their competitiveness. The banking mergeogramme,

which was announced by the BNM on 29 July 1999 sobdated the
country’s existing financial institutions into 1@rking groups. The first
round of bank consolidation was initiated in 200%ew BNM imposed a
USD 526 million capitalisation requirement on banks

Danaharta was established in June 1998 to purcN&de from
banking institutions and maximise the recovery gahi those assets.
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Financial institutions seeking recapitalisation niroDanaharta were
required to sell their NPL in excess of 10 peraantotal loans to this
institution as a precondition. By mid-1999, Danahacquired almost
40 percent of all NPL in the banking sector.

Most of the NPLs belonged to companies involvedanstruction,
property development and share financing sectorspgrty sector
(29.9 percent), purchase of shares (16.9 perci@mdcing, insurance
and business services (15 percent) and manufagt(ti®.1 percent)
(ASLAM, 2004, p.88). About 67.1 percent of them wam the form of
restructured loans, of which 21.2 percent had mibin one-year
maturity and 11.7 percent below one year. The miagorowers were
private limited companies (59 percent), followedduoted companies
(15 percent), non-residents (19 percent) and rasd@ percent). With
regard to collateral, property constituted aboutp&rcent, shares 20
percent and unsecured portfolios 37 percent.

The money recouped amounted to about 5 percetteofotal NPL
property portfolio (ASLAM, 2004, pp. 88-89). Danateahad problems
selling off the other 95 percent of its propertydings because these
properties were being tendered at prices that weoasidered
unattractive. In some cases, the properties betbngeuncooperative
borrowers, making the sale difficult, as Danahdithnot have physical
control of the properties. The third method thanBerta used to raise
funds was by issuing bonds in exchange for NPLsiabarta issued 15
government-guaranteed bonds between 20 Novembe8 a9@ 31
March 2000. The maturity dates of two of those lsowdre in 2003, 10
in 2004 and 3 in 2005. Since the Danaharta bohdsyjority of which
are believed to be held by the EPF and banks, en@cupon bonds,
interest payments need not be made to the finamstiutions that hold
them.

At the end of 2000, less than USD 10 billion ofiear assets were
restructured or disposed of with an average regonage of 74 percent.
In this context, loans acquired and managed by Bema within the
resolution process included various workout proegssuch as loan
structuring, settlement and special administratmmviable loans, and
sales of collateral and businesses, foreclosumsgdation, and special
administration via a bid process for non-viablesne
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Danamodal was established in 1998 to recapitabsely capitalised
institutions whose capital adequacy ratio fell befbpercent. It injected
a total of USD 1.6 billion into ten banking institns which increased
the banking system’s Risk Weighted Capital RatioVER). By
December 2001, Danamodal’s capital injection int® financial
institutions (5 commercial banks, 2 merchant baaksl 3 finance
companies) was initially in the form of 7.5 perceBkxchangeable
Subordinated Capital Loans (ESCLs), which were #dised through
conditional agreements (ASLAM, 2004, p.90).

On the other hand, at the end of 2000, applicatieteived and
accepted by the CDRC amounted to USD 10 billion. tkdse, 42
applications (including those with the assistant®anaharta), with a
value of USD 7.2 billion (almost 70 percent of delacepted by the
CDRC) were resolved while 21 others, accountingniarly 20 percent
of the debts, were withdrawn or rejected (TableB4)the end of 2001,
the CDRC resolved 33 cases, 20 of which were invest holding
companies, 7 were in property and construction,n5finance and
services and 1 in manufacturing (ASLAM, 2004, p.8d)e Committee
resolved 11 cases in the year 2001 (BNM, 2001,0).10uring its four
years of operation, which ended on 15 August 2002, CDRC
successfully resolved 48 cases (BNM, 2002, p.115).

