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ABSTRACT
This paper describes the position of Northern Cyprus, before and after

the banking crises wh!çh took place in the year 2000, from a depositor
protection perspective, as well as describing the depositor protection within
the,European Union. However,the central bank of TRNC has legislatednew
amendments, that are believed to move Northern Cyprus to a closer step to
the European Union standards. This paper is going to explain the main
reasons of the banking crises, and how the new amendments are going to
solve the banking industry problem.
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1. Introduction

Banks have always been treated as a matter of public interest, that's
why it was really necessary that the government should restrict the banks with
specific rules, to make sure this public interest i's treated fairly. This paper is
going to explain the principles of the banking requlation within the European
Union, focusing on the regulation concerning depositor protection,

Depositor protection is the most important reason of bankin~
regulation, this ıs because indiviouals as well as businesses are making
financial transactionş through Banks, so they need to make sure that there is
no risk of losing their deposits, or at least _guaranteethat the risk is tow. Of
course the public cannot access to information that shqws the bank's financial
position, for example the assets and liabilities öf the bank, that such
information iş confidential.

The financial position of any bank could change quickly because of the
large amounts of liquidity that might be changing so fast, so even if individuals
have looked at the bank's balance sheet they Would still misunderstand the
position of the bank, so the goyernment has legislated those regulations in
order to protect all the' depositors against losses of funds, and this is the real
subject of this paper that's going to show how the regulation works.

This paper is going to explore the equity at risk as well as the insurance
and the safety net. Bank's capital is one of the topics of this paper. However
the bankihg crises of Northern Cyprus are going to be explored.

In light of what have been mentioned above, this paper is going to
explain the regulations that are made for protective purposes in the European
Union, and how Northern Cyprus has to maintain similar standards in order to
become a member of E;U.



2. Conceptual framework of depositor protection
This chapter demonstrates the concept of depositor protection, and

points it out as one of the objectives of banking regulations, as well as
defining risk as a serious threat to banks, and lists a number of methods that
banks utilize to guarantee depositor protection. However, the deposit
insurance is going to be highlighted within this chapter, along with some other
regulations for depositor protective purposes.

2.1 The direct relationship between Banking Regulation &

Depositor Protection
It's a good question to be asked, that why banks should be regulated?

As it was mentioned in the introduction of this paper, banks are always treated
as a public interest matter, so it will be necessary that the rules of the
government concerning this matter to be legislated.

The decisions of the banks have to be regulated to guarantee the
depositors and consumers protection as well as to guarantee the financial
system to be efficient and competitive. As a consequence, such regulation
was evolved and developed to serve numerous goals, those which have been
changing over time that were even in conflict with each other.

In genera! any bank that is new cannot enter the industry no matter in
which country this bank is, without government approval. Each bank's
principal regulatory agency is supposed to sanction the different types of
deposits as well as some other financial instruments that are sold by some
banks to the public in order to raise funds. There should be bank examiners
that review the quality of the bank's loans, all the investments and also the
adequacy of its capital. These revisions have to be made carefully, in case a
bank is seeking to expand, whether if a building is going to be constructed or if
the bank was going to merge with another one, also the case of setting up a
branch office or acquiring or thinking of starting a non-bank business, in all of

- these cases that are mentioned above, the bank should first obtain a
regulatory approval ( Rose, 1993, pp 67 ).
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BANKS INVESTMENT INSURANCE

FIRMS COMPANIES

Objectives Systemic stability Investor Consumer protection

Neutralize moral protection

Hazard
Depositor protection

,. 

Techniques LLR/deposit insurance Liquid capital Actuarial solvency

Capital requirements Mark-to-market

(going concern basis) Valuation
On-site-examinations (liquidation basis)

Regulator Central bank/bank Securities Insurance regulator

Regulator regulator
' ' \· 

I' )

,,

Source: (Dale and Wolfe, 1998)

Table 1: Traditional style regulator framework

2.2 Deposit insurance and safety net
Depositor protection is the most important reason for banking

regulation. It should be clear that the protection of depositor depend on
factors other than the bank activities themselves. As a matter of fact only a
small number of the bank's assets are to be considered riskless, in practice
commercial banking aspects might be implicated for depositor safety as well

as the deposit insurance company.
According to US bank crisis that took place in the 1930s, legislators

had to have more concern that such crisis should never occur again.
Therefore, a body of provisions has been approved by the Congress that was
incorporated in this Act, that it's supposed to form a kind of security for
financial organizations as well as for depositors, that is called safety net.

