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Abstract

The history of bank failures in many countries indicates that loss of public confidence in
banks could be contagious and quickly lead to systemic banking crisis situations. The
depositors might lose confidence in the Bank for such activities. Corporate Governance is
concerned with holding the balance between economic and social goals and between
individuals and communal goals. Banks can undertake all business operations as a result of
public trust and faith in the stability and soundness of the banks in particular and the
system in general.

The study was carried out to measure the financial crisis and Corporate Governance in the
troubled banks in Bangladesh. The concerned bank was forced to pay off loans from the
four banks with its securities - treasury bonds and bills - with the Bangladesh Bank. In
Bangladesh, commercial banks need to keep the securities with the central bank to
maintain its mandatory Statutory Liquidity Requirement (SLR). Currently, few banks have
no securities to sustain SLR. A bank has to keep at least 19 percent of its depositors' money
in the form of SLR and CRR with the central bank to protect the interest of the depositors.
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INTRODUCTION

Corporate Governance is apprehensive with holding the balance between social & economic
goal goals and between individuals and shared objectives. The organizational governance
structure is there to push the proficient exercise of resources and evenly to entail liability for
the stewardship of those resources. In recent years, corporate stakeholders across the globe
have become more concerned than ever about the quality of corporate governance (CG)
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practices, and a series of recent corporate collapses in different parts of the world have
contributed to their interested concern. Sound CG practices are the foundations upon which
the trust of investors (stakeholders, banks, and nonbank financial institutions) and other
stakeholders is built; whereas poor CG practices lower the confidence level of a company’s
stakeholder, especially that of investors as Sound corporate governance (CG) is a prerequisite
to developing a well-functioning capital market, and it improves access to capital for both
public and private entities. The low level of investor confidence, which serves as one of the
impediments to increased investments, needs to be addressed for the future growth and
development of the capital market of Bangladesh. Corporate Governance is the key to the
global integrity of corporate institutions especially financial institutions and other sectors.
Financial institutions have suffered a lot of deterioration in their asset portfolios, primarily
due to distorted credit management and this has led to the crisis in the body and ultimately to
the collapsing of Banks. A good corporate governance system helps a bank perform better
complying all the rules and regulations. It makes the decisions makers more accountable to
respective authorities.

OBJECTIVE OF THE STUDY

The foremost objective of this study is to evaluate the Effect of Corporate Governance in the
commercial banks in Bangladesh. The subsequent objective is to find out what is the effect of
these Banks in the Economy of Bangladesh banking sector.

LIMITATIONS OF THE STUDY

The core limitation of this study is that it cannot be shown all the performance of Corporate
Governance & Financial Crisis of the banks in Bangladesh. Other restrictions are:

a) The data related to Bank and other conventional financial institutions are inadequate.
b) There are very few data regarding Corporate Governance practices in Bangladesh available.

LITERATURE REVIEW

The word ‘corporate governance’ has become a catchphrase due to the Asian financial crisis
in 1997-98, the behavior of the commercial sector affected entire economies, and deficiencies
in CG endangered the stability of the global financial system. In general, CG deals with laws,
procedures, practices and implicit rules that determine company’s ability to take managerial
decisions vis-a-vis its claimants—in particular, its shareholders, creditors, customers, the
State, and employees. However, a somewhat broader definition would be to define CG as a
set of mechanisms through which a single country or firms within a country operates when
ownership is separated from management.

Therefore, corporate governance is the system by which companies directed and controlled.
There is a global consensus about the objective of ‘good’ corporate governance: maximizing
long-term shareholder value. Since shareholders are residual claimants, this goal follows
from a premise that, in the well-performing capital and financial markets, whatever max-
imizes shareholder value must necessarily maximize corporate prosperity, and best satisfy the
claims of creditors, employees, shareholders, and the State.
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Corporate governance, therefore, calls for three factors:

a) Presents of transparency in decision-making,

b) Accountability which follows from openness because responsibilities could be
fixed easily for actions taken or not taken, and;

C) The liability is for the safeguarding the interests of the stakeholders and the
investors in the organization

Corporate
Governance

Safeguarding Accountability

"

Figure 1: Three Factors of Corporate Governance

The Banking and financial sector is readily distinguishable from the others. A few dis-
tinguishing features stand out:

Unlike standard business entities which are funded mainly through shareholders’
funds, banking business involves funds raised mainly through deposits. The business
of raising public deposits places greater fiduciary responsibilities on the institution
and its managers since depositors’ funds need to safeguarded especially. Banks per-
form as financial intermediaries by lending and investing the resources mobilized and
funding economic activities of others.