Table 4: Progress of CDRC Cases, End of Period
(Accumulative)

1998 1999 2000 2001 2002
Applications Received 36 66 75 75 87
Withdrawn/Rejected Cases - 15 21 21 24
Transferred to Danahart - 8 9 9 11
Total Cases Resolved 2 15 33 44 44
Cases Outstanding 34 28 12 1 0

Source: http://www.bnm.gov.my and BNM annual rep@®01 and 2002.
Note: In 1999, 2 cases were resolved with the @sgie of Danaharta.

By 2001, important initiatives were taken in Malay® enhance the
soundness of the financial system in addition ® éistablishment of
Danaharta, Danamodal and the CDRC and the completithe merger
programme. The BNM required banks to establishrmatesystems to
manage risks, including cross-border transactiokkreover, the
BNM’'s move towards risk-based and consolidated miigien
contributed to the efforts to enhance the soundmésthe financial
system. Risk-based supervision allowed the BNMotu$ its resources
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on the most critical areas in the individual ingtidns as well as on the
satisfaction of risk areas across the financiatasecThese financial
innovations were expected to play an important radethe merger
programme was completed with the new banking groogsoming
larger, more complex and engaging in more varietivides (IMF,
2001, p.80).

In March 2001, the Financial Sector Master PlanMPP was
launched with a view to helping the developmenthef financial sector
over a period of 10 years by implementing 119 reoemdations
through a change programme. Over a three-stagedpete first of
which ended in 2004, the FSMP envisages to increasgetitiveness
in the financial sector. Overall, these efforts ar&nded to create a
more resilient and competitive financial sectocjuding banks.

3.2. Recent Progress and Future Prospects

Measures taken to rehabilitate the banking seatothe post-crisis

period increased incentives for the banks to meAge.a result, the

number of depository banks fell from 89 in 199&tbin 1998. At the

end of 2004, the depository financial instituti@mounted to 39 (Table
5). Out of these, 23 were commercial banks, 6 fieazompanies and 10
merchant banks. Compared to 1996, the number ofmenial banks

and finance companies fell sharply whereas no feigimt decline in the

number of merchant banks took place in the saidger

Table 5: Number of Depository Banks, 1996-2004
1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004

Commercial banks 37 35 34 33 31 25 24 P3 P3
Finance companies 40 39 3B 23 20 12 11 11 6
Merchant banks 12 12 12 12 12 10 10 10 10
Total 89 86 80 68 62 47 45 44 39

Source: Bank Malaysia Negara, http://www.bnm.gov.my
Note: Excluding Islamic banks.

Compared to the initial years of the reform progmaen Malaysia’s
banking soundness improved greatly as clearly atdat by the primary
indicators in the sector. Malaysia benefited fromvedl-developed legal
and institutional framework and made a considergimegress, as
measured by the NPL to total loans ratio and thataiaratios. The
RWCR in the banking system increased from 12.5qmern 2000 to
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13.2 percent in 2002 (Table 6). In 2003 and 2004t tatio accounted
for 13.8 percent and 14.3 percent, respectively.

Table 6: Capital Ratios (%), 1997-2004

Risk-Weighted Capital Ratio (RWCR

1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
Banking system 10.5 11.8 126 12/5 130 18.2 13.84.3]
Commercial banks 10.3 11,y 12)8 1213 128 13.2 14.04.3
Finance companies 10.8 111 10,8 115 11 12.0 6 1110.5
Merchant banks 133 152 14p 17]11 19.6 19.0 19.22.9 ]

Capital Adequacy Ratio (CAR)

Banking system 9.1 8.7 101 1ofr 1141 111 111 311,
Commercial banks 9.0 8.9 106 10/8 1130 11.2 11.31.3]
Finance companies 8.5 7.2 7.8 8.8 9|8 9.1 8.9 y.5
Merchant banks 114 113 121 14/6 163 16.8 17.20.4 ]

Source: Bank Malaysia Negara, http://www.bnm.gov.my

The Capital Adequacy Ratio (CAR) in the bankingtsgsincreased
from 8.7 percent in 1998 to 11.1 percent in 200Qdt, did not change
much since then (Table 6). During the period 199342 both RWCR
and CAR were above the international standard leve8 percerﬁ
Further increases in those levels during the pe2iodi3-2004 confirm
the banks’ commitment to become more competitivefdoe the
challenges of the 21century. However, in 2004, the CAR of finance
institutions was below 8 percent (Table 6). In castt their RWCR
remained above that level although it fell by letgent to 10.5 percent
in the same year.

