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Improving Banking Supervisory Mechanisms
In the OIC Member Countries

COMCEC

Executive Summary

This report investigates how OIC member countries caadopt future changes emanating from
banking sector reforms, particularly Basel Ill. Furthermore, the current state of the
supervisory practices in OIC countries is evaluated and most critically, possible effects of these
new changes in regulations on supetisory mechanisms are discussed. Policy
recommendations are proposed to tackle the more challenging regulatory environment for the
OIC countries. Our main findings are summarized below:

0 Future of Banking Regulation

Banking Regulation after Basel Il reforms going to be challenging in the near future.
More intensive capital and liquidity levels will be required in the banking business
across the globe. Thus, a better and more technical banking supervision is necessary to
comply with the future global banking environment.

U Quality and Adequacy of Capital in the Banking Sector

In all but a few countries, bank capital is quite satisfactory. It seems that OIC member
countries will experience a smooth transition to Basel Ill regulations. However, until
the end of 2018, the Capital Adequacy Ratio in global banking will be 10.5%.igorous
and coordinated Quantitative Impact Study (QIS) among member countries will be
useful to see how countries would fare under Basel Il future requirements.

U Improving Deposit Insurance

By referring to the World Bank Regulation and Supervision Survewhich covers 180
countries, it has been found that OIC member countries need to improve their deposit
insurance systens. Improving and coordinating the deposit insurance system is an
important aspect of supervision for the member states.

U Complying with t he Liquidity Requirements

Basel Il imposes extra liquidity provisions measured by the new liquidity coverage
ratio (LCR), which requires banks to allocate additional liquidity by 2015. By looking at
the standard liquidity measures in OIC countries, some ember states might need to
add more liquidity provisions in their banking systems. On average, liquidity side
would constitute the most demanding side of regulations for OIC countries as discussed
ET OEA )OI ATl EA &ET AT AEAIT 3ifgACotntriésGhbuld' be AOA S O
ready for necessary balance sheet allocations to comply with these new changes. With
exceptions such as Turkey and a few more countries, the average liquidity ratios may
require some additional liquidity provisioning in the member statess. The Turkish
Banking Regulatory Authority was one of the first supervisory authorities, which
required a liquidity provision before the credit crisis of 2008. This may also pose a
problem for Islamic banking, since liquidity of the shortterm funding market is very
tight.

U Coordinating Home/H ost Supervisory Activities

Supervisory mechanisms of OIC countries should also consider the coordination
between home and host supervisory activities, since implementation of many of the
future and present reguations requires different mechanisms for home and host

countries. The Bank for International Settlement puts an important weight on

minimizing the complications between home and host supervisory authorities.
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0 Tackling with financial stability, pro -cyclicality and macro -prudential regulations

Even though every OIC country may have a different economic structure, financial
stability is a common problem for all member states. Financial stability issues require
correct diagnosis of potential instabilities andfinding right financial and monetary
tools to tackle them. Fast credit growth and vulnerability against sudden capital
movements are the main financial stability problems faced by OIC countries. Various
countries such as Kazakhstan and Nigeria have facedasp volatility in their
economies, causing abrupt changes in their banking systems. The Turkish Banking
Supervisory authority together with the Turkish Central Bank have conducted some
innovative and successful preemptive measures to deal with financiatability issues.
This and other experiences conducted by other member states can be communicated
effectively among members hence collaboration among member countries, is necessary
to handle financial stability issues. However, rapid credit growth and poteral credit
risk may lead to future financial instability for OIC member states. As stated by the IFSB
summit, developing a macroeconomic stress testing procedure for OIC member states
would be very beneficial

U Financial Stability, Monetary Policy and Ban king Supervision

Recently, the role of monetary policy and banking supervision began to create some
conflicting results. Some countries such as the UK chose to combine monetary policy
and banking supervision under the Bank of England. Coordination of bamig
supervision and monetary policy is critical and OIC member states should discuss how
monetary policy and banking supervision can be coordinated towards a more effective
regulation and supervision scheme.

U Supervisory and Regulatory Needs of Islamic Banki ng

Islamic banking has beengrowing quite rapidly in recent years. Although it has some
advantages over conventional banking, Islamic banking in OIC countries faces some
challenges. The minimal use of complex derivatives is the major advantage of Islamic
banking over conventional banking. However, relatively less liquid Islamic banking
products may pose problems in complying with some of the criteria imposed by new
financial regulations. In addition, since there are relatively few parties trading Islamic
banking products, counterparty risk may cause some additional challenges for Islamic
banking.

U Conclusion

The banking sector in OIC member states has a strong growth potential in comparison
with developed economies. However, potential financial stabilityissues and getting
prepared for future capital and liquidity requirements are important challenges faced
by member states. Member countries do have varying experience and expertise on
banking supervision therefore, collaboration and cooperation on bankingupervision
activities among member states would be beneficial to improve banking practices. Since
countries have similar risk factors, a common supervisory framework including a
common stress testing methodology would be advantageous for member countries.
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0 How should the supervisory mechanism adopt the recent global changes in
banking supervision?

The new financial regulation requires various important changes for banking supervision.
Accordingly, following steps should be taken:

3O0OPAOOGEOT O0Gand exdetiise brAdényative and hedge accounting should be

enhanced. The leverage ratio requires accurate derivative asset calculations in
DAOOEAOI AO8 (AT AAh AATEOS £ET AT AEAT AEOAITOC
banking supervision for the nex period.