Deposit Guarantee Fund was one of the items that were included by
- protective legislation for the banking system in order to provide a series of

minimum balances to the depositors of failed banks. Another important item

5 
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was that the Federal Reserve having the right and the power to step in and
provide immediate liquidity to banks experiencing difficulties in cashing

deposit withdraw~ls.
As a matter of fact the problem was not the idea itself of having

insurance, but is this insurance should include such activities that aren't
directly related to traditional banking activities?. Stock market operations are
such a good example of these indirect activities. However the heavy losses
that were suffered by some banks with financial derivatives and public debt
trading in 1993 and 1994; are one of the two events that took place recently
that would assure a statement that says prudence in bank supervision should
be careful to not extend its financial operations to include other than activities
that are strictly related to traditional commercial bankin~ is correct

The second event that would also assure the mentioned statement Is
correct is the difficulties with major industrial and real estate operations that
have made it hard to some universal banks, such as Banesto and Credit
Lyonnais. Although it wasn't for sure that these difficulties are really a good
example of the moral risk problem, but still depositors have the right to know if
they deposit funds in a secure institutions or are these institutions taking the

risk on purpose ( Canals, 1997, pp 78-79 ).

There was an argument between the big banks and the small ones
about the insurance coverage. And this argument now is heating up again as
the Federal Deposit Insurance Corp. tries to define its function as the financial
industry gradually develops. Deciding the FDIC's function is getting more
complicated as more non-banks gain access to deposit insurance.

The equity markets now on the edge, and the consumers are
becoming more concerned about their funds' safety and also becoming less
excited about getting the highest possible returns. The insurance funds are so
well capitalized, most banks and thrifts are demanding the FDIC to find some
way to return a part of the excess to them. Kenneth A. Guenther, executive
vice president of the Independent Community Bankers of America, would help
smaller banks and compete against the behemoths of the banking world.
Currently, except for a handful of poorly capitalized banks, no banks pay
premiums for their deposit insurance because the 1.25% minimum is safe. the
insurance funds to move closer to the 1.25% minimum that is fixed and
controlted by the law of all insured deposits ( US Banker, 2000).



2.3 Definition of risk & alternative methods for depositor
protection

It will be useful to start by defining the risk in general as an introduction
to the systemic risk. The risks basicly affect the bottom line of the firm, it is
relatively simple to define the risk that a financial firm encounters. Actually risk
is the pos~ibility that a firm's actual income will tum out to be lower than the
expected value of its earnings. Regulators are likely to be concerned about
such cases where the shortfall could be sufficiently large to result jn a loss
which reduces the firm's equity and retained earnings or in the unusual case
to exceed the shareholders' funds and result in the insolvency of the firm.
This provides the following generalized definition of risk Riskt = Pt
{Earningst+1 < Et(Earni,..gst+1)) where: Riskt is the measure of risk attime t,
Pt is a measure of probability at time t, Eamingst+1 is the actual observed
earnings at time t+1, Et(Earningst+1) is the expected value, measured at
time t, of earnings at time t+1 from which it possible to derive those cases
which are of particular concern to regulator. Actually RRiskt = Pt 
(Earningst+1< O) where: RRiskt is the measure of regulatory risk at time t

Since for the vast majority of firms it's possible to assume that the expected
earnings are positive, it's possible to see that RRiskt is simply a sub set oMhe
general definition of risk. As a result anything which a firm does to reduce its
exposure to risk will also necessarily reduce its exposure to the regulatory
measure of risk.

After introducinq the definition of risk in general. The term 'systemic

risk' has to be introduced too. In particular, the term is used to refer both to a
sudden crisis of confidence and withdrawal of liquidity from a market.
However, in order to meet the Basel Committee definition the risk has to be
international in character and systemic in nature. Before going any further, the
Basel committee is going to be introduced in the next chapter. However, the
most appropriate description of systemic ri~k is, the risk that something which
goes wrong in one firm or market will, because of the close linkages which
now exist between firms and markets, spill over to affect other firms and
markets ( fFCI risk.ifci.ch).
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• Bank examinations: Information collection is the basic duty of bank

examiners that is used to indicate the current financial condition of a

bank and find out that this information is correct and if it's used

according to the applicable laws and regulations of such a specific

It will be necessary to name some of the methods used for the

protection of depositors.

• variable rate deposit insurance is a system in which deposit

insurance premiums are being allowed to increase with the risk.

