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HARMONIZATION OF THE TURKISH DEPOSIT INSURANCE
SYSTEM WITH THE EU DIRECTIVE
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Abstract:

The core objective of this article is 10 evaluate the Barmonization level of
the Furkish depusit insurance system with the EU Directive, Morsover, the
article presents a brief historicad framework and the exishing structure of
the deposit insurance system in Tarkey, The results imdicate that although
the Turkish systemt has achieved a high level of harmonizotion with the EU
Directive, it will require one major adjustment about the reimbursement
period for the insured deposits in order 1o comply with the vwrrent EU
Directive. Furthermore, this article argues the need for updating the 1994
EU Directive on deposit insurance. In particular, the coverage limit for
deposit instrance needs to be rveconsidered and revised. Finally, the
orgatizational structure and funding of the system reguires standardization
across the B4
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Ozet:
Caligma, Tirkive'deki Tasarraf Mevduat Sigorita Fonu'pun S31%EC
Avrupa Parlementosu Konsey Direktifine gosterdigi wyuwm  sevivesini

incelemeyi  hedeflemektedir.  Tiirkiye 'dekd  tasarrig mevduat  sigorta
sisteminin gegmis ve mevewt wygalamast caligmada kisaca andanimgter.
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IEH H.%R?;é(}NESAﬂON QF THE TURKISH DEPOSIT INSURANIE 5YSTEM

Calismaran sonugiar gostermiigniv ki, Fitrkiye'deki sistem, AR Direkiifivie
bityitk glgtide wyum fcindedir. Bununia birlikte Tirkive deki sistem igin
vapiimase  Snerilen  tek degisiklik,  mevduer  sigortase  kapsamundaki
meveliationy standart biy prosediir cergevesinde sistemutik olavak wevduat
sahiplerine gevi Sdenmesi seklindedir, Bu makale aynca 9319/EC Avrupa
Pardementosu Korsey Direktifinin revize edilmesini onermelrediy, Ozellikle,
tasarruf mevduat sigurias: kapsanundaki mevduatr limiii rekrar gzden
gegivimeli ve revize editmelidiv, Son olarak, AB fikeleri arasinda tosarruf
mevidual sigovta fonunus organizasyen yapist ve finonsmanyla ilgifi bir
standars olustirndmesy daerimekrodiv,

Anahiar Keltseler: Mevduat Sigortass, Tirk Mevduat Sigorta Sisiens,
AB Mevduqr Sigorre Yonerge, Finvasad Higmetler Sekifivii,

Introduction

The obiectives of the European Unlon (EL) have become ever more
complex compared (O those 4 the time of iis establishment in the 19305,
The integration process of the six countries’, which was started as a
common policy for saly coal and steel industries in 1851, has twmed into an
economic and @ monetary snica. The expansion of EU frem six to twenty
five members verifies the seed for new regulations and directives in orderto
develop the single integrated market.

Tarkey has to adopt its national faws to EU aequis communantaire
sefors Becoming a full member. Twkey has beesn an associate member of
2l since 1963 and a candidate since 1999, In December 2004, an imporiant
progsess has been achioved in the membership process, EU approved that
Turkey had folfilled Copenbagen political eriteria and negetiations for the
foll membership startod in Gotober 2005,

The financial service sector is one of the sreas that the EU aims 1o
estabriiah a3 an integrated murket. The basis of the banking policy of the EU
is the mutual recognition principle.” As a resalt, all candidate countries are
abliged to adopt all the Bl banking directives before their full membership,

' Belgiugm, West Germany, France, Laxembourg, Taly and the Netherlands.
* A Frensed credit insticution has the right to operate and 1o provide services in any
meber couniry without any frirther logal requiretnonts,
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it would be essential for each candidate couniry to find ow the mismutching
1$suey ia their system with the BU directives. This article will focus on the
EU Directive on deposit insurance {the Directive 94/197EC of 30 May 1994)
and gualyse the Turkish sysiem from this perspective.