Concentration of deposit and loan portfolios needs to be monitored more closely. Since
many of the new regulations on liquidity (LCR) and credit risk calculations crucially
depend on these concentration measures, extra supervisory effort needs bbe exerted.

Banks' internal risk measurement strategies need to be supervised more effectively
under Basel Il regulations.

Static bank capital assessments need to change with the philosophy of ICAAP. In the
ICAAP, a bank defines and makes an assessineinthe significant risks to which it is or
could be exposed. Therefore, supervisors should investigate the macro and banking
scenarios and corporate governance in the banks.

Dividend policy for the banks will become a more important area after BasellllCapital
conservation buffers, especially, will be directly related to the retained earnings and
dividend policies of banks. Therefore, supervisory activities should be directly focusing
IT AAT EOS8 AEOEAAT A DIl EAEAOS

Under Basel lll, the form of capitaplays a very important role. More supervisory effort
should be devoted to deciding what can constitute Tier 1 capital.

As a conclusion, even though Basel Il and other new regulations are very important
developments for the future of banking, a successful implementation of these
contemporary reforms should be supported with more technical supervision. OIC
countries may have to enhance their technical supervision capacity parallel to these
reforms. Since fill implementation of Basel Il will take time, countries have a relatively
long period to set up their supervisory mechanisms to adopt the future changes in
regulations.
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1. Introduction

It is well-established in the economics and finance literature that financial development is
closely related to the growth prospects of countries. An efficient financial system ik to
achieving sustainable economic growth. On the other hand, the recent financial crisis in 2008
showed that problems in the financial system might be contagious and they can be detrimental
to economic growth. In this regard, a sound and stable finan¢iaystem should be one of the
major concerns of policy makers.

The banking sector is an important part of the financial system, and turmoil in the banking
sector affects overall financial stability. The lessons learned from the 2008 crisis pave the way
for the construction of new approaches for the supervision of the banking system to enhance
the resilience of banks during times of volatile macroeconomic conditions. The suitability and
effectiveness of financial regulation and supervision have been a focabint of discussion
among policy makers and experts, which sheds light on the lack of coherence in the regulatory
framework of countries despite the significant efforts at the global scale, especially by the
Basel Committee of Banking Supervision. It isomwv well-understood that financial globalization
and the highly interconnected financial system requires enhanced coordination of countries in
their efforts to achieve an efficient regulatory framework.

In this report, the implications of these new regulatoy approaches in the global banking
system in the aftermath of the crisis are investigated, and their implications in the context of
OIC countries are discussed. We aim to provide policy recommendations to enhance the
strength of the supervisory mechanismsand coordination for the member countries by laying
out similarities and differences in banking sectors.

1.1 Banking Sector: The Rationale for Regulation and Supervision

The recent financial crisis with widespread effects in the world has underlined oncagain the
importance of regulation in financial markets and initiated an intense discussion of regulatory
reforms to avoid repetition of financial market meltdowns coupled with deep recessions and
huge burdens imposed on taxpayers. In this section, the fahale and challenges of banking
regulation are discussed from both micreand macroprudential perspectives.

Designing optimal regulations for the banking industry has been an important challenge for
academics and policy makers for decades. Banks are Vitar the economy with their function
of financial intermediation, i.e. channeling idle resources toward productive investments and
providing means of risksharing. However they might induce important risks on the
functioning of the economy in the case ofheir failures, as has been seen several times in
history. !

The banking sector serves a unique function in the economy through its role in the payment
and deposit system and generation of credit to households and firms. The starting point of
banking reguation is the deposit insurance aimed at the protection of customers, preventing
bank runs which trigger fire sale of assets and lead to further withdrawals. This issue is
modeled in the seminal paper by Diamond and Dybvig (1983), and mainly stems from the
maturity transformation of the banking system, i.e. banks borrow from depositors for the short
term and extend credit with longer maturity. A loss of confidence of depositors in the banks
induces a sekfulfilling panic and collapse of the banking systemTherefore, monitoring the
liquidity and maturity structure of assets and liabilities of banks remains one of the important

1See Freixagnd Rochet (2008).
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concerns of regulators because of this inherited instability of banks. However, instabilities of
individual banks and their failures cannot be separated from the banking system; they cannot
be dealt with in isolation, because of their interconnections and contagious effects. Therefore,
deposit insurance should be combined with capital requirements, since the collapse of a bank
actually hurts other banks; this is the fact that separates banks from other firms, as they
mostly benefit from the exit of competitors by expanding their market share. Prudential
regulation, in a broad sense, should target the protection of the banking industrysa whole
and ensure the smooth functioning of the economy.

The banking sector exhibits a large degree of asymmetric information, as depositors usually

AOA T1 0 AATA O EOITU I1TTEOI O AAT EOCS AAOEOEOEAC
the inahility to monitor or lack of monitoring on the side of customers. Deposit insurance can

be seen as one of the commitment devices by authorities to enhance the confidence of
customers in the banking system. However, this commitment by authorities to suppoltanks

in the case of their failures, as the welE1 T xT OAOI ETT11T cU OO1I 1T AEC
ET OAOAT T 1 AAOAA?2 &ds tofpbténtiab exc@sBig GidkekiDgdhy banks, which is

known as a moral hazard problen® as the market price of risk will ke driven to zero. This
phenomenon imposes a challenge for policy makers as they design optimal regulatory policies

to achieve a socially desirable outcome. One important observation is that financial crises

usually originate from the problems accumulatedn periods of economic expansion$as banks

and other financial institutions increase their risk profile to exploit enhanced profit
opportunities. They usually do so by increasing their leverage, which leads to a fragile
environment and raises concerns ahat systemic build-up of risks3

Therefore, new regulation schemes are leaning towards a more integrated approach, a
combination of micro- and macroprudential regulation. The combined approach to
supervision and regulation targets financial stability and ans at aligning private and social
incentives to improve the welfare of citizens. As discussed above, the accumulation of risks in
good times may lead to a point where bailouts are unavoidable and will impose significant cost
on taxpayers and erode benefg of the financial system. Therefore, prudential approaches
designed with the correct incentive structures lead to improvement of public welfare, an
ultimate target for any public policy.