Banks are the agents of the payments system where they facilitate payments domesti-
cally and internationally, through various instruments such as bank accounts, fund
transfers, credit cards, etc. Banks can undertake all such business operations as a result
of public trust and faith in the stability and soundness of the banks in particular and
the system in general.

The history of bank failures in many countries indicates that loss of public confidence

in banks could be contagious and could quickly lead to systemic banking crisis situa-
tions.

@
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Code of Corporate Governance for banks and financial institutions covers 8
principles. These are:

Board members should be qualified for their positions, have a clearunderstanding of their role in
Corporate Governance and be able to exercise sound judgment about the affairs of the bank.

Principle 1

The board of directors should approve and oversee the bank’s strategicobjectives and corporate
valuesthat are communicated throughout the banking organization.

Principle 2

IS The board of directors should set and enforce clear lines ofresponsibility and accountability
Principle 3 S

through the organization.

I The board should ensure that there is appropriate oversight by seniormanagement consistent with
Pr In(:|p|e 4 board policy.
Princinle 5 The board and senior management should effectively utilize the workconducted by the internal

P audit function, external auditors, and internal control functions.
The board should ensure that compensation policies and practices areconsistent with the bank’s
corporate culture, long-term objectives and strategy, and control environment.

Principle 6

Principle 7 The bank should be governedin a transparent manner

The board and senior management should understand the bank’soperational structure, including
where the bank operates in jurisdictions, those that may impede transparency

Principle 8

Figure 2: Eight Principle of Corporate Governance for banks and financial institutions.

From figure 2, we can see that eight principles suggested primarily for banks and financial
institutions from Corporate Governance theory. The first policy indicates that the Board indi-
viduals ought to meet all requirements for their positions, have a reasonable comprehension
of their part in Corporate Governance and have the capacity to practice sound judgment about
the undertakings of the bank. The second principle deals with the top managerial staff ought
to favor and administer the bank's key targets, and corporate esteems that are imparted all
through the keeping money association.

The third Principle suggests the governing body should set and implement clear lines of ob-
ligation and responsibility through the association. The fourth Principle implies that the board
ought to guarantee that there is the appropriate oversight by senior administration steady with
board strategy.

The fifth Principle recommends that the board and senior administration have to adequately
use the work led by the inward review work, outer evaluators, and inside control capacities.
The sixth Principle implies that the board must guarantee that remuneration strategies and
practices are predictable with the bank’s corporate culture, long-haul targets and procedure,
and control condition. The second last Principle suggests that the bank ought to represented
in a straightforward and translucent way.

The last Principle recommends that the board and senior administration ought to comprehend

the bank's operational structure, including where the bank works inwards, those that may
hinder straightforwardness (i.e., "know-your-structure™)
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Effects of Corporate Governance in the Commercial Banks in Bangladesh:

There are hundreds of example can be made of the proper practice of Corporate Governance
in many banks which operates in Bangladesh. Most of the banks work with the satisfaction
and closely monitored by the central bank of Bangladesh, also known as Bangladesh Bank.
The central bank of Bangladesh is very strict and dedicated to practicing corporate gover-
nance in commercial banks. But few banks left behind and cannot follow the regulation as
desired. For instance, A report of the Bank and Financial Institutions Division (BFID) shows
concerns about the irregularities in Farmers Bank Ltd. The report termed the financial insti-
tute as ‘risky’ for the banking division of Bangladesh. It said that the troubled financial insti-
tution was taking loans with high-interest rates from depositors and other banks while it can-
not pay back, creating ‘systematic risk’ for the entire financial sector of Bangladesh. The
bank’s depositors might lose confidence in it for these activities, warned by the BFID. It also
said that the troubled financial institution was taking new loans which violating a ban by the
central bank, adding that the bank had also admitted to the irregularities.

