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Abstract: 

The objective of this study is to identify the factors that contributed to bank

failure in Turkish Republic· of North Cyprus(TRNC) between the years 1984-2006.

Using logit regression model will help in estimating the determinants of the

probability of bank failure in TRNC. The explanatory variables that are used in the

analysis are micro-economic variables (bank-specific variables), macroeconomic variables

and financial variables. Microeconomic variables are in the context of CAMELS

criteria, where C stands for Capital Adequacy; A stands for Asset Quality; M stands

for Management; E stands for Earning (Profitability); L stands for Liquidity and S

stands for Asset Size. Macroeconomic variables are gross domestic product (GDP),

exchange rate, inflation rate and interest rate; and financial variable is implicit deposit

insurance. Result of this study show that ratio of loans to total assets (low asset

quality), ratio of interest expense to total assets (high interest expenses), ratio of net

ıncome to total assets (low income), logarithm of total assets (bank size) and implicit

deposit insurance are important determinant of bank failure. In another word these

variables have important effect on the probability of banking crises in the Turkish

Republic of North Cyprus.
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1. INTRODUCTION 

1.1 Aim of stud)'.: 

The aim of this project is to identify the factors that contributed to bank
failure in TRNC between the years 1984-2006.

1.2 Broad problem of area 

Bank failures have not only occurred in TRNC. Many countries had
experienced important banking failure problems in the world. Asian Crisis(l 997),
Japan(1992), Mexico(1994), Argentina, Russian, Turkey(2000-2001), Norway(1988-1992),
Switzerland(1991-) etc... which these countries had experienced banking crisis.
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1.3 Methodology 

The methodology that is using logit regression model and CAMELS rating. The
logit regression model will help in estimating · the determinants of probability of bank
failures. CAMELS are C stands for Capital Adequacy; A stands for Asset Quality; M
stands for Management; E stands for Earning (Profitability); L stands for Liquidty and
S stands for Asset Size.

1.4 Structure of the study 

The study is structure to consist of the following:

Chapter 1; is introduction that explain the topic,

Chapter 2; is explaining the banking sector of TRNC; reason of banking failure
ın TRNC and economic rehabilitation programme,

Chapter 3; is include summary of other bank failures,

Chapter 4; is content methodology that explain logit regression model,

Chapter 5; is analysis correlation and logit result,

Chapter 6; is conclusion,

Chapter 7; is references,

Chapter 8; is appendix.
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It is a well known fact that TRNC (Turkish Republic of Northern Cyprus) is
usıng the same currency with Turkey (Turkish Lira) and receiving a continual financial
aid- from Turkey. From this perspective North Cyprus economy is economically and
financially depended on Turkey. Therefore, North Cyprus economy has affected from
the similar financial difficulties that Turkey economy experienced.

Firstly Turkey economic crises occurred at the end of 1999 through November
2000 and February 2001. These crises become a reality from the economic and
political sources which led to substantial devaluation in the Turkish Lira. TRNC
influenced negative on large scale by Turkey crises for using same currency with
Turkey. The predict cost of the banking crises is approximately 200 trillion Turkish
Liras which was around 50% of total Gross National Product. Fix exchange rate is
used before the crises than floating exchange rate has used after the crises (Safaklı
2003).

TRNC economy has two banking sector pain periods which occurred 1994
and 2000s. The banking failures began with Yurtbank in 1999. The erise of Yurtbank
A.S. in Turkey trigged a panic in North Cyprus and depositors and clients started to 
draw back fund from Yurtbank Ltd. The bank run quikly spread to other banks in
TRNC.

After; Mediterranean Guarantee Bank Ltd. and Everest Bank Ltd. were place
under the control of TRNC Ministery of Finance in 1994. These banks had to pay
guarranteeing by government. Mediterranean Guarantee Bank Ldt. become a public and
Everest Bank Ltd. was taken over by a private owner.