Table 7: L oan to Deposit Ratio (%), 1997-2004

1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
Commercial banks 91.9 929 83]8 836 881 8r.0 §281.2
Finance companies 955 87/8 825 90.6 109.2 111%.21 123.9
Merchant banks 87.4 8483 72Pp 70j11 546 51.3 37.63.0
Source: Bank Malaysia Negara, http://www.bnm.gov.my

On the other hand, the loan to deposit ratio wabdst in finance
companies in 2004 with 123.9 percent (Table 7)cdntrast, the same
ratio in the commercial and merchant banks accouftte81.2 percent
and 33 percent respectively. It is observed fronbldar that the
intermediary function of finance companies was i§icemtly recovered
in the period 2001-2004, whereas it weakened incttramercial and
merchant banks in the said period.

% Basel | requirement.
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It is also observed from Table 8 that the bankiystesn’s ratio of
NPL to total loans declined in the period 2001-2004ile the ratio of
total provisions to NPL increased substantiallfhia same period. This
shows the rapid progress made in disposing of NRLthe system in
recent years.

Table 8: Non-Performing Loans (% of Total Loans) and
Total Provisions (% of NPL) «, 1996-2004
Non-Performing L oans (% of Total L oans)
1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004

Banking system 3.7 4.1 8.1 6.4 6.8 8J1 715 g.8 .9

Commercial banks 3.6 3.2 6.7 5.5 54 714 6.9 6.4 5 b

Finance companies 4.7 6.5 11,7 816 8.5 8.5 /.6 7.Z.7

Merchant banks 1.7 35 108 12{3 137 217 209 917168
Total Provisions (% of NPL)

Banking system 96.6§ 1514 1488 206.1 199.2 18874.3 213.1] 224.4

Commercial banks 98.4 2547 163.1 199.6 206.5 1p230.6| 211.0 233.

Finance companies 88.2 132.8 125.0 236.5 186.2 618180.0| 221. 171.}

Merchant banks 156.p 226j7 139.6 16B8.5 1§2.3 1B170.1| 207.4 223.

Source: Bank Malaysia Negara, http://www.bnm.gov.my

* The ratios in the table are based on a 6-mondssification for the period
1998-2004.

In 2004, total provisions as a percentage of NPL weghest in
commercial banks (Table 8). Moreover, it is obsdrfrem Table 8 that
provisioning increased substantially in the pe2003-2004.

However, despite the greater performance exhitiiiethe banks in
2004 compared to previous years and the continwsdnitment to
reform, a full recovery has not yet been achiev@dnsequently, as
these banks will face international competitivenéissy need to ensure
that capacity building measures are fully met asgnibed in the first
phase of the FSMP. This will strengthen the capgwf those banks to
promote economic growth through their operations.

4. TURKEY
4.1. Restructuring of the Banking Sector
As a result of the liberalisation policies of thenking sector undertaken

by the Turkish government during the 1980s, the lmemof commercial
banks (depository banks) in Turkey increased frdmn31980 to 54 in
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1990 (Table 9). Despite these positive achieveméimseconomic and
financial crises in 1994 and 2001, which occurredaaresult of a
currency and liquidity crisis, revealed that thekag sector was highly
fragile. The Banking Regulation and Supervisory #age (BRSA),

which was established in 1999 with the aim of iasieg the efficiency
of surveillance and supervision over banks, intoedlithe “Banking
Sector Restructuring Programme” in May 2001 to eddr the

weaknesses in the sector. Recapitalising the bgns@&ctor, resolving
non-performing loans (NPL), limiting foreign exclggnopen positions
of the banks and encouraging bank mergers werendie components
of the programme. The programme also aimed at impgo the

regulatory and supervisory framework and competitio the sector.
Consequently, with the implementation of this pesgme, the number
of banks started to decline in the aftermath ofdhsis. In the period
2001-2004, the total number of commercial bankk ffem 46 to 35

(Table 9).