The purpose of this article is 1o identify the current harmonization leve!
of the Turkish deposit insurance system with the EU Directive and 1o
illustrate the parts that vequire revision, Another focus of this article is to
identify neplected isswes and the shortcomings of the EU Directive on
deposit insurance. The article aims to find out whether a revision of the
existing deposit insurance Directive would be useful since the contirmous
integration process of the EU is enforcing new requirements.

In the first section a brief review about the mouin objectives of deposit
imsurance will be explained. In the following section. a review of the
fundamentals of the B} Directive on deposit nserance will be discussed.
Furthermore, the Turkish system will be evaluated under this framework. In
the thind section other imporiant issues, which the EU Dirsctive fails 10
elaborate on will be mentioned. The final section presents conclusions,

Ohjectives of Deposit Insurance

By definition, a deposit insurance system is the guarantee given to the
deposit holders in case of any bank failuce. It was Srst introduced in the US,
after several bank falures during 1929-1933, aiming to protect small
deposit holders and to prevent systemic risk.” When the first ever deposit
insurance system was introduced in the US in 1933, its coverage limit was
set as $2,500. Thus, the protection of small depositors was one of the
fundarnental objectives of the deposit insurance systern (Heffernan, 2005),

Deposit insurance has a social motive of protecting vulnerable people
hke widows and orphans. The regulators aim to profect them not oaly
because they have poor siandards of Hving but also they are unkikely fo be
abie 1o understand information about their bank’s nsk. In genersl, small
depasitors Jack the knowledge and the ability to evaluate the soundness of
banks. Even f they posgess sueh skills, the cost of obtaining the necessary
data, makes the evalumion almost impossible. Since most of the
govenuments and regufators are aware of the small depositors’ weaknesses

* Systemic risk is Uhe risk that a bank failure will cause a chain of events, leading to
collapse ef the basking system,
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W
in information gathertng and evaluation skills, many Countries introduceg
deposit inswrance sysems, 1o maintain the trustworthiness of the banking
systeen on the part of saall deposit holders,

As banks are intermedianies between lenders amd borrowers, their soupg
financial position ts of great importance for econnmic stability. The purpese
of deposit insurance sysiea is not only o profect depositors from losing
their deposits bui also 10 prevent sudden and conimmuous withdrawals tha
can spread 1o the whole banking system. Bank faihares can iead to seriogy
financial stability problems since banks are the core intermediaries foy
currency citculation. The linkege among banks grows continuously ag
intarbank toan markets and Moncy ransmission systems are becoming ever
more compiex. As a result, this makes the hanking system snore vulnerable
to contagion effects as it increases the correlated risk of the banks.

Although deposit insurance systems are critivized for cecaling “mgrg)
hazard” in stable financial systems; in case of bank failures, their necessity
and dispensability is accepted since the possibic syslemsic orisis in many
countries, such as Argenting, Chile and Turkey, are prevented with the help
of depasit insurance schemes (Fry, 1995}

EU Directive an Deposit Insurance

The EU Directive on deposit gearantes schemes was accepted in 1994,
The Directive is a framework for the completion of 3 single banking
standard by harpionizing thie momber states’ sysfems af mipimums, The
deposit insurance system a3 indicated in the BU Dircctive comprises of a
scheme in cach country to ke governed by a national institution rather than a
supranational systerm. The Directive can be summarized mainly under four
hoadings.

Coverage Limit in the BT Directive

The miminwm coverage jimit introduced by the BE Directive ix elther
€20,000 or 90% of the goaranteed amount. The EU Directive also gives the
right to esercise co-nsurance option. Thereby all depositors cven the ones

* Mara) harard occurs, as deposit holders will bave the tendency fo ignore the risk
bub maximize felurns as they are ender the deposit mmscrance schame, As e mault,
managers will engage in high rick businesses for nigher retorns as e ac daposh
nsurancs 918 as 2 risk thicid for depositors,
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having less than €20,000 are exposed to lose their deposits up to 10%.
Although the co-insurance option is a useful tool to increase the risk
awareness of the depositors, the theoretical background of co-insurance
percentage in the EU Directive is not clear.