Between the periods 2000 and 2002 occurred the banking failures which ten
financial banks were forced by the government of North Cyprus to suspend their
operations. The Cyprus Credit Bank, Cyprus Liberal Bank, Everest Bank, Cyprus
Yurtbank and Cyprus Finance Bank Ldt. were put under the Saving Deposit Insurance
Fund and these five banks were closed in 2001. These banks began a serious banking
failures in TRNC. Some banks were put under the Saving Deposit. Insurance Fund in
different times. Cyprus Commercial Bank, Yasa Bank, Tilmo Bank, Asia Bank were
put under the SDIF in 2001. Cyprus Industrial Bank was put under the SDIF in 2002.
Additionally, some banks ~ere take control by another banks respectively. Med Bank
and Hamza Bank were .taken control by Seker Bank in 2001 and 2002. Finba Ltd.
was taken over by Artanı Bank in 2000(see appendix 1)

During the failures, TRNC had 37 survınıng banks. These banks 2 public, 35
banks private sectors. Ten of the these banks were cancel their operations, 2 banks
were take over 'by other banks. Now there are 2 state banks, 2 cooperative banks, 15
commercial private banks and 6 foreign branch banks, sum of 25 banks operating in
TRNC under the new Banking Law (see appendix 1). Total number of banks used in
this project is 22. (See appendix2).
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This paper presents a practical application of the determinants of bank failure
which would help bank examiners, investors and regulators in their decisions to alert
management in time, to prevent bank failure. The ability for early detection of
structural or financial weaknesses in the country will help to minimize financial costs
of the island that brought about by financial instability.

This project has occuranced 8 section. The first section is introduction that
explain the briefly topic. The second section is explain the banking sector of TRNC;
reasons of bank failure in TRNC and economic rehabilitation programme. The third
section is include summary of other bank failures. The fourth section is content
methodology that is explain logit model. The fifty section is explain correlation and
logit results. The sixth section is conclusion. The seventh section is references and the
eighth section is appendix.

\ 
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2. BANKING SECTOR OF TRNC 

2.1 Reasons of Bank Failure In TRNC 

Government accepted liberalization policies in the economy. The liberalization
had been effective in the banking and finance sector which taken over the political
authority. There were not make required legal or appropriate supervision and regulation
in the sector.

Allowing to be establish the holding banks which the holding banks have gone
bad the capital structure and not quality their control of characteristcs. Holding banks
such as Hür Bank, Cyprus Finance Bank, Everest Bank and Cyprus Credit Bank etc.
Many cooperative credit and finance firms to deal in the finance industry gave rise to
instencive competition (Safakli). These banks have been different structural establish
than other banks. Many holding set up their own banks within low capital requirement
and changeable inadequate banking law. The holding banks crises to keep enough
liquid money since they rather than used these in their business risk. Holding banks
provided credits within low capital which they used ineffective, inproductive and
profitless investment are negative influence to bank capital and revenues.

Banking crises of North Cyprus effected from extamal and internal functions.
Turkish Republic of North Cyprus's official currency is Turkish Lira. North Cyprus
has not money market and positive and negative improvement in Turkish economy
has affected on TRNC. When Turkish economy has high inflation, devaluation, high
interest rates; TRNC influenced.

There were not supervısıon mechanizms in North Cyprus. The Central Bank and
The Ministary of Economy and finance applied supervision and observation of the
banks. Supervisiors have not been able to obtain the need information to appropriate
control.

Central Bank is owns a part of sources used by public finance and not make
repayment or repayments were limited. The Central Bank of North Cyprus responsible
for banking supervision and used reactive strategy which means is popular and
efficient problem solving when business conditions are stable. Reactive consults planning
for today. TRNC control" bank started to helped development to change in the banking
sector.

While the credit applications assessing and deciding, they had not professionalism.
They do not take into consideration the active and passive ratios, liquidity ratios,
character and cash flows.
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There was not effective supervısıon and regulation of banks prior the the
crises. The legal capital requirment for a bank before to the crises was 50 billion
Turkish Lira which is very low capital, so increase the number of banks and rise the
assets inadequacy in the banking sector.