Macro-prudential regulation emerged as a necessity as micfprudential regulation by itself is
not sufficient to prevent the accumulation of systemic risk for it does not take into account the
interdependency among institutions. Consequently, they complement micfprudential
regulations, as they explicitly take into accoun externalities arising from the actions of
individual institutions. The main purposes of macreprudential policies are firstly to mitigate
ex-ante externalities, i.e. prevention of systemic buildip of risks, and secondly to mitigate ex
post externalities, i.e. failure of an institution with a sound financial position.

Ex-ante externalities are often related to strategic complementarities, a term that refers to the
incentives of institutions to perform actions in line with aggregate movements in the marke
Institutions in the pursuit of higher profits tend to invest in similar assets or raise credits to
similar industries, which leads to correlated risktaking in financial markets. Therefore, they

2See Brunnermeier et.al (2009).

3 See Chari and Phelan (2013) for a discussion of social value of banks integrated to the moral hazard problem created by
commitment for bailouts. For the literature on strategic complementarities, see Mds and Shin (1998)(2001) , Schneider
and Tornell (2004) Chari and Kehoe (2013)

4Known as pro-cyclicality. See Precyclicality Working Group (2014).

5For the implications of systemic risk on banking regulation, see Achary{@009).
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pave the way for the buildup of systemlevel vulnerabilities and simultaneous failures.
Expectations of possible bailouts provide further incentives to take these actiofisSimilarly,
financial institution should keep up with their competitors for performance and market
reputation motives. When other institutions increase their leverage and expand their balance
OEAAOOh EO EO 1 POEI Al O AgbAT A 1T1TAG0 AAI AT AA
booms and systemic risk.

Ex-post externalities, on the other hand, refer to the contagious effects of the lfae of a
financial institution. As discussed above, a stressed institution with insufficiency of capital
engages in deleveraging through a fire sale of assets, which puts a downward pressure on asset
prices: a phenomenon known as asset downturn spirals. xeante commonality in risk
exposures leads to a deterioration of asset prices of other institutions, which exacerbates the
effect of the failure.

It is now well-understood that micro-prudential regulation should be complemented with
macro-prudential policies to achieve an effective regulation and supervision scheme.
Regulatory authorities should closely monitor development in the financial system and act in a
flexible manner in the application of individual regulations. For example, imposing higher
capital or liquidity ratios during times of stress, alongside a policy that loosens these ratios to
avoid fire-sales and mitigate the systemic impacts of the financial stress, may be optimal.

An important lesson learned from the 2008 financial crisis is that extesive credit growth may
reach to unsustainable level, which is usually seen concurrently with increased leverage levels
and expanded balance sheets. Individual institutions do not internalize the systemic impacts of
their actions®8, as they abide to capitalrequirements. This leads to the possibility of aligned
deleveraging in the case of financial stress, driving down asset prices and collateral values and
drying up liquidity in the system.® Macro-prudential policy might be effective during credit
booms by ncreasing the required capital ratios to sustain resilience in the system or by
limiting the expansion of credit through a direct reduction in the amount of lending.

In this regard, Basel lll, representing the new framework of financial regulation, introdtes
elements that reflect concerns about systemic risk along with strengthened regulations on
capital requirementsto. The ingredients of Basel Il related to the systemic risk concerns are
the countercyclical capital buffer and capital surcharge for systerally important financial
institutions, as will be discussed extensively in the next section.

6See Acharya and Yorul@zer (2007), Farhi and Tirole (2011).

’See Aikman, Haldane and Tanaka (2012).

8Known as the coordination failures. See Morris and Shin (1998).

9See Lorenzoni (2008) and Bianchi (2011)

10See Basel documents, Bank of England (2011) discusses potergipplication of macro-prudential policy in detail. Also see
Morris and Shin (2008) on the financial regulation aiming at mitigating systemic risk.
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2. Recent Global Trends in Banking Regulation and Supervision

In this section, we lay out details of the new regulatory and supervisory framework imposed
by Basel Il and its modifications and improvements compared to Basel Il.

The latest global financial crisis, which began in 2007 and intensified with the collapssf
Lehman Brothers in 2008, questioned the usefulness of the international architecture
developed to safeguard the stability of the global financial system. Most banks in the US and
Europe lost an enormous amount of their capital, which almost collapseti¢ banking system.

Figure 1: Major Banks' Market Capitalization

Major Banks Market Cap: KBW Index
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Source: Bloomberg

As shown in Figure 1, major banks' market capitalization is still around 2000 levels. Such a
level of banking crisis led many researchers and regulats to admit that the financial
architecture largely failed.

Some analysts emphasized the weaknesses in polimyaking. Others blamed the trend toward
deregulation. Some other researchers stated that the problems with incentives in the financial
markets and the regulatory and supervisory framework caused the recentanking crises.
However, almost all researchers agreed on the fact that there were major shortcomings in the
regulatory and supervisory framework of the banking sector.