Moreover the EU Directive does not clearly define what the coverage
limit would be under unexpected circumstances such as, if two banks fail at
a time, Although the intention is to apply the €20,000 per depositor per
mstitution, the EU Directive is not clear about the issue as well.

Furthermore, it can be argued that setting a single coverage limit for all
member countries may not be the best practiee especially if the countries’
economic standards are very different. For instance, Luxembourg and
Greece apply €20,000 as the deposit coverage limit although per capita
GDP’ in Luxembourg is three times higher than in Greece. For this reason,
IMF suggests countries to apply a deposit insurance coverage limit equal to
one to two times of their per capita GDP. Since the per capita GDP in
Luxembourg is around €45,000, the €20,000 coverage limit may not be
proper to protect all the small depositors in the country. On the other hand,
€20,000 coverage limit is high for countries having lower levels of per
capita GDP such as the case in most of the new member countries. In these
countries, banking sector may lose competitivencss compared to the former
members since premium payments are charged from the insured deposits.
Therefore, with reference to IMF, it seems that a single deposit insurance
limit for all EU countries does not seem as a good solution (Garcia, 1999).
Besides, high level of coverage limit is not desirable as it distorts market
discipline (Kunt-Demirguc& Huizanga, 1999).

The EU Directive on deposit insurance excludes interbank deposits,
subordinated debt and money laundering transactions from the coverage.
Moreover deposits by financial institutions, insurance undertakings,
governmental authorities, pension funds, credit institutions management and
other companies in the same group can be excluded or granted a lower level
of deposit insurance coverage depending on the member states’ decision.
Additionally, member states have the right to exclude currencies other than
€ or currencies of the member states from the deposit insurance scheme. As
a result, rather than a standardized deposit insurance system, a mixture of
various applications arises within EU.

L

* Per capita GDP is purchasing power parit.y adjusted.
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‘The Home-Host Country Branches

The Bl Dirsctive on deposit insumngce is based on mutual recognition
principle (Tison, 1999}, Mutual recognition principle binplies that a licensed
credit wstitntion from 2 member country can operate in ali othet member
states withoot any additicnal requirement, Thescfore, in the case of deposit
insurance, hotme coustry’s coverage Jimit I8 binding for the branches in
other hast member countries. However some limitations 0 the mutua]
recognition principal have been imposed 1o prevent competition regarding
the different deposit insurance Jinuts between oredis mstitutions of member
states, For instance, deposit coverage Bmit of a Torcign branch in 2 how
country cannol exceed the coverage limits of that host couniry’s local banks.
On the othey hand, & foreign branch has the nght to upgrade s coverage
Hmit in & host country if its home country’s coverage 1% lower thun the host
country’s. Mareover, sl branches established i the EU countries even
though, their home country is not an EU member, muost join the host
couniry’s deposit guaraptee scheme, Siace EU aims to achieve a single
market, the borders between member countries should not be restriciive for
the free movement of services. The home-host country principle of the EY
Directve on deposit inserance is considered a5 a proper arrangement for ihe
infegraiton process,

Membership to the System in EU Directive

The EU Diftective requires compuisory membership for the deposit
guirantee scheme. However a member state has the dpht to exempt a credit
institution from the deposit insurance coverage system if that intermediary
ensures sulficient protection for #3 depoxitors. Under those circumstances,
the deposit guarantee scheme should at least be equal to that of the
country’s deposit insurance sysiem. Furthermore amy bank that fails o meet
i1s phligations regarding the deposit insurance scheme can be penalized or
even excluded from the system, The excluded institution can contivue 1o
accept deposits if it generates an alternative poafaniee scheme for Mg
depositors, Most of the EU countries prefer o have a compulsory
membership just like the BU Directive offered. Actually, some of the EU
coundries such as Germany and Inaly have more than one deposit insurance
system for differeat kind of banks, Since the EU Directive did nof make any
limitations sbowt the sumber of the deposit msurance scheme, different
countrics have different applications.
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Insured Deposit Payments in Case of Failure

