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EFFECTIVE USE OF CAPITAL IN BANKING SECTOR 

I.INTRODUCTION: 

1.1-CAPITAL: The Key To Success 
There is a great deal of discussion within the banking industry today with respect to building 

shareholder value. This is understandable in light of the importance placed upon a bank's 

capital position. Capital has been called with good reason, the mother's milk of commercial 

· ng. Because, when available in the proper amount it perpetuates growth and strength; 

.hen absent, we risk stagnation and eventually, atrophy. 

Having taken great liberty with the application of this analogy, let's examine, by way of 

view, whether there is evidence to support such a comparison. 

oat are some of fundamental applications for an adequate capital position? 

• To satisfy regulatory requirement. This issue has to faces. One side represents, at 

times, an annoying mandate that must be met in order to be in compliance. The other, 

makes it very clear where the boundaries are and thus makes it easy to know the 

acceptable limits and the consequence for non-compliance. 

• As an essential mechanism to respond to business cycles: Since business is never 

totally predicable, need capital as insurance during down-cycles and as a tool to 

maximize opportunities during up-cycle. 

• To support growth. A bank, no more than any other business, cannot expect to grow in 

a stable manner without a solid base. 

• To maintain flexibility. Successful banks (businesses) need to maintain an adequate 

capital position in order to adjust a respond to the ever-changing competitive 

environment. 

• To fulfil the Board's responsibilities. Any board would be hard pressed to meet the 

tenants of "Safety and Soundness" as defined by the regulators and increase 

shareholder value without a strong capital base in place at all times. 

e large number of bank failures, the decline in FDIC insurance fund reserves in the early 

990s, as well as the creation of new product powers have focused increased attention on the 

quacy of bank capital. Regulators want high capital requirements to better protect 

sitors and the viability of the insurance fund, and the reduce overall risk-taking. 
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Historically, bankers preferred lower capital requirements which increased financial leverage 

and the multiplier effect on ROE. Low capital requirements also allowed for substantial asset 

growth. In an environment of increased competition and consolidation, however, the market 

rewards banks with substantial capital by valuing their stock highly because they are viewed 

as the firms most likely to survive as acquirers. In the early 1990s, the Federal Reserve Board 

of Governors (FED), Federal Deposit Insurance Corp. (FDIC), and Office of the comptroller 

OCC) imposed minimum risk-based capital (RBC) standards that help control bank risk 

taking. These RBC standards mean that higher levels of capital are required against higher 

risk bank assets. The Federal Deposit Insurance Corporation Improvement Act of 1991 

(FD I CIA) established a system of prompt regulatory action with sanctions for 

undercapitalized institutions. These requirements have expedited consolidation within the 

banking industry and increased the cost of offering banking services. 

Capital plays a significant role in the risk-return trade-off at banks. Increasing capital reduces 

risk by cushioning the volatility of earnings, restricting growth opportunities, and lowering 
the probability of bank failure. It also reduces expected returns to shareholders, as equity is 

more expensive than debt. The fundamental asset and liability management decision 

regarding capital thus focuses on how much capital is optimal. Firms with greater capital can 

borrow at lower rates, make larger loans, and expand faster through acquisitions or internal 

growth. In general, they can pursue riskier investments. A second important decision concerns 

the form in which new capital is obtained, because regulators allow certain types of debt and 
preferred stock to qualify as capital to meet the requirements. 

The cost of capital is a one of the biggest problem of banks in Turkey and T.R.N.C. 

Especially, in T.R.N.C. the market is not very big to all banks and besides these banks are 

also competing with the banks in Turkey. All these factors forcing them to keep the interest 

rates high than the competitors both in Turkey and T.R.N.C. On the other hand, they should 

sell these money to investors with a lower rate as possible as. Otherwise they can lost their's 

costomers to competitors. To move with in these limits is not always easy, if you consider that 
the risk factors in our capital market . 

(Source: http:// www .nu bank. com/stories/ capital-keyto-success -4-26-0 I/index. html) 
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-ORIGINS OF BANK 

nomies have always developed methods for providing what we call financial services. As 

omic systems change, the nature of the enterprises providing these services adapts to the 

·hnology and preferences of the customers. Most professors of money and banking fondly 

uss the medieval goldsmiths, who took in gold for safekeeping, and whose receipts 

entually became money. Goldsmith added value by reducing information and transaction 

for their clients. They assayed samples and certified their quality (via a hallmark stamp). 

other words, they produced information and made that information easily verifiable. They 

ed receipts, which were easier to carry than gold bullion, thus reducing transaction costs. 
mm here it was a short step to making loans. " 

goldsmith experience has several lessons for today. First, many of these functions still 

'ive; although modern banks methods of providing a convenient means of payment and a 

are certainly different. Second, the institutional form has changed drastically, from guild 

orporation. Banking is not combined with goldsmith today and you really can't blame this 

lit on the Bank Holding Company Act of 1956. Note that goldsmiths, as part of a guild 
_ em, were not corporations, either. 

inally, we should consider the heavy role of government even at the dawn of banking 

ory. Though other merchants offered credit in medieval times, goldsmiths became 

icularly important because of Henry VIII's suppression of monasteries and religious 

'ties (1545), which released their accumulated gold and silver back into circulation. 