Table 9: Total Number of Commer cial Banks

1980 | 1990 | 1997 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
Total Commercial 31 54 59 62 61 46 40 36 35
State-owned banks 8 1 4 4 A B 3 3 3
Private banks 19 25| 38 31 28 22 20 18 18
SDIF* banks - - 8 11 6 2 2 1
Foreign banks 4 22 17 19 18 1p 15 13 |3

Source: BAT 2000, 2003 and 2005.
(*) The Savings Deposit Insurance Fund.

The “Banking Sector Restructuring Programme” aints tlae
financial and operational restructuring of stateksawith the ultimate
goal of privatisation. Prior to the crisis in 20@he financial conditions
of the state banks had deteriorated due to mouwchirtg losses, which
became a major source of public deficit. Thosedssscreased from 8.5
percent of GDP to 11.5 percent of GDP in the twarygeriod of 1999-
2000. At the end of 2000, duty losses of state baalsing from
subsidised lending amounted to USD 21 billion or@dgcent of the
balance sheet (OECD, 2001, p.7). With the CountilMiisters’
decision dated 30 April 2001, the decrees on thstaading duty losses
of state banks were annulled and completely elitashas of the end of
June by extending cash and bills. Overall, cajpitg@ctions as well as
the increased share of Treasury papers that cary dsk weight
contributed to the strengthening of the capitalucttire and capital
adequacy.
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As regards their operational restructuring, the age@ment of the
state banks (Ziraat, Halk and Emlak) was transferre a newly
appointed Joint Board of Directors, which was gednthe authority of
restructuring and preparing them for privatisati®he banking licence
of one of those banks (Emlak) was revoked on 9 2091 and its
banking assets and liabilities transferred to agothiate bank (Ziraat).
In 2003, the total branches of the state bankstaechumber of their
personnel declined to 1,971 and 37,994 respect(&M, 2003, p.1).

During 1997-2004, 21 banks were taken over by thergs Deposit
Insurance Fund (SDIF), all of which were taken 9802 (Table 10).
Those banks were expeditiously resolved througlgeressale or direct
liquidation. By the end of 2004, only one bank, eammarbank, which
was taken over in 2003, remained under the coofritle SDIF.

Table 10: Resolution Process of the SDIF Banks

1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | Total
No. of banks taken ove 1] 1 6 3 3 L L 0 21
No. of merged banks - - - - 7 5 ] 13
No. of sold banks - - - - 3 2 0 5
No. of banks under - - - - - 1 1 0 2
liquidation process
No. of fund banks 1 2 8 11 9 2 2 1 1

Source: BRSA (2005) and SDIF (2005).

At the end of 2000, the total number of banks takeer by the
SDIF increased to 11. In 2001, 8 more bdnksre taken over by the
Fund. In the same year, 5 bahkeerged with another (Stimerbank),
which was sold along with 2 other banks (Demirbankl Sitebank) in
2002. Also in 2001, 2 other banks (Interbank anblaBk) merged with
another (Etibank) which, along with 4 other barkerged with another
bank (Bayindir) under the management of the Furg®d®. In 2004, the
number of banks under the control of the Fund \edsiced to one, as a
bank (Pamukbank) was transferred to a state baak)kvhich is not
managed by the Fund.

With the introduction of the floating exchange rategime in
February 2001, the foreign exchange losses of tBdF Sbanks
significantly increased due to their high open poss. The total public

% Ulusal Bankiktisat Bankasi, Bayindirbank, EGS Bank, Kentbardejsbank, Milli
Aydin Bankasi, Sitebank and Toprakbank.
4 Bank Kapital, Egebank, Yurtbank, ¥&abank and Ulusal Bank.
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debt stock arising from the state and SDIF bankshed USD 43.6
billion by May 14, 2001. Out of this amount, USD A#lion were paid
by the Treasury with government securities to elete duty losses of
state banks and USD 2.3 billion were capital inggx (cash and non-
cash). The remaining USD 21.7 billion were transférto the SDIF.
Out of this amount, USD 17 billion were undertakanthe Treasury
and the remaining USD 4.7 billion by the privatetee (BRSA, 2003,

p.0).