These failures were related both to the micro and macro aspects of prudential regulatis. For
instance, before the crisis some micrgrudential regulations were poorly designed. The Basel
capital adequacy measures, particularly risk weights, underestimated the riskiness of assets
such as mortgages and sovereign debts. Related to this issiie different treatment under the
Basel rules of assets held in banking books and those held in trading books, as well as the
definition of capital, caused many problems in banking.

In a nutshell, the main changes in banking regulation proposed by Basélih comparison to
Basel Il are:
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Improving the quality of bank capital

Dealing with pro-cyclicality: Capital Buffers

More capital penalty for complex derivatives and securitizations

Introduction of a new constraint on the leverage ratio

Introduction of new measures for liquidity: Liquidity Coverage Ratio (LCR) and Net

Stable Funds Ratio (NSFR)

9 Dealing with systemic risk: A new concept, Globally Systemically Important Banks, or
GSIB

1 Changing the supervisory mechanisms to adopt these global changes

= =4 -8 -8 -

Quality of Capital

Basel Ill redefines capital which is used to measure the capital adequacy of banks, as a
response to the insufficiency of the requirements on the quality of capital used to calculate
ratios under Basel Il. As it surfaced after the financial tis in 2008, banks with strong
solvency ratios exhibit limited tangible common equity during the time of stress which led to
the renewed own fund definition to improve quality, consistency and transparency of capital,
which are:

T Common equity (common shags and retained earnings) must be the dominant form

Tier 1 capital.

9 Tier 2 capital is simplified and reduced, and includes assets with logsdsorbent
capacity.

9 Elimination of Tier 3 capital and imposition of a more stringent criteria for each
instrument.

The own funds requirements as a percentage of risweighted assets are also modified by
Basel Ill. Total capital ratio remains at 8% of the riskveighted assets. However, Common
Equity Tier 1 ratio is raised from 2% to 4.5%, and with the additional Tier 1atio of 1.5%, the
ratio of Tier 1 capital is increased to 6%. The weight of Tier 2 capital is reduced under Basel lll
to 2% of total risk-weighted assets.

Timeline: By 2018, the majority of banks' capital should be based on common equity and Tier
1 capitd (4.5% and 6% respectively}L.

Pro-cyclicality and Capital Buffers

Another important measure introduced by Basel Il is the countercyclical buffer of capital and
leverage ratio, which are significantly different from Basel Il. During episodes with low
inflation and low returns, investors seeking high returns incur more risk and increase their
leverage, which drives up asset prices. However, during times of stress, losses incurred by
banks are amplified as a result of deleveraging. This puts a downwardgssure on asset prices
which reduces the quality of capital further. Capital regulations imposed by Basel Il were pro
cyclical and exacerbated the risk of asset downturn spirals by allowing banks to increase their
leverage during relatively stable economnt conditions. The countercyclical buffer requirement
of Basel Il ains to mitigate such risks by requiring an additional capital buffer to
counterbalance procyclical lending. The additional capital buffer will be linked to the size of
the business cycle ad will to range between 0 and 2.5% additional Common Equity Tier 1
(CET 1) ratio.

11See time table for Basel IIl.
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Timeline: Consequently, all banks are required to have additional capital tackling for pro
cyclicality. A capital buffer will be added on capital in 2016. By the year 2018n additional
capital adequacy ratio of 2.5% will be required as a capital bufféx.

Liquidity Provisioning

Basel Il imposes two internationally consistent regulatory standards for liquidity risk
supervision. These ard.iquidity Coverage Ratioand Net Sable Funding Ratio.

Liquidity Coverage Ratio

Basel Committee has developed the Liquidity Coverage Ratio (LCR) to promote the skerim
resilience of the liquidity risk profile of banks by ensuring that they have sufficient High
Quality Liquid Assets (HQLAto survive a significant stress scenario lasting 30 calendar days.

Liquidity coverage ratio (LCR) measures the amount of highuality liquid assets that can be
used to match shortterm (30-day period) net cash outflows and requires the ratio of stock of
high-quality assets to the net cash outflows to be greater than a minimum. The time table for
LCR is presented below.

Basel Il uses a gradual increase in its minimum LCR ratio, so banks need to adjust to this new

scheme in the next 5 years. Hence, asatp v h AO 1 AAOO onb 1T £ A AATES
covered by cash or cashable assets. This ratio will increase and reach 100% by 2019.
Regulators aim to ensure that a bank has enough higjuality liquid assets with to meet its

liabilities for a 30 calendar under a stress scenario. For emerging market countries there are in

fact two LCR ratios, one for local and one for foreign exchange positions.

Table 1: Minimum LCR Ratios Applicable Each Years

Year 2015 2016 2017 2018 2019

Minimum LCR 60% 70% 80% 90% 100%

Sourcewww.bis.org
Net Stable Funding Ratio (NSFR)

On the other hand, Net Stable Funding Ratio measures the amount of ldegn and stable
sources of funds relative to the liquidity of assets. This measure requires a mmim amount
of funding to be stable over a time horizon of one year. In this regard, retail deposits and
savings account wil be more critical for banks. Even thougtthis requirement will take place
later than LCR banks should get ready for these changes

Leverage Ratio

Even though risk based capital has certain advantages, over the recent crisis, regulators have
witnessed some negative implications of this calculation method. Therefore, a plain and ron
risk based approach was also planned to be used as@mplementary tool to risk based capital.
As the Basel Committee states in 2014Ah underlying feature of the financial crisis was the
build-up of excessive onand off-balance sheet leverage in the banking system. In many cases,
banks built up excessive dverage while maintaining strong riskbased capital ratios. At the
height of the crisis, the market forced the banking sector to reduce its leverage in a manner
that amplified downward pressure on asset prices. This deleveraging process exacerbated the
feedback loop between losses, falling bank capital, and shrinking credit availability

12See time table for Basel IIl.
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The leverage ratio aims to:

1
1

Restrict the build-up of excess leverage in the banking sector to avodtkstabilizing the
financial system and the economy;

To simplify the risk-based requirements by switching to a simple, nomisk-based
OAAAEOOI P66 | AAOGOOA

This new ratio ensures both the onand off-balance sheet assets to be included in the
capital assessment.