Deposits with goldsmiths increased dramatically after 1640, when Charles I seized the specie 

d bullion at the mint in the Tower of London. Even earlier than the goldsmiths, the 

ganizers of the Champaign Fairs in the lih and 13th centuries performance similar 

ctions. They issued tokens to the participating merchants, with each token representing 

osits of coin, plate, and bullion that had been tested. The merchants used these tokens to 

t out their accounts before clearing and settling in the deposited gold. At the same time, 

many functions we consider banking were undertaken by scriveners-clerks who were needed 

o write letters and contracts in an illiterate age. They became general advisors, because they 
'ere needed to reduce transaction costs. 

titutions more recognizable as banks, such as the Casa de San Giorgio in 1407 and the 

Bank of Amsterdam in 1609 (made famous by Adam Smith's descriptions in the Wealth of 

_ ;ations) also arose. These banks provided the functions of safekeeping and security, assessed 

and certified quality, and enabled transfer payments. Even though at first both parties had to 
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at the bank to transfer funds, transaction costs were lower than by lugging gold though 

ts of Genoa or the canals of Venice. Often these banks kept deposit and lending 
ions separate, so that deposits were not used to fund loans. The Bank of England 

--.iM••Y separated its deposits and lending functions in 1844 with Peel's Act, but the Risk 
Sweden, which was founded in 1956, was separated into "narrow" bank and a lending 

from the start. 
~:Article: "The Functions and Future of Retail Banking" by Jerry L. Jordan President and Chief Executive 

Federal Reserve Bank of Cleveland (10.01.1996)) 

,"HAT IS A BANK? 

.erywhere, the customers expect from their's banks to performs three basic functions: 

- It accepts and safeguards deposit of money from customers; 

- It permits money to be withdrawn or transferred from one account to another; 

- It lends the surplus of deposited money to customers who wish to borrow 

mention a bank most people will think the banks that are commonly known as clearing 

. because they are members of the bankers Clearing House through which many 

moosands of cheques and credits are 'cleared' or sorted daily. These, with other, smaller, 

dcuing banks and a range of more specialized banks such as merchant banks, foreign banks 

saying banks, together with the central bank, the central bank make up the varied 

ed of banks in any country and develop monetary and capital policies according to the 

mic conditions of the country.( For example, The Bank of England-which despite its 

. controls all aspects of banking throughout Britain) 

anking structure are considered . 

1 RESPONSIBILITIES OF BANKS 

sound banking system depends partly on the control exercised by the central bank and, to a 

ge extent, on trust: that is, the customer's trust that his deposits will be looked after in the 

possible way and that when he wishes to withdraw his money, the funds will be 

ilable, The banks have a major responsibility to behave like good citizens in business: 

e profitability remains a major consideration, this must sometimes be set a side in favour 

informed and ethical judgement that takes account of the interests of others. For 

ple, in Britain in the early 1970s, for instance, some banks made errors of judgement in 

· g too much to certain sectors of the business community, notably in the property 

et. Several of the smaller banks would have failed if it had not been for assistance 

ganized by the Bank of England, funded mainly by the clearing banks. Whenever banks 
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money it is their customers money that is being advanced, so it is important that they 

uld lend where there is a minimal risk of non-repayment. They have often been criticized 

not lending more freely, but a high risk of loss will frequently deter them from granting an 

·ance, even if the highest rates of interest could be charged. 

ce: "The Bank Management" by Timothy W.Koch and S.Scott MacDonald, published by The Dryden 
--. Fourth Edition) 

THE ROLE OF THE BANKS 

/hile some specialize in meeting the needs of particular groups of customers, such as 

mpanies or small savers, the clearing banks provide a range of services to satisfy the 

cial needs of all types of customer, from the smallest personal account holder to the 

gest company. 