The SDIF banks financed an important portion ofirthessets
through very short-term funds. In order to accetertheir resolution
process, the banks under the Fund went through naprehensive
restructuring process. Accordingly, their shortetiabilities were
liquidated. The banks taken over by the SDIF wexgitalised directly
by the government within the restructuring procedsch began in
2000. The SDIF pays back interest on governmenirges granted by
the Treasury. The foreign exchange, deposit and liepilities of the
SDIF banks were transferred to the Central Bankhef Republic of
Turkey (CBRT), 2 State banks (Halk and Ziraat) gnidate banks in
exchange for government securities, the principdliaterest instalment
of which accrue on behalf of the SDIF. Thus, altjiothe principal sum
of the government securities granted by the Tregasarthe SDIF
amounts to USD 17.3 billion and despite repaymethis,total debt of
the SDIF to the Treasury as of 31 July 2003 in@da® USD 28.2
billion.

Receivables under follow-up of the SDIF banks weaasferred to
the Fund’s Collection Department to ensure efficiemm their follow-up
and collections. Besides, insurance premiums dekeérom private
banks by the SDIF, which make up a considerablégroof the SDIF
income, were allocated to finance the resolution tlddse banks.
Accordingly, the intervened banks were taken owethe Fund which
became, in effect, a public asset management ageficy SDIF
completed its first loan sale with a face valu&J&D 250 million by the
end of June 2003.°lintends to complete the bulk of asset recoveries
before end-2007 (IMF, 2005e, p.13). The Fund esém#hat it will be
able to recover about USD 6.2 billion. The SDIF kmshowed signs of

® The SDIF was transformed into a separate legatyeas BRSA’s administrative
power on the Fund was revoked on 26 December 29@2bNo. 5020.
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improvement under the bank restructuring prograrimike first quarter
of 2003 as their CAR turned into positive, reachigl percent.

On the other hand, the “Banking Sector RestruafuRrogramme”
aimed at strengthening the financial structure rofgte banksCapital
support was extended to private banks within tteeméwork of this
Programme under a separate programme known as taCapi
Strengthening Programme”. In line with the Programimportant steps
were taken toward strengthening the capital basthefprivate banks
with their own resources.

Furthermore, in line with the bank restructuringpgmamme, the
Istanbul Approach (IA) was introduced as voluntacprporate
restructuring of debts to the financial sector. Tielementation of IA
started on 24 June 2002 and continued until A3 During this
period, 329 firms representing USD 6.3 billion aahs benefited from
the IA. Out of these, 219 were large firms and dgffesented small and
medium enterprises.

4.2. Progress and Future Challenges

Banking sector indicators improved further in theripd 2002-2004
indicating that the sector’s performance signiftgairmproved in more
recent years. NPL as a percentage of both totalsl@ad provisioning
improved significantly in the period 2002-2004 (Tald1). Although

RWCR fell sharply in the period 2003-2004, it mained a level higher
than that encountered in 2002. Both RWCR and CARbited highly

satisfactory levels in 2004.

Table 11: Leading Banking Statistics

1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004
RWCR 8.2 9.3 20.8 25.1 30.9 26.1
CAR 8.7 5.2 6.1 9.6 11.6 13.6 14.p
LDR 26.2 33.2 33.0 39.6 43.5 52.8
NPL/Total loans 6.7 10.5 11.1 25.2 17.6 115 q.1
Provisions/NPL 44.2 61.9 63.1 48.9 64.2 885 84.6

Source: GFSR (2005).