Detailed regulations for controlling banking risks are less essential, any
way banks have a strong financial incentive to control risks. However,

this system has been criticized in two areas, riskier banks would be the

primary contributors to the deposit insurance fund, actually variable

rate premiums would hit weak banks when they could least afford it. As

a second point to this area, measuring risk and constructing an optimal

premium schedule could be proved to be difficult. In case the premiums

failed to measure risks properly, restrictions on bank activities and

operations might still be necessary. The issue of setting variable rate
premiums would seem to be a question of faith in the ability of the

current regulatory process to measure risks sufficiently.

e 100 percent reserves which require banks to back their deposits fully
with reserves. In order to support this proposal the following arguments
have been used. Depositors are protected without the need for a bank
supervisory system. 100 percent reserves would allow close control of
the money supply, and finally lending and deposit withdrawal are not

interrelated.
• Shift towards less regulated accounts which allows less regulated

accounts to expand and make depositors rely more on self-protection

( Spong, 1985, pp 84-87 }. 

2.4 Some regulations for depositor protection
The following are regulatory procedures designed to protect depositors

and control banking risks, these procedures help to develope an overall view

of a bank and its ability to protect depositors.
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case. Actually a.II the parts of the process concerning a bank's
operations are covered in an examination, and there are special reports
that to be submitted and discussed between the ·examinersthemselves

\ 

on the trust activities as well as the electronic data processing
operations, and of course to make sure that the discussed activities
which are mentioned above are true in terms of depositor protection
laws. The examiners will try to analyze any interrelationships besides
assessing the general condition of a bank after they finish looking at
such individual activities and departments in the examined bank.
Mostly all banks are generally examined at a variable frequency in
which this frequency is concerning a bank's condition.

• Reporting requirements: Banks must file various reports with their
supervisors. Some reports, such as insider loans, are used for specific
regulatory objectives, while others inform bank supervisors of the
bank's current condition and performance. An example is the report of
income which lists a bank's revenues and expenses as well as such
items as dividends and contributions to capital, however this report is
required quarterly. Most bank reprts are available to the public and
serve to give investors and bank customers information on a bank's
operations and performance, this information is particularly important
for large depositors with accounts exceeding the insurance limits

( Spqng, 1985, pp 78-82 ).

3. Depositor protection in the European Union
In the last chapter of this paper, the concept of depositor protection

was introduced, as an introductory to this chapter that will specify its attention

to the European Union.

3.1 Relationship betwee,n capital adequacy and depoşitor

protection
A commercial bank has to have sufficient capital so that it will be able

to provide serpe kind of protection for expected and possible loan losses or
other kinds of problems, which could affect the depositor protection
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negatively. However, the commercial bank is also in need for such funds in
order to cover its internal needs and for its expansion, an security that is being
added for the depositor as well as the deposit insurance system. Further
more, higher capital serves to raise the financial stake that stockholders have
in the safe and sound operation of a bank. As a result, bank regulators view
capital as an important element in avoiding the banking risks to an acceptable
tevel. Capital adequacy determinations have caused problems for bank
regulators and bankers, because such capital needs are usually relying on the
factors that are mostly like the bank characteristics, economic conditions, and
the practices of the banks. Not so long time ago when the large banks started
to maintain lower capital ratios than the small ones, since they were thought of
as the most diversified. There also were fewer deposit fluctuations and better

access to capital markets.
Prior to the control of the assessment of any bank's capital is to be

made, there is a decision that should be taken on what forms capital. This is
necessary because many of the balance sheet items include some, but not all,
of the attributes of capital. Subordinated debt can protect the bank
depositors, but the problem that it has a limited life and demands on bank
revenues, it cannot be called a permanent form of capital, ( European Report,

2000 ). 

3.2 BASEL committee within the EU
It was such an important event that the publication of the Basel

Committee's paper of the official plans that would suggest improvement
changes for the capital adequacy framework for the banks, in the

development of international financial regulation.
The existing 1988 official agreement that had the purpose to establish

such a common capital adequacy framework for banks. Has also become the
international standard by which banks are examined in terms of their
capitalization, and this is true within the EU as the agreement has once again
becoming the standard for capital adequacy for securities of the firms.
However, as the Basel Committee recognizes, the 1988 approach has
become importantly no longer useful as a result of the market developments
and as a result of this the Committee has started a discussion in which the
experts would give their opinions about what should be done with a view to a

framework which is more modernized.



looks for relating the minimum capital requirements in such a
more accurate way in order to try to be protected from the risks
which the banks usually face.