Leverage ratio = Capital measure/Exposure measuyevhere the capial measure for the
leverage ratio is the Tier 1 capital of the riskbased capital framework

I AATEGO O OAI Aobi OO0OA 1 AAOOOA EObaaiked OOI
sheet exposures; (b) derivative exposures; (c) securities financing transacti (SFT)
exposures; and (d) offbalance sheet (OBS) items

Consequently,BASEL I, imposes a constraint of 3% on the leverage of banks, i.e. the ratio of
Tier 1 capital to the total exposure of banks to supplement the riskased capital framework of
BASELUI. The new leverage ratio will be much easier to calculate and will have a simpler logic
than that of right weight calculations.

Timeline: According to BASEL Committee, leverage ratill be disclosed by 2015.

Below is the summary of the new BASEL ltequirements and their time table.

Table 2: Time -table for new BASEL Il Requirements

Capital

Phases 2013 | 2014 | 2015 2016 2017 2018 2019
Parallel run 1 Jan 2013 1 Jan Miaration to
Leverage Ratio 2017 IQDiIIar 1
Disclosure starts 1 Jan 2015
Minimum Common Equity 5 550, 4 o0 4.50% 4.50%
Capital Ratio
Capital Consevation Buffer 0.625% 1.250% 1.875% 2.500%

Minimum common equity plus

. . 3.50% 4.00% 4.50% 5.125% 5.75% 6.375% 7.00%
capital conservation buffer

Phasein of deductions from

CET1* 20% 40%  60% 80% 100% 100%
Minimum Tier 1 Capital 4.50% 5.50% 6.00% 6.00%
Minimum Total Capital 8.00% 8.00%
Minimum Total Gaptal plus 8.00% 8.625% 9.25%  9.875%  10.50%
Capital instruments that no Phased out over 10 year horizon beginning 2013

11
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Phases 2013 | 2014 | 2015 | 2016 2017 2018 2019

longer qualify as noncore Tier
1 capital or Tier 2 capital

Liquidity coverage ratio -

O . 60% @ 70% 80% 90% 100%
> minimum requirement
5
= Introduce
= Net stable funding ratio Minimum
Standard

Sourcewww.his.org

* Including amounts exceeding the limit for deferred tax assets (DTAs), mortgage servicing rights (MSRs) and
financials.

- -Transition periods

As can be seen from above, the new financial regulation frameworkillvbe much more
different and complex compared to previous regulation.

Systemic Risk Charges:

An additional requirement will be put on banks through their interconnectivity and asset size.
Depending on the size and contagious risks, banks might needgat aside additional capital.

In order to avoid the Lehman Brothers, AIG type big institutions to go bankrupt, BASEL llI
requires very big institutions to hold surcharges. Theamounts of these additional charges are
summarized below. Systemically importantbanks arerequired to hold up to 3.5% additional
capital. Financial Stability Board has determined 29 banks to be qualified as GSIB's. Even
though only 29 banks are considered as GSIBgmestically big banks will also be required to
hold a stronger capial base. The alternative definition of GSIB i®omestic Systemically
Important Banks (D-SIBs) which is aterm used for banks active in less developed countries.
Chargingan extra capital for DSIB's isunder discussions in various countries.

Table 3: Systemic Risk Charge under BASEL Il

Bucketing Approach
Bucket Score range* l\_/llnlmum additional loss absorbency (common equity as a percentage of
risk -weighted assets)

5(empty) D- 3.50%

4 C-D 2.50%

3 B-C 2.00%

2 A-B 1.50%

1 Cutoff Point-A  1.00%

*Scores equal to one of the boundaries are assigned to the higher bucket

Source: BIS (www.bis.org)
Summary of reforms

I Increased overall capital requirementBetween 2013 and 2019, the common equity
component of capitalj AT OA 4EAO pQq xElI 1l ET AOMNdghtdd AOT I ¢
assets before certain regulatory deductions to 4.5% after such deductions.

12
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1 A new 2.5% capital conservation buffer will be introduced, as well as a zero to 2.5%
countercyclical capital buffer. Tke overall capital requirement (Tier 1 and Tier 2) will
increase from 8% to 10.5% over the same periad

1 More liquidity needed to be hold in the form of cash or High Quality Liquid Assets.

9 Trading and use of derivative instruments willbe restricted.

1 More cepital will be required against counterparty risk.

In general banking activity will be more challenging and demanding after 2015 and onwards.
First, we focus on howUSA and Elare tackling for this new financial challengeand secondwe
analyzebanking sector in the OICmember countries. In addition, more technical and forward
looking banking supervision will be necessary tohandle the future state of banking
supervision. Enhanced cooperation within similar countries will be beneficial for a better
banking supervision. Exchange of ideas amon@®IC banking supervisory authorities will
definitely improve the quality of banking supervision. We will discuss various regulatory
issues on he selected OIC membarcompared to US and European banking system.