These services can be grouped under the following headings: 

a-Deposits and saving; 

b-Advances 

c-Money transmission 

d-Financial and advisory services 

e-Foreign services 

a- Deposit and saving: 

Deposits are the funds that customers leave in their accounts, whether these are current 

ounts, which are for 'current' money that is not intended to be saved, or deposit or saving 

ounts which are for money that will not be required immediately. Customers with a current 

ount are usually issued with a cheque book which enables them to draw or write out 

ues that instruct the bank to pay cash from the account or to make payments to other 

ple. Deposit and savings account holders do not have the benefits of a cheque book; 

ead they are paid interest on monies left with the bank. 

b- Advances: 

~~'o.."'-~~.,,,. 'o..""-.~ ~~ ~"'"""~.,,,. '"~"'-'- \:,~ 'o.. \:,"o.,~, ~~"'~"""'"'"~ ""' ~~ "-<::,~ <::,"- 'o.."'-. <C:,'s~"-Q..."-'o..~ (:,"'-. 'o.. ~~~~"'" 
account, by which the customer draws out more money than he has put in to the account. 

They may also be made by means of a loan or personal loan. Interest is charged on all 

advances, the rate varying with the method of granting the advance, the creditworthiness of 

the customer and the length of time for which the funds are borrowed. Advances represent 
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t part of customers deposits which the bank considers may safely be lent, while the 

inder is retained in the form of cash and other asset. 

c- Money transmission: 

~foney transmission enables customers to make payments without having to carry around 

ge sums of cash, because the cheque is a convenient method of settling a debt. Equally a 

tomer can pay in money at any bank branch for the credit of an account at another branch 

_,· completing a simple form known as bank giro credit. He may also instruct his bank to 

bit or deduct amounts from his account to make regular payments to meet recurring debts, 

such as club subscription, life assurance premiums or mortgage repayments, by means of the 

standing order or direct debit system. Besides enabling customers and to some extent, non 

ustomers to transfer funds quickly and easily by means of a piece of paper, the banks 

hysically move many thousands of pounds worth of notes and coin from branch to branch 

each day. This is to ensure that branches which regularly pay out more notes and coin than 

they receive will never be short of cash. For instance, some denominations of coin are in 

onstant demand by shopkeepers and other coins are needed by private customers for gas and 

electricity meters. So some branches particularly those where gas and electricity boards and 

us companies pay in, regularly have surpluses of coin needing to be transported to other 

ranches that have a deficit. 

d- Financial and advisory services 

Financial and advisory services cover a wide range of facilities that can be tailored to suit the 

individual needs of the customer. Financial services vary one form is the cheque guarantee 

card for personal customer, which can be used to guarantee or 'back up' a cheque when 

paying for goods in a shop or drawing cash and branches other than that at which the account 

· maintained. Another might be a business service such as factoring, in which the bank 

administers a client's sales ledger and enables a company to obtain an advance against debts 

which are due to it. The major banks are always willing to give advice, from suggesting 

suitable investments to a customer with a few hundred pounds, to advising a private limited 

company of the best time to 'go public' that is, to have its shares quoted on a stock exchange. 

e- Foreign services 

Foreign services of the banks include traveller's cheque and currency services; they also make 

international payments. All large banks have links with overseas banking groups, so payments 
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of this kind can easily be made. Some banks have linked more formally with a number of 

overseas banks to form consortia which are able to provide large-scale finance to suit the 

needs of multi-national corporations. 

Source: "The Bank Management" by Timothy W.Koch and S.Scott MacDonald, published by The Dryden 
Press, Fourth Edition) 

.3-THE ECONOMIC IMPORTANCE OF BANKS 

. A developed banking system permits payments by one person to another to be made safely at 

reasonable cost both in country and overseas. Such payment enables trade and industry to 

function more efficiently and the role of the banks in assisting exporters with the financial 

side of their business is a considerable contribution to the economy of country. The banks are 

portant economically because they act as intermediaries between the large number of 

depositors and those who wish to borrow: in this way they encourage saving by providing the 

eans of attracting and collecting funds through the various types of accounts they offer and 

ir extensive branch network, while at the same time they put such funds to effective use. 

The provision of finance to businesses encourages enterprise and leads to the provision of 

extra jobs, increased production and less reliance on the import of foreign goods. Lending to 

onal customers, on the other hand, stimulates demands for goods which again help to 

ease production. The banks are able to "create" money by granting loan or overdraft 

ilities to a costumer to buy goods, since paying for these goods effectively produces new 

oney as soon as the borrower's cheque is paid in to the seller's bank account. Thus by 

owing and advance, a bank deposit has been created; this process is known as the credit- 
ation multiplier. 

we take as example of Britain, Britain has a highly developed banking and financial system: 

·er 60 per cent of the adult population have a bank account of some kind. The most popular 

account is the current account, and nearly 50 per cent of adults have such an account. 