The deposit insurance system has to pay the insured amount of deposits
if the credit institution has failed to do so. Although the deposit insurance
scheme must be in position to make the compensation payments within
three months, the payment process can be extended up to twelve months
under exceptional circumstances. The payment schedule suggested by the
EU Directive cannot be evaluated as an ideal practice as far as the
protection of vulnerable depositors is considered. A FDIC (Federal Deposit
Insurance Corporation} survey reported that all of the EU countries that took
part in the survey are actually paying back the insured deposits within three
months. On the contrary, a World Bank study points out that the payment in
some cases can be extended up to nine months. On the other hand, the US
and some of the EUJ countries such as Germany and ltaly are the good
examples of immediate payers for insured deposits (Kaufman & Seelig,
2002).

Turkish Deposit Insurance System

Deposit insurance system has seventy-two years of background in
Turkey. The initial insurance system, which was set up in 1933 (Deposits
Protection Law 2243}, was a protection for the reserve requirements in the
Central Bank of Turkey (CBRT). In 1936, the deposit insurance system was
introduced as a coverage limit of 40% per depositor for the savings deposits.

Even though the deposit insurance coverage limit was introduced in
1930s, the introduction of the premium system, which would fund the
insured deposits, was not established until 1960, The establishment of the
“Banks Liquidation Fund’’ and the premium payment system were both
introduced in 1960 (Banks Act Nr 153). All banks automatically became
members of the deposit insurance system.

The legal formation of thc current deposit insurance system, ‘Savings
Deposit Insurance Fund’ (SDIF) was intreduced in 1983(Law on banks Nr
70). In the same year, the CBRT was chosen as the governor and the
representative of the system. In 1994, the responsibility area of SDIF was
widened. Aside from its funding function, SDIF was charged for
restructuring and strengthening of the banking sector. The responsibility
area of the SDIF is not only collecting premivms from banks but also
overtaking the managcment of the banks, which can harm the soundness of
the banking sector. '
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In 1999, important situctyral changes have been indertaken onca ;ore
in the SDIF. Banking Regulation and Supervision Agency {BRSA} was
established as a public legal entity and the representation of the SDIF was
given 1o BRSA. The administrative and the representative body of the SDIF
were changed from CBRT o BRSA. At the end of 2003, SDIF was
sepasated from the BRSA and the hoard of the SDIF was chareed as the
decision making body of the fund (Alhmoek & Hseven, 2004).

Coverage Limit in the Torkish System

The current deposit insurance covernge Nt in Turkey, which is
introduced in July 2004, 18 YTL 30 thousands tapprox. €28, 230} per account
per dnstitution. However for depositors having more than ane aceount in an
institotion, the accounts are aggregaled and considered as a single account.
On the other hand, a persoa can have a tull deposit insurance COVerage as
far as he/she splits his/her total deposit among banks. each account being
equal to YTL 30 thousands, Althongh te coverage Lmiw in Turkey is
copsistent 10 the EU standards, ihe coverage is high compared to the
country’s per capita GDP.
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Deposit insurance Coverage Limit in Turkey and in EU Countries*

T Dossmark, Sweden. the UK and Torkey bBase houn in theiy local correncies.
therefors the CxoBange rite mwvenent porease of deorgase their figore over tme.
Sewrce: Workdbank
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All saving accounts of natural people (native or foreign) in the form of
YTL, gold and foreign currency are under the coverage of deposit insurance
system in Turkey. Not only the interbank. subordinated debt or money-
laundering transactions but also all other kind of deposits other than owned
by natural people are not insured. The only difference between the EU
Directive and the Turkish implication is the insurance provided for foreign
currency accounts. The EU Directive gives right to exclude foreign currency
savings from the coverage while the Turkish system includes all foreign
currency deposits.