The cash-strapped troubled Bank failed to repay short-term interbank loans of about BDT
700 crore to four banks over two months, a growth that may further erode depositors'
confidence in the scam-hit bank. The interbank lending market is where banks borrow from
each other for a specific term, mostly for one week or less. Often, such loans are taken for a
day. So the troubled bank was forced to pay off loans from the four banks with its securities,
treasury bonds and bills with the Bangladesh Bank.

Deposit: Tk 5,170cr
Lending: Tk 5,066.39cr

Default loans: Tk 377.68cr
Capital shortfall: 75cr

BB finds anomalies involving
Tk 400cr loan in Nov 2015

BB appoints an observer in Jan 2016

Figure 3: Financial Data of Farmers Bank Limited as of September 2017

The troubled Bank had kept the securities with the central bank so that it can preserve its ob-
ligatory statutory Liquidity Requirement or (SLR). But now the bank has no guards to sustain
SLR. A bank has to keep 19 percent of its depositors' money in the form of SLR and CRR
(Cash Reserve Ratio) with the central bank to protect the interest of the depositors. The Ban-
gladesh Bank (BB) has already announced a penalty of BDT 18.49 crore on the troubled
Bank because of its failure to keep the CRR and SLR between October 2016 and September
2017. The bank took the short-term loans from state-run Sonali, Agrani and Janata banks and
privately-owned NRB Global bank between November and December 2017 by way of the
repo to meet its immediate liquidity demand. Sonali Bank alone gave over BDT 419 crore.
The situation has turned so sorry that no bank now wants to lend money to the distressed
Bank in the overnight call money market.
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Against this backdrop, the central bank has verbally instructed four state-owned commercial
banks to provide Farmers Bank loans through the interbank call money, also called overnight
money market, after private commercial banks refused to do so even at higher rates of return.
According to the Bangladesh Bank (BB) data, the ailing bank is now receiving about BDT
150 crore from the state-owned banks every working day through the interbank call money
market. And to take loans, Farmers Bank has to count 4.5 percent interest, higher than the
average 3.8 percent in the market.

Contacted, former caretaker government adviser alleged, “The central bank should take over
the Farmers Bank if it fails to pay back depositors' money.” Once, the Oriental Bank (now
ICB Islamic Bank) faced a crisis, and the central bank (BB) rescued it by appointing an
administrator there.

Earlier in January 2016, the central bank (BB) appointed an observer at the troubled Bank
after it found a gross violation of banking rules in sanctioning and disbursing loans and
hiding defaulted loans amounting to around BDT 400 crore.

That was the first time the central bank appointed an observer for a new bank. Since
launching the operation, this Bank could not follow the regulatory guidelines. The bank’s
financial base gradually weakened because of various irregularities at the directorial board
and management level.

The financial base of the bank is getting weak due to its negligence in following regulatory
and prudential rules and anomalies taken place at different stages of the Board of Directors
and management after the inception of its banking activities. The Bangladesh Bank recently
formed a standing committee headed by its Deputy Governor to look into FBL matters and
aim to find out the actual cause of fall.

CONCLUSION:

The need for a competent financial sector is important to stimulate and support economic
growth through efficient resource allocation. Good Corporate Governance (CG) practices are
essential for the effectiveness, competitiveness, safety and soundness of financial institutions.
Given the special nature of banking institutions, a broad view of Corporate Governance (CG)
where regulation of banking activities is required to protect depositors. In developed
economies, shield of depositors in a deregulated environment is typically provided by a
system of prudential regulation, but in emerging economies, such protection is undermined
by the lack of well-trained supervisors, inadequate disclosure requirements, the cost of raising
banks capital and the presence of distributional cartels.

Corporate Governance (CG) of financial institutions, particularly banking sector, in
Bangladesh is severely affected due to lack of proper training and management. Given the
trend towards privatization of government-owned banks in Bangladesh, there is a need for the
managers of such banks to be granted autonomy and be gradually introduced to the Corporate
Governance (CG) practices of the private sector prior to divestment.
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