The privatisation of state banks remains an importiuture
challenge for the banking industry. In this resp#w sale of two other
state banks (Halk and Ziraat) made little prograi$isough important
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developments took place recently. The merger obtrk taken over in
mid-June 2002 (Pamukbank) by the SDIF with a Statek (Halk) on

17 November 2004 is likely to provide momentum ke talready

delayed privatisation process of the State bankscofprehensive
restructuring plan for Ziraat is being developedhwthe assistance of
international consultants (IMF, 2005c, p.15).

Another remaining challenge is the completion o# tlesolution
process of a bankirfarbank) that is making little progress. Recent
efforts in this direction are likely to bring abadiie expected progress.
Furthermore, the blanket guarantee was lifted oduly 2004 and
replaced with a limited deposit protection schemdine with efforts to
join the EU, the Turkish Parliament is currentigogating and drafting
a new banking law which aims at improving and eimgutransparency,
corporate governance and risk management in thiarizaeector.

5. KAZAKHSTAN
5.1. Reform I nitiativesin the Aftermath of the 1998 Russian Crisis

Following its independence in 1991, Kazakhstan easgftlly

modernised its financial sector in the 1990s. Betw&995 and 1997,
wide-ranging regulatory and accounting changes viereduced and
the prudential and supervisory capabilities of thational Bank of
Kazakhstan (NBK) were improved (Hoelscher, 1998)./By the end of
1997, an internationally acceptable regulatory apdudential

environment was largely in place.

However, following the 1998 Russian crisis, theitzdpequirements
of banks increased and their supervision strengihewhich intensified
closures and mergers among banks in Kazakhstans plocess
intensified as the Deposit Insurance Fund (DIF)ictvtwas introduced
in late 1999, prevented banks that did not compith v8upervisory
regulations from participating in the scheme. A®sult, the number of
banks fell from 71 in 1998 to 55 in 1999 (Table.12)

Table 12: Number of Commercial Banks, 1991-1999

1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999
Total 72 158 204 184 130 101 87 7] 5p

Source: National Bank of Kazakhstan, http://wwwiorlbank.kz.
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Since 2000, NBK’s responsibility has been broaddmedllowing it
to cover the licensing and supervision of bank&@léas other financial
institutions like securities markets, pension fuads insurance. During
this period, the share of commercial banks in othanks, private
pension funds, insurance, leasing, brokerage asdt amanagement
companies showed a growing tendency. As a re$sidtbainking sector
was dominated by influential financial-industrial rogpings.
Additionally, one of the largest three banks (HaB&vings Bank) was
privatised in October 2001.

New rules for risk classification were adopted ael 2002, which
set out the criteria for quality assessment of blaeks’ assets and
liabilities. On the other hand, assessment of ttiermal control and
risk management in banks was required by the NBRaaisof the 2002
external audit exercise. Consequently, the stremtly of the banking
sector continued at a rapid pace in 2002. Anotleev legislation was
passed in 2002, which enabled the NBK to obtaiormftion on the
ownership of banks. A financial groups division vedso created in the
NBK supervision department. Moreover, uniform stami$, which are
in compliance with the International Accounting i&tards (IAS), were
introduced for accounting, auditing and reporting.

These measures are likely to play a significareg mldeveloping a
sound and transparent banking sector in Kazakhstan the coming
years. The growing trust in banks can help this@se move forward as
it has already helped the banking sector progress ancreasing rate.
Accordingly, banks will rely on building confideneéth the public and
on the adequate implementation of the unified sugien in order to
achieve better results in their overall performaasewell as provide
better prospects in the financial market and ecgnom

5.2. Progressin Ongoing Reforms

The ongoing reform process in Kazakhstan is importar increasing
confidence in the banking sector as it will stréwegt the position of
banks and help them play a more significant roled@veloping the
financial market as well as achieving the desireslvels of
macroeconomic performance.
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Efforts to restructure and develop Kazakhstan'arfoial sector have
led to a further consolidation of the banking seet® well as creating a
better investment climate in the country. The fitiah sector has a
strong potential for development in Kazakhstan. msre foreign
investments are channelled into this market in doening years,
Kazakhstan's economy will flourish and make it adimg market for
investment in the region. This will also increasenpetition among the
banks in the country and help them create a moreufable
environment to meet the credit needs of their ausets through
providing cheap loans.