The hasic framework of the Turkish deposit insurance system is as
mentioned above, however, it has been observed that under certain
circumstances, the actual practice varied significantly. As an example, even
though deposit insurance system in Turkey is designed to pay only the
insured amount of savings deposits, the recent banking crisis in Turkey was
a totally different experience. The rccent banking crisis was managed by the
take-overs of the twenty-one troubled hanks by SDIF from 1997 to 2003.
Although the deposit insurance coverage was limited when most of those
banks were failed’, governinent announced to fulfil all domestic and foreign
obligations of those banks. Total liability hurden of those banks were $32
billion from which $26 billion was deposit accounts. Besides, total burden
could be as low as $16.8 billion® if the deposit insurance in force has been
executed (BRSA a, 2003). :

As a consequence of bank failures, required cash to restructure and pay
back all the liabilities of those banks was enormously higher than the annual
premium payments of banks to SDIF® (SDIF b, 2004). The main source of
SDIF became the horrowing from the treasury. SDIF used the debt not only
to pay the deposits but also to restructure the financial situation of the
undertaken hanks. After strengthening the financial structurc of the failed
banks, the institution tried to organizc mergers and acquisitions. If there was
no chance for a merger or acquisition, the institution took conirol of the
liquidation process.

" Full coverage for saving. deposits was introduced in July 2003 just hefore
Imarbank s license revocation.

¥ The figures exclude Fmarbak case. ;

¥ SDIF annval income from premium payment is around S350 million.
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The past expenences show that sone of the depositors of the falled banks
suffered iosses in Tuskey even though the deposit Insurance coverage was
limited at the time of failores. SRUF took over all deposit accounis and paid
them by borrowing from treasury. As 4 resuli, all taxpayers in the country
paid the Tiabilities of those Failed banks, The depositors, who were teluctang
0 monitor the risk of those banks, have just enjoved the higher levels of
interest rates uatil the failures occurred. Ou the ether hand all other
domestic and foreign obligations of those banks were also repaid by SINF
(BRSA b, 2004). Probably the reason behind those payments reganding the
foreign loans was to keep the trust of Turkish banking sector in the eye of
torcign investors. This point of view has a basis when future borrowing of
the existing baoks 15 considered. However, full compensation of the deposit
accounts is viewed as unfair on the part of taxpayers since the risk of rhe
failed banks was already reflected in the high interest rates that they offered,

Home-Hast Country Branches in Torkey

The Turkish deposit fnsuraace svstern covers all local bank branches
ircluding torgign banky operating in Turkey. However noae of the saving
gccounts in offsitore Branches of the Tarkish banks or any offshore branches
located tn Turkey are under depesit coverage, Turkish system has nothing
contrary 1o the EU Dective since the Uhrective also excindes deposiis ia
offshare bank branches.

Membership o the System

In Tovkey only banks and privite finance houses™ have the right o
collect deposits. All banks are obliged o be 2 member to the deposit
insurance system while private finance honses have their own deposit
msurance systen, which is also compulsory. The umicn of privaie f{inance
houses is responsible to grarantee profit asd loss accounts {deposits) with
s guarantee fund. The Banking Regolafion and Supervisory Agency
manitors the private finance houses’ systemn and the requirersents for the
private finance houses are the same as the banks” {UPFH}

MPrivate fimance houses are operaiing in accordance with the Banking Law and the
deposit accounts in those institutions are called profit and Ioss acoounts. There are
currently five privige finacse houses operating in Turkey and tielr depasit accounts
are approxinsately 3 percent of the towal deposits i Turkey.
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Depaosit Payments in Case of Failure