2.1 Recent Developments in the Banking Sectors in US and Europe

After the crisis in 2008, banking sector in EU area and US showed signals for a recovery,
however exhibited asymmetric respmses during this phase, which mainly stems from the
structural differences. The asymmetric recovery of the banking sector mainly stems from the
structural differences between US and Euro area. Total size of the banking sector as a
percentage of GDP is 270% the Euro area, whereas this ratio is 72% in US, which suggests
relatively more important role of the banking sector in financial intermediation in the Euro
area compared to the capital market based intermediation in US. Therefore, the regulatory
framework for the Euro area and implications of the new regulatory standards are expected to
induce asymmetric effects. The effects of the global crisis on the banking sector led to a
deterioration in asset quality and deleveraging which has put downward presser in
profitability, followed by a decline in the return on equity ratios together with an increase in
capital ratios reflecting the efforts towards recapitalization. During the recovery period,
return on equity started to improve, and at the end of 2013average return on equity were 9%
and 2% in US and Euro area, respectively. Furthermore, the share to book ratio in US increased
to approximately 1 whereas it remained at 0.6 at the Euro area.

2.1.1 Recent Regulatory and Supervisory Changes in EU and US

After the financial crisis many regulatory and supervisory changes took place in EU and US. A
brief account of these changes is presented to give some insights for the future state of the OIC
member states.

Deposit Insurance in US

By Dodd Frank financiallaw, the federal government has permanently increased bank deposit
insurance to 250,000$, which was only 100,000 USD before the 2008 financial crisis in US. This
is an important policy change towards a stable banking system.

Selection of GSIFI's

Financial Stability Board in 2014 has chosen various financial institutions as Global
Systemically Important Financial Institutions (GSIFI's). As we discussed in the previous
section there were 5 buckets for each class of GSIFI's. There was no institution seddcas a
bucket five institution. HSBC and JP Morgan Chase appeared as bucket 4 institutions, which are

13
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required to have 2.5%, surcharge, Barclays, BNP Paribas, Citigroup and Deutsche Bank have
been selected as 8 highest SIFI category causing an additioh2% capital charge to be paid.

Leverage Ratio

On September 2014, a combined effort of US regulators made an obligation on leverage ratio
for relatively larger US banks. The Office of the Comptroller of the Currency (OCC), the Board
of Governors of the Fderal Reserve System (Board), and the Federal Deposit Insurance
#1 OPT OAOETT j&$)#qQq BOI BT OAA O1 EIi bl OA OEA
interconnected US banking organizations. According to this recent regulation, the proposal
would apply to any US toptier bank holding company (BHC) with at least $250 billion in total
consolidated assets. On the basis of these new regulations, these institutions will have a
supplementary leverage ratio. This additional ratio will be an additional 3% leveragon top of
BASEL lll. The US Federal Reserve Board is proposing a minimum leverage ratio of 5% for
systemically important banks and 6% for retail banks owned by a systemically important bank
to be applied from 2018 BASEL Il requirements as we discusseatthe previous section.

Changes in Europe

European banking sector has faced a serious challenge after the Euro crisis. Problems within
Europe and coordination in deposit insurance caused serious changes in the European
banking.

Establishment of the European Banking Authority (EBA)

Recently, in 2014, an independent banking authority has been established after the Euro crisis.
EBA is an independent EU authority, which works to ensure effective and consistent prudential
regulation and supervisionacross the European banking sector. Its overall objectives are to
maintain financial stability in the EU and to safeguard the integrity, efficiency and orderly
functioning of the banking sector. The main task of the EBA is to contribute to the creation of
the European Single Rulebook in banking whose objective is to provide a single set of
harmonized prudential rules for financial institutions throughout the EU. The Authority also
plays an important role in promoting convergence of supervisory practices and mandated to
assess risks and vulnerabilities in the EU banking sector.

The European system set up for the supervision of the financial sector is made of three
supervisory authorities: the European Securities and Markets Authorities (ESMA), the
European Banking Authority (EBA) and the European Insurance and Occupational Pensions
Authority (EIOPA). The system also comprises the European Systemic Risk Board (ESRB) as
well as the Joint Committee of the European Supervisory Authorities and the national
supervisory authorities.

Leverage Ratio

EBA is currently developing a draft on its supervisory reporting requirements for the leverage
ratio, which aims at providing national authorities with harmonized information on the
leverage ratio using uniform reporting formats. Other European countries do have additional
requirements on the use of leverage ratio. In Switzerland the largest banks will be required to
meet a minimum leverage ratio against total capital of around 4.3 percent by 2019. In the UK
the authorities are reviewing the case for using the leverage ratio as a magyudential tool
and have already imposed stress tests that use CET1 capital rather than total tier 1 capital as
the capital measure for the leverage ratio.

14
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Market Risk

The EBA, through the pblication of its guidelines intend to increase convergence in the
implementation of some of these new capital requirements, namely th®tressed Valueat Risk
(stressed VaR) and tk Incremental Risk CharggIRC). In addition, ExpectedShortfall, rather
than Value at Risk seemed to be the right measure to be used in regulatory purposes.

Stress Testing

Between February and June/July 2014, the ECB has examined the asset side of the balance
sheets of the 124 banks, which was based on harmonized definitiond aon-performing
exposures and forbearance. The potential coverage of this review is very wide, including all
risk types and exposures, both onand off-balance sheet.