London clearing banks have between them nearly 12000 branches, mainly in England 

Wales, while in other parts of the United Kingdom branch networks are maintained by the 

ottish clearing banks and the Northern Ireland banks. The result is that anywhere in Britain 

· difficult to be more than a few miles from a bank In January 1979 their total deposits in 

ling amounted to 31.122 million and their sterling advances to customers to 20.822 

ion, much of this being lent to help finance the commerce and industry that is so 

rtant to a trading and manufacturing nation such as Britain. During the nineteenth 

tury London developed in to a major financial centre of the world, and today still places an 
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rtant part in the provision of worldwide financial services. All major world banks are 

sented in London and in few other cities is it possible to find such a wealth of expertise. 

irish banking, by providing services overseas and to overseas customers, contributes greatly 

the nation's balance of payments (the account which records imports and exports of Britain 

money terms). Banking and other financial services provided by the City of London are 

wn as invisible exports because they are services rather than tangible goods. In 1977 

ing services contributed 254 million to the nation's invisible earning everybody in 

itain is affected by the word of the banks, whether as a personal deposit customer, as a 

ower or simply in working for a business that benefits from a bank advance and the 

pertise of British banking services it follows that, with such an important role in the 

onomy, there should be adequate supervision and control of banking system and this is 
vided by the central bank. 

ce: "The Bank Management" by Timothy W.Koch and S.Scott MacDonald, published by The Dryden 
, Fourth Edition) 

:.BANK REGULATION 

ommercial banks are the most heavily regulated financial institution in the United States. 

· largely reflects the historical role of banks in the payments system and providing credit 

individuals and businesses, as well as the fact that banks carry Federal Deposit insurance 

oration (FDIC) insurance on their deposits. Prior to the establishment of the Federal 

eserve System in 1913, private are banks operated free of closed government scrutiny. The 

uency of abuses and large number of failed banks during the Depression forced the 

edera) government to redesign its regulatory framework encompassing supervision and 
osit insurance . 

. 1 REASONS FOR REGULATION 

ere are five fundamental objectives of bank regulation. 
ese are; 

.1.1-The first is to ensure the safety and soundness of banks and financial instruments. 

purpose is to maintain domestic and international confidence, protect depositors and 

timately taxpayers, and maintain financial stability. With safety and soundness, a financial 

1e payments system is reliable and institutions willingly extend credit that stimulates 

onomic growth. This goal is generally accomplished by limiting risk taking at individual 

titutions, by limiting entry and exit, and by the federal government's willingness to act as a 
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lender oflast resort. The difficulties with federal deposit insurance and the large number of 

failed institutions during the late 1980sand early 1990s demonstrate that risk-taking among 

depository institutions had been subsidized by U.S. taxpayers as they bore the brunt of the 

cost. 

3.1.2-The second objective of bank regulation is that the Federal Reserve System uses 

regulation to provide monetary stability. 

This is evidenced by efforts to control the growth in the nation's money supply and maintain 

the efficient operation of the payments system. 

3.1.3-The third objective is to provide an efficient and competitive financial system. 

Regulation has attempted to prevent undue concentration of banking resources that would be 

anticompetitive, yet allow firms to alter their product mix and delivery systems to meet 

economic and market needs. This goal has generally mean been accomplished by restricting 

mergers and acquisitions that reduce the number and market power ofcompeting institutions. 

3.1.4- The fourth objective is to protect consumers from abuses by credit granting 

institutions. 

Historically, some individuals found it difficult to obtain loans for reasons not related to their 

financial condition. Thus, regulations now stipulate that borrowers should have equal credit 

opportunities such that banks cannot discriminate on the basis of race, gender, age, 

__ eographic location, etc. Lenders must also disclose why a borrower is denied a loan. The 

Community Reinvestment Act (CRA) will prevent a bank from acquiring another institution if 

e parent receives a poor CRA evaluation; that is, it is not doing enough to insure that their 

credit and services are available to all members of the defined community. 

3.1.5-The final objective is to maintain the integrity of the nation's payments system. 

Thomas Hoeing, president of the Federal Reserve Barik of Kansas City, argues that the 

yments system revolves around banks. As long as regulators ensure that bank clear checks 

and settle no cash payments in a fair and predictable way, participants will have confidence 

t the payments media can be used to effect transactions. This is especially important given 

e trend toward electronic commerce and e-cash. It is also important to recognize that 

gulation cannot achieve certain things. For example, regulation does not prevent bank 

ilures. It cannot eliminate risk in the economic environment or in a bank's normal 

rations. It does not guarantee that bankers will make sound management decisions or act 

ethically. It simply serves as a guideline for sound operating policies. Three separate federal 

... ncies along with each state's banking department issue and enforce regulations related to a 

ride variety of commercial bank activities. The federal agencies are the Federal Reserve, the 
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