Deposit insurance sysiem has to pay the insured amount of deposits T a
bank fails. The payment svhedule does not have a standard timing progess
and each failure is handled separately. In case of the latest bank failure,
Imarbank, deposits are started o be pad six months after the licence of the
bank absogated, The deposit payments are hondled hy the deposit insurance
system through a public bank. The deposits were anmounced to be repaid
within a three and a balf yeuars period. The deposit accounts less or equat to
€3,630 are paid six months after the Hguidation process. Whereas the
amount of deposits more than £5,650 are transformed into ame deposits in
the public bank and were scheduled to be paid at the end of thelr maturities.
Moreover, the duration of the time doposils varies three months o three
vears depending on the size of the account (Ziraat, XM,

Although the payment process of the Turkish system functioned slower
than the EU average, it is believed that the high frequency of bank defauits
and their considerable burden on the system was not easy to deal with in a
shorter period.

The comparison of the two sysioms illustrates that the current Turkish
deposit insurance systes is guite compatible with the BU Directive. The
main difference 1 the timing of payments in case of g failore, The BU
Dhreciive sets 2 tme imit of up © twelve mouths for the payment process
while in the Turkish system there is no predetermined payment schedule,

Neglected Issues about Deposit Insurance in the EU Directive

Since the EU Diirective does not impose any tequirements regarding the
organizational and the financial stroctare of the deposit insurance system,
various differentialed methods are implemented by the member couniries.
The obiective of this section Is fo clarify whether an ideal organizational and
financial structure exiyt for deposit insurers and o defermine whether the
EU Direcuve could be more preseniptive in this regard in order to foster a
stable and efficient banking system in the EU,

Organizational Structure

The current EU Directlive on deposit insurance does not clearly define
the legal framework of the system. Each EU coustry is independent fo .
administer the system by a legal entity of its choice either functicniog under
an existing atthority {eg: Ceniral Bankl'or as 4 sepante legal entity,
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Many smaller countries prefer to exercise the deposit insurance function
as a department of a central bank or & publicly owned supervisory authoriy
{(Garcig, 19991 The main advantage of a publicly owned scheme is the
perception of guarzntee associated with the siate ownership {(Gulyamev
20073, Additionally, having a deposit instrance system under an existing
entity would save time and personpel expenses when conirelling the bank
activities,

Qo the other haad, functioning as & departrent of a central bank ot 3
supervisory authority has seriovs disadvastages for the deposit insyrance
system as well. One of the main drawbacks is the conflicting objectives of
the existing ersity and its deposit insurance function. For instance, CR
would prefer 10 provide liquidity 10 a troubled bank as a tender of lagt resort
and at the same time prefer to pay all wnsured deposits and fiquidate the bank
ander its deposit insurance function, In other words, an existiag public
entity may have difftculties in balancing its depostt insurance function with
its existing responsibilities (FDIC),

The other aliemalive on the contrary i3 to design the deposit msomnge
system as 4 separvaie legal entity, In this case, the management of the legal
entity can either be public, private or joined. The scparate legal entity
usuaity has ig board of dwrectors to control the managertent of the system.
In publicly managed systems, the board of directors is responsible (o the
legistature whereas in privately or jointly administered legal entities, the
tesponsibility is both to the member institetions and to the legislature
(FDIC). Establishing a separme legal entity not only oliminates the
disadvantages arising as a result of the conflicting obctives but also
itigates the pressures that could harm the independency of the system.

Ine L, organizational stmcture of the deposit insurance sysfems varies
among couniries. The deposit insurance system in the United Kingdom is an
example of a separate legal entity, whilc in the Netherlands the system is
directly admimstered by the central bank (BIS 1998}

The core criterion for the management of a deposit insurance system is
its independenve. A bealthy functioning decision-meking body should not
be influenced through political or indusirial pressures. A separate legal
entity with an independent management seems a3 the conmunon view for
sound governance. However there is oo consensus on the owogrship of the
separate legal eafity. QOoe view supports the publicly owned systemn as it
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considers the impottance of the social profection, while the contrary view
believes that banks should be capable of managing their own system
(Faulend & Kraft, 2005} Meanwhile, the empirical study of Densirguc-Kunt
and Huizinga (1999} shows that joint and privaicly manusged entities have a
positive effect on the market discipline. Ay & conclusion, cstabiishment of 2
separate legal entity with private paclicipation seems to be a soitable
alternative for the harmonization of the EU countries’ deposit insurance
organizational structuses.