As a conclusion, after the crisis both US and European banking supervisors are extremely
active for implementing various new measures. OIC countries need to watch these new
changes, as some of these changes can be market standard in the near future.

15
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3. A Snapshot of the Banking Sector in the Selected OIC Member
Countries

In this section, we evaluate the macroeconomic developments, performance of the banking
sector and discuss recent regulation practices. A general comparative analysis of the selected
member countries is followed by a countryspecific comprehensive analysis

3.1 Banking Sector and Macroeconomic Developments i n OIC Member
Countries

In this section, we present recent macroeconomic and banking sector developments in the
selected OIC member countries, specifically focusing on the aftermath of the financial i
2008. Analysis covers Malaysia, Kazakhstan, Nigeria, United Arab Emirates, Saudi Arabia,
Turkey, Pakistan, Algeria and Indonesia. The set of selected countries have different economic
environments and structures, which are reflected in the compositio and organization of the
banking sector.

3.1.1 Macroeconomic Developments in OIC Member Countries: A Comparative
Analysis

First, we compare selected member countries to US and Euro area in terms of their GDP per
capita, a commonly used measure of economidevelopment. Figure 2 shows that most
member countries fall behind the Euro area and US with an exception of the United Arab
Emirates.As of year 2013, average GDP per capita among OIC countries was around 7,600 USD
(see Figure 2). This level of income is almost three times higher than that of middimcome
groups. But also US and Europe average GDP is five to six times higher than that of the OIC
countries. More importantly, some of the OIC countries did suffer from the globalnfincial
imbalances created by the 2008 crisis. As presented figure 2, global credit crunch had a
particular negative impact on UAE. But except for UAE, OIC countries did not encounter a big
income shock because of 2008 crisis. It is also important to teothat, neither the US crisis and

nor the Euro crisis have enabled OIC countries to achieve convergence to the developed
economies.

In Figure 3, economic growth rates in OIC member countries are presented. Growth rates of
economies in member countries a@ significantly higher than US and Europe, where Euro area
is barely recovering from the effects of 2008 crisis with almost no economic growth and US
moving slightly towards positive growth rates. Most member countries seem to have been
immune to the 2008 crisis by sustaining high growth rates with the exception of Turkey,
Malaysia, UAE and Kazakhstan, which are the countries exhibit highest exposures given their
dependence on foreign capital flows. Average growth rate in OIC area also tends to show less
variability, which is indicated by low standard deviations. In this period developed economies,
particularly Europe, have shown significant volatilities in its growth path.
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Figure 2: GDP per Capita

GDP per Capita (constant 2005 US$)

Source: World Bank

Figure 3: GDP Growth Rate
GDP Growth Rate

Source: World Bank

3.1.2 Linkage between Real and the Financial Sector in the OIC Countries

In this section, the linkage between real sector and banking sector is investigated.
Banking sector plays an intermediation role by matching between lenders and
borrowers, which is crucial for channelling savings to investment. Therefore, ideally,
banking sector growth should work in tandem with the production side of the economy.
As well established in the economic development literature, an underdeveloped
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banking sector tend to hinder the long term growth potential of an economy, therefore
a larger bank @set size with respect to the size of the economy is usually seen as a
positive indicator.

3.1.2.1 Banking Sector Growth and Economic Development

The relationship between financial development and economic development has been an
important issue in economics. Walter Bagehot (1873) and Sir John Hicks (1969) argue that
financial development played a critical role in stimulating industrialization in Emgland by
facilitating the mobilization of capital. Joseph Schumpeter (1912) statéthat well-functioning
banks stimulate technological innovations by identifying and funding the successful
production processes. Recent studies in the field of development @rfinance also support
these initial ideas. Levine (1997, 2005), suggest that a growing body of empirical analyses,
demonstrate a strong positive link between the functioning of the financial system and long
run. While this framework is very supportive in theory, the recent crisis hit the developed
countries has questioned the validity of the above assertion. Especially highly levered and
fragile financial system can also be detrimental for the real economies. So, we will investigate
the performance of the selected OIC member states from this framework. Comparing its
AAT EET ¢ OAAOI O AOOAO OEUA xEOE OAOPAAO EOGBO ' $
countries. At the same time, we compare and contrast the selected OIC member states banking
potential risks with that of developed economies.

Figure 4: Bank Assets

Bank Asset (% of GDP)

Source: World Bank
4EA OAI AAOCAA /)# 1 AT AARO OOAOAOGE AATE AOOAO OEUA
Generally, a country with a Total Asset/GDP ratio gher 100% can be considered to have a

relatively well-developed banking sector. Majority of the countries, with exception of Malaysia,

do have ratios smaller than 100%. Apart from Nigeria and Kazakhstan, mainly the asset/GDP

ratio is stable and exhibits anupward trend. In terms of the size of this ratio, Malaysia

constitutes a big exception. Malaysia's asset size is twice as big as its GDP. As discussed before,

under normal conditions, having a larger banking sector could be beneficial for the economic

growth. However, even the bank asset size in Malaysia is relatively small considering European
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banking size. Therefore, there is still a room for a growth in banking sector for OIC countries.
However, in order to make this growth to be sustainable, an importd regulatory and
supervisory effort should be paid.