Authorities are responsible for control and auditing are responsible toward the
political authority. Political authority had not the knowlage expertise on the banking
sector. Ministary use the sources of Central Bank at the out of banking system so ,

Central Bank was not last resort for banks which these effected on the crises.

\ 
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2.2 .Economic Rehabilitation Programme •.. ~ 

Turkish Republic of North Cyprus was experienced banking failure between the
years 2000 and 2002. Economic rehabilitation programme was expressed and carry out
by the Central Bank of Turkish Republic of North Cyprus. The Central Bank was
worked to gain public confidence in the banking system. The purpose of the economic
rehabilitation programme was to slowly increase the quality the financial system to an
international standard which to make a change of the regulatory structure improved
broadly on the programme. Economic rehabilitation programme was major developing
of bank's regulation and supervision. The suggest new banking law in 2002 restored
the Banking Act of 1976 and Establishment Law of 1987 (Gunsel 2006). The new
banking law was based on the banking law of Turkey and was deemed to be an
improvement on the 11/1976 Banking Law implemented in 1976 (Safakli 2003). The
new banking law provide a machanizm of tighter regulatory control of banks.

The first economic rehabilitation programme was express a full expilicit
coverage deposit insurance fund which implemented in 2000. The aim of the first
programme is prevent banking system from bank runs and financial panics and raise
confidence in banking sectors.

Another modification act was on minimum capital requirement. One of the
major problems with the 11/1976 Banking Law was that the Government allowed for
the creation of a new bank with minimum capital requirements of 50 billion TL and
120 000 US Dollar (Gunsel 2006).

Under the Law of 14/2000 and 39/2001, the value increased to 2 million US
Dollar (Safakli 2003) and some limitations was implemented on credit and investment
which to decrease credit risks in the banking sector: According to the law credit limits
have to the less than %15 or %15 of its own capital and do not exceed %60 of
bank's capitals. The law of 14/2001 was assemple a Risk Centre. Risk Centre is
incentive internal control and risk measurement within the banking sector. When the
banking sector credit decisions, the risk centre help the banking sector.

Finally, Central Bank of Turkish Republic of North Cyprus began to be
employed independently with the rehabilitation program after 2001. The Central Bank
of TRNC implemented limitations on public credit. The TRNC has fiscal deficit that
have been financed by the Central Bank of according the New Bank Act the
Government legal preventive measure and reduced the public sector borrowing
requirements. Turkish Republic of North Cyprus of Government can not to apply the
required fiscal reforms to limit increasing public sector borrowing requirements.
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3. LITERATURE REVIEW 
' ~ 

Shelagh Heffemon, in 1996 analyzed an econometric and financial model of
bank failure, is developed and tested. The artical used a logit model for panal data
bank failure model to identify what variables are explaining bank failure. The data
came from success and failed bank in Australia, Finland, France, Norway, Sweeden
and U.S over the period in 1985 and 1991. There are a number of significant
determinants of banking failure including falling profitability as measured by the ratio
of net income to total assets. This ratio was found to be a more significant indicator
than capital adequency measures and the macroeconomy as measured by performance
of nominal interests. As nominal interest rates increase, the banking failure increase.

Shahidur Rahman, Lian Hwa Tan, Ooi Lyn Hew, Yih San Tan, in 2004
researched about the developed for each country that identified banks experiencing
financial distress as a function of financial ratio in Indenosia, South Korea and
Thailand. They was used logistic regression to analyze the data sample from 1995 to
1997 and finding capital adequacy, loan management and operating efficiency are
common performance dimensions found to be able to identify problems in all 3
countries.

Nil Gunsel prepared an artical about measure of the probability of financial
institutions failure in the North Cyprus banking sector and used financial information
obtained from balance sheet and income statement for the period 1984 and 2002. The
artical is using a multivariate logit model. Bank failure is a function of CAMELS
rating systems. Consequantly, according to the microeconomic results; the low capital
adequancy, high leverage, high interest expense, low liquidity, small asset size are
effefcted the bank failure in North Cyprus.