In the period 2000-2004, reform programmes ledhéoprivatisation,
re-licensing and merger of banks, all of which cbmited to an
increased dominance of banks in the financial see® well as
confidence in them. The number of banks fell froBntd 36 in the said
period (Table 13). In 2004, three of the largestnkisa
(Kazkommertsbank, Bank Turan Alem and Halyk Bankmbined
market share accounted for 60 percent of the depasithe banking
system. Additionally, one bank (Eximbank) was ptised in February
2004. In 2004, 15 out of 36 banks were with foresgpital (Table 13).
However, the number of these declined comparedg@tevious year.

Table 13: Number of Commer cial Banks and Branches,

2000-2004

Y ear Commercial Banks Branches

Iﬁ‘taelrigt‘g* With Foreign Capital | Other Total | Total

Total Subsidiaries

2000 2 16 12 30 48 418
2001 3 16 11 25 44 400
2002 2 17 11 19 38 368
2003 3 16 10 17 36 355
2004 1 15 10 20 36 385

Source: IMF (2005b).
* including Development Bank, which does not acadgposits from the public, and
Eximbank.

Loan to deposit ratios increased sharply in theopget999-2003,
while they exceeded 100 percent in 2001 (Table 1a)2003, this
reflects the increased role of the banking sectorending to the
economy in recent years.
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Table 14: Selected Banking I ndicators (%),

1999-2003
1999 2000 2001 2002 2003
CAR (Tiers l and I1) 28.0 26.0 19.0 17.0 17.Q
Tier | 14.0 11.0 9.0 9.0
Loan to Deposit Ratios (LDR 87.3 95.1 110.1 111/5 133.8

Source: National Bank of Kazakhstan, http://wwwiorzlbank.kz.

Despite this increase in loan to deposit ratioobgr a 100 percent
in the period 2001-2003, the banking sector seamiet sufficiently
liquid in this period (Table 14). Nonetheless, rekaaly high ratios
may lead to undesired outcomes for the banks ¥ tme not able to
keep the deposit base at the required level ad#te of maturity of
those loans.

Table 15: Provisioning Rates (%), 1999-2004

1999 2000 2001 2002 2003 2004
NPL/Total Loans 12.2 13.1
Loss Loans/Total Loans 2.1 2.1 2.0 2.1 2.9
LLP* to Total Loans 9.5 4.5 4.7 5.5 6.2 7.0

Source: National Bank of Kazakhstan, http://wwwiorzlbank.kz.
* LLP: Loan loss provisions.

Although the ratio of NPL to total loans increases 12.2 percent
to 13.1 percent in the period 2002-2003, it remain®manageable levels.
This is attributed to the ongoing reform processciHed to a rapid
consolidation of the sector over the past yearshénperiod 2000-2004,
provisioning has increased more than loss loafiectang the increased
funds of the banks to cover those losses (Tablel@3he period 2000-
2004, the CAR did not increase but maintained allabove 8 percent
(Table 14).

6. CONCLUSION

The financial crises of the last decade, as wigdss Indonesia,
Malaysia, Turkey and Kazakhstan, renewed the absaieed for a
sound banking system which is pivotal to achievestanable
economic development. Indonesia and Malaysia weversly affected
by the 1997 Asian crises. While Indonesia resortedthe IMF
assistance in restructuring its economy and bankeajor, Malaysia
started reforming the banking sector at its owrtiative. Lately,
Indonesia became more determined to take unilater@hsures to
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restructure its banking sector. Turkey witnessederssd crises and
although its efforts to continue implementing thMFl guidelines failed
at certain times, it made considerable progressniplementing the
recent package presented by the IMF in 2001. Tuskdgtermination
to join the EU has also helped this process mowsdal as efforts are
under way for a new bankruptcy law and developirgjrategy for the
privatisation of state banks which will allow forome competition in
the sector and foster economic activity in the ¢ourAs a transition
country, Kazakhstan has developed into a countrgh wivell-
established institutions that support the finanmalrket as well as the
development of the banking sector. The 1998 Russiais affected
the economy of the country to a considerable extdavertheless, the
banking sector’s role in the economy has grown \vifité initiatives
taken based on the recommendations made by the dMF other
leading international financial institutions. Ovirathe banking
reforms undertaken in the aftermath of financiaises in those
countries contributed to the positive developmeintsthe financial
markets and later necessitated that those courgtdept international
best practices to build a sound banking sector aseinternational
competition and financial innovation.