Figure 5 presents domestic credit provided by the financial sector in OIC member countries.
The average is way below 100%, which can be considered as a benchmark. Domestic credit
levels, which show a ginificant increase in most member states, indicate a credit booth
which should be monitored closely by regulatory agencies. On the other hand, the comparison
to Euro area and US shows that there is still room for potential credit expansion as the level of
credit still fall significantly behind of the developed economies Malaysian banking sector
seems to be most active one in terms of its lending activity.

Figure 5: Domestic Credit Provided by Financial Sector

Domestic Credit Provided by Financial Sector (% of GDP)

~2008 -2009 +*2010 -2011 -2012 ~2013

Source: World Bank

Banking sector penetration can be measured the number of individuslusing banking services.
Number of ATM can be a proxy for measuring banking penetration. In the selected OIC
countries we observe a relatively small banking penetration compared to US and EU countries.
This implies that relatively fewer households in theOIC member states have bank accounts or
do make financial transactions through banking system. As can be seen from the below figures,
the number of ATM's per 100,000 adults in OIC member states are three times lesser than that
of US and EU members.

B3 AT 168 ! OEAAEA AO Al pispde of&kdit hoump it e@herfol thie GolioiideRvlo/conditions & satisfied: (i)
the deviation from trend is greater than 1.5 times its standard deviation and the annual growth rate of the creeiv-GDP
ratio>10%; or (ii) the annual growth rate of the cralit-to-GDP ratio exceeds 20%. The second condition is introduced to
capture episodes in which aggregate credit accelerates very gradually but credit growth reaches levels that are well above
those previously observed in the country.

19



ﬂ Improving Banking Supervisory Mechanisms
comcec 1IN the OIC Member Countries

Figure 6: ATM Numbers

ATMs per 100000 Adults

SourceWorld Bank

The recent crisis has indicated that rapid loan growth might be a source of systemic risk. Credit
risk cannot be properly managed under a rapid credit growth regime, which might cause a
problem. Generally, credit growth of OIC countries seems to be under control except Turkey
with some high growth episodes. However, Turkish central bank together with Banking

Supervisory Authority (BRSA) has implemented macro prudential policies to slow down the

credit growth.

Figure 7: Bank Branch Numbers

Bank Branches per 100000 Adults

Source: World Bank
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In addition, the numbers of banking branches in OIC member states are much lesser than that
of developed countries which indicates a relatively lower banking populatio in OIC member
states compared to US and Europe. However, this may also imply that there is a room for
banking sector development and financial inclusion in the OIC member states.

3.1.2.2 Banking Sector Asset and Deposit Concentration

Figure 8: Bank Concentration (percentage

Five Largest Banks Asset Concentration

SourceBankscope

Table 4: Asset Concentration for the selected OIC countries (Herfindahl Index)
2007 2008 2009 2010 2011 2012 2013

Algeria 0.25 0.23 0.19 0.19 0.19 0.17 N/A
Saudi Arabia 0.12 0.12 0.12 0.12 0.12 0.12 0.12
United Arab Emirates 0.11 0.10 0.11 0.10 0.11 0.11 0.11
Indonesia 0.16 0.13 0.12 0.12 0.12 0.11 N/A
Turkey 0.11 0.10 0.11 0.10 0.10 0.10 0.09
Kazakhstan 0.14 0.12 0.11 0.11 0.10 0.09 N/A
Pakistan 0.08 0.08 0.07 0.08 0.07 0.08 0.08
Malaysia 0.07 0.07 0.07 0.06 0.09 0.07 0.09
Nigeria 0.06 0.06 0.07 0.07 0.06 0.06 N/A
SourceBankscope

We investigate banks' asset concentration using the Herfindatdirschman index. This ratio
lies between 0 and 1 and an index closer to 1 indicates a higher concentration. 25% is usually
used as a cubff value for medium level of concentration. As of 2013, none of the OIC member
countries seem to have a banking syste with relatively high asset concentration.

The effect of banking concentration on financial stability is not a fully resolved issue. As stated
in a recent World Bank Study (Global Financial Development Report, 2013), some researchers
believe that government support of the largest banks increased banking concentration,

21



ﬂ Improving Banking Supervisory Mechanisms
In the OIC Member Countries

COMCEC

reducing competition and access to finance, and potentially contributing to future instability as
a result of moral hazard problems associated with todig-to-fail institutions. However,
Thorsten Beck states (2013), "Risks and dangers in banking arise primarily from a regulatory
framework that is not adapted to the market structure. Large financial institutions turn toe
big-to-fail because the regulator does not have any means to properly dipline and resolve
them. Therefore banking concentration is not an impediment for the OIC member states.
However, adapting the supervision mechanism for this market structure is important.

Figure 9: Deposit Concentration: Herfindahl -Hirschman Index

HHI For Total Customers Deposit

SourceBankscope

Distribution of banking deposits across banks plays a critical role for a banking system as
concentration among few banks could hinder financial stability. However, concentration
among the selected OIC countrieseems to be evenly distributed with HirschmarHerfindahl
index values lesser than 25% of critical value except Algeria for some years.

3.1.2.3 Banking versus Non-Banking Sector in the Selected OIC Member States

Recent studies on banking and financial delopment emphasize that the relative size of
banking in the whole financial sector is also important in assisting economic development.
Equity market, mutual fund industry, leasing and factoring industries is critical for a well
functioning financial sysem. Furthermore, the use of derivative products and other financial
instruments can be operational in expanding the financial sector. While banking sector is
crucial in supporting for indirect intermediation role in the economy, equity financing and
debt financing are also important for sustainable investment and growth in the real sector. In a
developed financial system, usually there is a balance between the nbanking financial
sector and banking sector.
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