At the another researched of Nil Gunsel, her purpose is to investigate the
effect of a speculative attack on Turkish Lira in the North Cyprus sector during the
1984 and 2002. This project used logit model. The findings bank weaknesses, high
interest rate, fixed exchange rate policy, low trade increased the bank failures.

The study is wrote by James B. Thomson. The purpose of this study is to
model bank failures of all sizes in 1980s. The function of variables related to its
solvency and used the CAMEL model.
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Okan V. Safakli (2005), is researched about analyz the basic problem of
banking sector in TRNC with the applied proactive and reactive strategies and make
suggestion. This project have included the concents of proactive and reactive strategies,
an analysis of banking crises in TRNC, structural problems of the banking sector in
TRNC.

Hulya Bayir (1998), focused on the measure the effected of times deposit
insurance coverage on the financial strength of banks and macroeconomic conditions
on bank failure over sample of 35 privately owned commercial banks in Turkey,
covering the period of 1991 and 1998. As a result full coverage deposit insurance had
negative effect on bank soundness in Turkey and change in the foreing currency ratio
short run to shareholder's equity definetly increase probability of bank failures.

Suleyman Bilgin Kılıc, Altan Cabuk, Serpil Canbas (2004), wrote article about to
propose a methodological framework for constructing the integrated early warning
system that can be used to research financial characteristics of banks and discriminant
logit and probit model were estimated based on these characteristics to construct
integrated early warning system. This study cover the periods 1994 and 2001 and
contains financial ratios of 40 privately owned Turkish Commercial Banks.

The project is prepared by Pouran Espahbodi in 1990. The main objective of
this project assesses the relative ability logit and discriminant analysis in distinguishing
between failed and healthly banks and this study consisted of 48 bank failed in 1983
and another 48 matching solvent banks. This model developed in this study an
objective dimension to .. the regulatory agencies evaluation of their policies and
procedures and help them allocate their resources more efficiently by concentrating
their time and efforts on investigating more probable failures.

I 

Evridiki Neophytou, Andreas Charitou, Chris Charalambou in 2000, were
analyzed the improvement and approval of failure model for United Kingdom public
industrial institutions. They have employs logit model and consist three financial
variables, profitability, an operation cash-flow and financial leverage variables. Their
data set include 51 failed and healthy of United Kingdom public industrial institutions
during period 1988 from 1997. According the result, operation cash flow has important
role in predicting failures. The potatial application of the model developed by Altman
(1968) was examined, but the validation results were relatively low, indicating that this
model may not be applicable to more recent UK data set.
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This artical have written by Andrew Logan in 2001. The purpose of this
project try to.. find leading indicators of bank failure based on the experience of the
small and medium size United Kingdom banks in the small banks' crises of the early
1990s. This artical has used logit model to analyze characteristics of the banks failed
compared the banks soundness. Conclusion, the most important leading indicators of
future failure the found to be a high dependence on net interest income, low
profitability, low leverage, low shorth term assets relative to liabilities and low loan
growth.

James Kolari, Dennis Glennon, Hwan Shin and Michele Caputo, 2000, have
focused on the emprical methods to the problem of predicting large United State
commercial bank failures. Data of this artical has collected a sample of 50 failed
large banks matched sample of 50 health large banks from the late 1980s to early
1990s. Logit analyze develop ·cıassification early warning system(EWS) model based on
the orginal samples and trait recognition is test the predictive ability of these models
using the hold samples.

Natasha Konstandina (2006) investigate probability of bank failure in Russian.
The multivariate logit model (needed to estimated the probability of bank failure and
identify key explanatory factors influcing it) and hazard model (needed to identified
which factors influence survivel time) are employed for the probabilitiy of banks
failures. Result shows the microeconomic variables have explaning failures and survivel
times while macroeconomic variables do not appear to be essential, banks have less
effecient, it have higher chances of failure and higher balance of nonperforming loans
also bring higher risk of failures.