An important issue concerning the banking sectfmrne in general
is the regulation on blanket guarantee on depoEits was introduced
in different forms in selected countries usuallieatrises to avoid the
collapse of the banking sector. The blanket guasannhtroduced in
Turkey and Indonesia was effective in avoiding paamd bank failures
in general. As this encourages banks to take ris&ducing their
coverage is likely to bring better prospects f@ ttanking sector and the
economy as a whole in the coming years. The recetiatives to
remove the blanket guarantee in Indonesia and Yuvké increase
efficiency in the banking sector and ensure its etlgyment. In
Kazakhstan, the establishment of the Deposit Imagrdund helped to
restore confidence in the sector after the crisisereas in Malaysia
reform initiatives started with the establishmehtloee institutions to
rescue its failing banking sector in the aftermaittthe crisis. Indonesia
and Malaysia have recently embarked on a long-&rategy aimed at
strengthening their banking sectors. In the slesrht a major challenge
would be to address the weaknesses arising fromvéadk supervision
in the sectors of the two countries.
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The recent banking reforms in Indonesia, MalayJiarkey and
Kazakhstan have all led to intensifying mergers magndanks. This
shows that the banking sector grew rapidly withlyediberalisation
measures but the lack of financial discipline angdesvision left them
vulnerable to a crisis and most banks did not hhedinancial strength
to compete in the sector.

In recent years, the Risk Weighted Capital RatiBSWCR) of
Indonesia, Malaysia, Turkey and Kazakhstan werezalloe minimum
Basel requirements of 8 percent. This was duedadhapitalisation of
banks as a part of the efforts to restructure @ekimg sector in those
countries. For example, the recapitalisation ofkisan Turkey in 2001
contributed significantly to the increase in thepital Adequacy Ratio
(CAR) from 15.3 percent in 2001 to 26.4 percen002. However,
although the capitalisation programme in Indon@s@vided additional
capital to banks and increased their CAR, it wasfiicient for the
recovery of the intermediation function of the datie banking system.
Yet, efforts to increase the intermediation roletteg banking sector in
the economy constituted an important objective le# testructuring
programme. Although current policies are focused noeeting this
objective, lending is still at a low level in thiountry. Except in
Malaysia, the LDR increased in the others in theope2002-2003. In
Indonesia, it was the lowest compared to Kazakhstdalaysia and
Turkey in 2003. In 2003, the same ratio was mouwn tthree times
higher in Kazakhstan compared to Indonesia. Th®nshthat future
policies require measures to help recapitalise $dakovercome their
liquidity problems.

Moreover, the ratio of NPL to total loans fell rdlyiin Malaysia and
Turkey in the period 2002-2004 owing to the prograshieved in the
reform process. In fact, those countries have @gfit provisioning to
cover their potential losses. Better prospectsriproving the NPL to
total loans ratio in Indonesia do not seem far adegending on the
progress made in the near-term goals. In Kazakhttarratio of NPL to
total loans is higher than in Turkey and Malaysiowever, the
provisions set aside to cover the losses in theémd seem to be
sufficient. As it exits from its transitional phased with its current
economic potentials, Kazakhstan seems to make denagile progress
in lowering its bad debts in the banking system.
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In general, although the recent reform process #arakhstan,
Indonesia, Malaysia and Turkey proved to be sudgkas it proceeded
at a rather faster pace, the greater challengadgdhbse countries in the
near future is to adopt certain international rulesich may face
legislative obstacles and thus take longer to eldped.
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