Financing the System

Funding the deposit insurance system ss another important issue thidt the
current B Directive does not elaborate on. Although the BU Dircctive
enforced conoiries for a compulsory membership to the system, it was
reluctant to specify the fupding procedores. As a result, all EU countnes
acted separately in the formation of the fuading process.

One of the key ssoes related with the financing s the establishment of a
permanent fund, which 1s known as ‘ex-ante funding’. Existence of a fund
fastens the payment process in case of a failurs, Additionally, self-sufficient
funds will not cause any paexpected disbursement neither to banks nor (o
the governments. Another benefit of the ex-ante funding is the nsing
motivation of the banks to monitor the banking system since they are
permanently paving premuums (Ketcha, 1999). Although most of the EUY
countries and Turkey implement ex-ante syslems, some member countries
tike the Netherlands, Ialy, Luxembourg and Awustriz have the ‘ex-post
system” {Fauiend & Kraft, 2005}, Under the ex-post system, banks are not
obliged to pay any premioms until 3 failure oCcurs. Therefore ex-post
systems are considersd to be suitable for countries having stable banking
systems. However even for stable banking systems, any vnexpected honk
failure cap weaken the payment sbility of the sarvival banks and may result
inability t pay back the insured deposits. Morsover ex-post systemn canpot
be regarded as fair since sugviving banks are the source of finance most of
the time and the failed bank does not contribute (o the funding at all (BIS,
2001 3. Therefore 1t 15 believed that harmonizing the funding systems of the
EU countries on an ex-ante basis and supporting them with ex-post system
in case of severe failure wonld be the best practice.

Another critical issie regarding the financial structure of deposit
insurance i the source of funding. The fain source of a deposit insorance
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system is the premiums paid by the members. There are two premiun
payinent nethods narnely flat and risk-related preminms, The at rate is th
simple method for assessing premivm mmounts in which all banks hav
standard contributions to the Tend regardiesy of their risk profile. The risk
related premium on the other hand, is more difficult to calculate but mon
prectse as it considers the risk levels of the banks. Moreover, empirica
evigdence indicates that the risk-relaied premium iz more effective to cunt
the moral hazard problem and to stimulate banks to mositor their risi
position (Zadeh, Xie & Zoli, 2002). Although risk-related premiums arn
reeulatory i general, in case of an economic downturn, riskier bunks can
negatively affected 4 a resull of their high levels of premtum payment
(Ketcha, 1999y, However risk-related premium payments seems to be a fap
sotution since riskier banks may be in need of the contributed funds miore
than the others a3 thelr probability to defuult is higher.

Raskerelatod prentinm system s used in most of the EU counines and ir
Turkey. The EU countries have varicus sisk related premivms where the
average premium duffers from 0.02% 1o 0.8% (Tison, 19993 The premium
ratios in Turkey have minimum base ratio of D.13% on insured amount o
deposits was announced for all banks''. However, higher premiums up &
0.2% are applicable for the riskicr banks depending on the bank’s capita
adequacy ratios. The base ratie is applicable for the banks that have capital
adequacy ratio of 12% or bigher. The banks that have 8%-12% capila
adequacy ratio, pay a totaf of 0.17% premium. The rest of the baaks having
less than 8% capital adeguacy ranio, wre not only payiag the base amoum
(1,15% but also paymg addeional 0.05% premium {(BRSA ¢, 20043 Tk
fundamental differences between member countries are the uvppee and the
lower premiom Hmits assigned for the banks and the methods for risk
calonlation. Therefore, combining the risk-related premivm systems of the
EU countries woold be @ Turther siep for the standardization. In brief, the
EUJ Directive wonld be more comprehensive if the harmonization of dx
funding standards for the deposii insurance is also achieved

Conclasion

The main centribution of this article 18 the comparison of the Turkish
deposit insurance system with the EU Deposit Insurance Directive, Ansing

Y UngiE 30.09.2004 premiam amounts wers celeulated depending on total savings
depositg rather than on the insured amount of (he savings depesit,
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from this analysis the article raises questions about the need for updating of
the EU Directive itself.