) 
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3.1 Micro-Economic Variables (Bank-Specific) 

Microeconomic variables(bank-specific variable) used many indicators to the
financial performance and operations of the banks. Micro-economic variables are the
key financial ratios that are designed to show CAMELS components which focus is
on six keys aspects of bank's operation as according to the CAMELS framework.
These are capital adequacy (total capital as a percentage of total assets), asset quality
(total loans as a percentage of total assets), management quality, earnings (net income
as a percentage of total assets), liquidity (total deposits as a percentage of total of
loans) and asset size (total sectoral assets as a percentage of total assets). They are
important and useful in reflecting the bank performance and identify their financial
distress.

3.1.1.1 Camels 

3.1.1.2 Capital Adequacy: 

Capital adequacy is measure of solvency. It is measure of gap between a
company's liabilities and assets. Capital adequacy can decrease risk and absorb losses.
The role of capital as a reduce the bad effects against loan losses may stop the
failure of a bank whose customers defualt on their loans. Furthermore; capital can
support the financial and operation of bank, provide protection to depositors and
creditors and inspire confidence in depositors and regulators.

) 

3.1.1.3 Asset Quality: 

Asset quality is as a percentage of total loans divided by total assets. Loans
show the highest default rates, the asset quality of banks will deteriorate when there
is an increasing number of non performing loans. When declared no value importance
by the bank with worsening loan quality, more bad debts will have to be written of
the books. Assuming a bank rise its provision for loan losses, there will be a reduce
in the reported earnings, a year from now affecting the profitability of a bank for the
current time period.
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3.1.1.4 Management Quality: 

Management quality have a big role in determining the future of the bank. The
management set the profitability objective and determines the risk level to be
undertaken by bank. The management quality of a bank can be measured by operating
efficiency take place of cost management and the productivity of employees. The net
operating margin, net interest margin and non interest margin are efficiency measures
as well as profitability measures. Higher cost expected to be positively related with the
probability of bank failure.

3.1.1.5 Earning Ability (Profitability): 

Earning ability is the an important performance measure for banks. In this
analyze we use earning ability which is percentage of net income to total assets.
Return on Assets, Return on Equity and Net Interest Margin looks at different aspect
of bank profitability. A high Return on Assets may be the result of efficient
operations, a low ratio of time and saving deposits to total deposits or high return
earned on assets. ROA ratio is calculate by dividing bank's net income by its average
assets.

When a bank's Return on Equity is very high it disclose to be performing well
from the poin of view of the shareholders. It may mean, the bank is heavily leveraged
and riskier. ROE is calculate by dividing a bank's net income by its average total
equity.

The net interest margin measures a spread between interest revenues and
interest costs that management has been able to achieve. Net interest margin is of
major concern the management of bank as it signals the profitability of the bank.
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3.1.1.6 Liquidity: 

Liquidity is capacity of financial institution , at any time in the future to meet
deposit withdraw and to satisfy potential customers on its cash flow. Customers are
evaluated against potential sources of cash flows. Bank can sources cash flow from the
interbank deposits and interbank borrowing capacity, central bank borrowing and
generally marketable, pledgeable or securitizable investment and loans. Liquidity ratios
are expected to be both positively and negatively related to the likelihood of failure.
A higher liquidity may also means a weak financial investment activities and therefore
may also be related to a higher probability of failure.

Measure to liquidity risk three ratios are used. The ratio of liquid assets to
total assets, a higher ratio of liquid assets to total assets implies a greater capacity to
discharge liabilities. The ratio of liquid asset to total deposits, a bank with more
liquidity can be better position to face unexpected deposit run. The ratio of total
deposit to total loans, measure the deposit runs and when information becomes
available to the public on the condition of banks, a transfer of funds from fragile
banks to more soundness banks indicate this ratio.

3.1.1. 7 Asset Size (S):

Asset size is· last variable which indicator to the financial performance of the
banks. Asset size is evaluated the ratio of bank assets to total banking asset value.
Asset size is have a negative effects on the probability of banking crises. That is, as
the size of the banks increase it is less likely that they will probability of bank
failure.
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