• An improved process for supervisory review of the banks.
• An improved market discipline through better public disclosure.

The Committee is officially suggesting the mentioned above approach
which has the following three elements:

• A_ more ....modernized capital adequacy framework in which it

Actually the new system has the duty to help to show the clearest
kinds of regulatory arbitrage and why there are no incentives to good practice
in credit risk management which are associated with the 1988 Accord. The
Basel Committee's initiative in inviting a dicussion about the future framework
for regulatory capital.

The fact that the framework which is agreed upon at the end of the
current consultation period will almost certainly establish the foundations for
capital regulation for the next ten years not just for commercial banks but for
all internationally active financial firms, it is important to consider whether the
underlying theoretical basis for the Basel Committee's capital is appropriate
for the firms to which it will apply in the future. Somehow it is important to
recognize that the Basel Committee approach is based on a traditional
banking view of the world, where the basic risk that a firm usually faces is the
credit risk in its portfolio of lending.

The approach is based on the fundamental assumption that credit
losses are essentially random events which are only realized and passed
through the p&I account as and when they arise. As a result, within this
approach capital is viewed as the primary protector against the credit losses
which are inherent in the balance sheet and regulatory capital is a primary tool
to protect against the systemic risk associated with a rise in realized credit
losses. In the future it is somehow highly questionable whether this approach
to setting regulatory capital will remain appropriate for the internationally
active financial firms to whieh the specified financial agreement will be in
practice able to apply either directly, because they are regulated as banks, or
indirectly because they are subject to the Capital Adequacy Directive within
the EU ( IFCI risk.ifci.ch )
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• Banking - supervision - Review of Basel Capital Accord.. ~
complements review of EU bank capital Directives

Acting European Commissioner for Financial Services Mario Monti
welcomed the publication on 3 June in London by the Basie Committee on
Banking Supervision of a consultative paper on the Review of the Basie
Capital Accord. "The European Commission shares the need for a review of
capital standards", commented Mr Monti. "Progress in the framework of the
Basie Committee will complement work already underway by the Commission,
in collaboration with EU banking regulators and supervisors in the Banking
Advisory Committee, on a review of the present EU rules on capital standards,
namely the Directives on the Solvency Ratio and Own Funds."

Table 2: The aims of key EC financial market directives

DIRECTIVE AIMS
Capital Adequacy To harmonize minimum capital

requirements for investment firms and
bans engaged in securities business

Investment Services To liberalize EC financial markets.
Sets out the single passport principle
whereby firms authorized to operate in
one EC country can operate via
branches in an other

Solvency Ratio To harmonize minimum capital
standards for banks. Sets out different
risk weights for different categories of
loans and financial items

Second Banking Coordination To liberalize banking operations by
applying the single passport principle
whereby banks authorized to operate

I in one EU country can operate
branches via any other

Consolidated Supervision To enable supervision on a

12 



consolidated basis of all banking
groups including those whose parent

. are not credit institutions.•..•.
Own Funds To define the types of capital that

banks may hold to satisfy the
solvency ratio directive

Large Exposure To harmonize limits on the extent of
lending to any borrower

Deposit Guarantee To set minimum standards for
guarantees applied to bank deposits

Investor Protection To set minimum standards of

L " customer (proposal) protection for
transactions with securities firms

Source: (Dale and Wolf, 1998)

The consultative paper on the Review of the Basie Capital Accord
(which was originally established in 1988) published on June 3 1999 by the
Committee on Banking Supervision of the Bank of International Settlements -
BIS - (known as the "Basie Committee") will complement a review already
underway of EU legislation on bank The capital requirements. The Basie
Committee announced that its consultation process will take until the end of
March 2000 and that it will then come forward with definitive
recommendations for improved banking supervisory practices in the field of

bank regulatory capital.
The European Commission, in collaboration with EU banking regulators

and supervisors in the Banking Advisory Committee, already set work in hand
in the Spring of 1998 on a review of the present EU rules on bank capital
requirements. The origin of the present EU Directives now dates back more
than a decade and the Commission is aware that EU legislation must keep
pace with developments in the market and accurately reflect underlying risks.

The Commission's work is proceeding in parallel with that in the Basie
Committee, in which 8 EU-Member States and the regulators of our main
banking competitors participate. As announced in its Communication of
October 1998, the Commission's objective is that the EU should take a
leading role in the discussions to maintain a level playing field both within and
beyond the EU while taking particular account of the heterogeneous structure
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