This article identifies one major amendment required for the Turkish
deposit insurance system to achieve harmonization with the EUJ Directive.
The suggested improvement for the Turkish system is on reducing the
reimbursement period for the insured deposits in case of a bank failure.
Compared to the EU Directive, the Turkish system has an unpredictable
length for the reimbursement period. The EU Directive stipulates that
payouts to depositors must be made within three months, however
extensions to this are permissible up to a maximum period of twelve
months. The twelve months payment period is not acceptable since
vulnerable depositors might have no access to banking facilities for long
periods. Therefore it is argued that an ideal payment process would pay the
insured deposits in less than one month whatever the exceptional
circumstances might be.

As a conclusion, the revision in the reimbursement period will make the
Turkish deposit insurance system as comprehensive as the EU Directive.
The below table illustrates the current harmonization level of the Turkish
system with the EU Directive.

STANDARDS EU Directive Turkey
Coverage Min. € 20,000 YTL 50,000
Co-insurance Optional up to 10% NONE
Explicit YES YES
Membership Compulsory Compulsory
Average time to pay Max 12 months Not defined
Management Not defined LE", Public
Risk Adjusted Premium Not defined YES

Source: Nenovsky, N & Dimitrova, K (2003}, SDIF and World Bank

A further suggestion regarding the Turkish deposit insurance system
could be the reduction of the coverage limit to the level of the EU Directive.

21E: Legal Entity
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In fact, the EU Directive does not require any revision. 45 loag as the
coverage Himit of a country is above the suggested amount, Noagtheless. g
onn be argued that the coverage hmitin Turkey is considernbly higher than
the EU average, when per cupita GDP of the country s taken o aovonsy,

With reference to the EU Directive o deposit ipsuranes, it can be
accepred that some updating is necessary. The harmonizavon level of th
deposit insurance systems in the EU countdes cannot be considered as
suceessiul since there are imponant differences ia the fundamentals of thewr
systems, It is argued that the EU Dicective should have specitic uad guiding
principles about the orgamizational structure and the tuading of the sysiem,
These two main aspects are ciftical for ¢ harmonized oand competitive
banking sector within the BUL

First of all, introduction of & sepurate legal entity for the munagenwnri of
deposit insurance systems might prevent the system from political or
indusiriag) pressures. Addittonally, some degree of priviate ownership i the
panagement would be usefid for sustaiing independence. The main step
regurding the fuading of the system is harmonizing the systeins of the BU
couniries on an cx-ante basis. Esmablishinent of o permonent fund will
increase the trust for the systern and also will shortes the reimburserment
period in case of a tailure. The other possible suggestion for the funding
could be the atroducnon of a risk related premium payment system,

Fingdly, requining the same coverage hmir ond iasishiag on a siagle
manimum coverage standard for sl member countrias. cannol linprove the
harmonization level of the EL systems, Although the coverage limit osed w©
be appropriate for the former twelve members. with the changing profile of
the member couniries, it 8lso reguires revision. Momover. disregarding the
revision of the coverage limit for years implies thar the ipflahonory
pressures and changing ecomomic structure of the EU e not taken tate
consideration. Therefore, a review ahour the coverage lmit would be useful
for a strong and sound protection scheme. A possible suggestion might be o
arrange @ ratio for voverage limits depending on the euch country’s per
capita GDP as Guarcis used 1 ber studies. As a conclusion. the dvoamie
steuctare of the EU banking secior requires changes in the EL Dicectives in
order {0 achieve a competitive singke markel,
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