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Hamaor andum

TO: Membars of BRAC Governing Sody anc SRAC Donors
FROM : Mary Moughtsn and Ronaid GrIywinski

RE: Octobar, 1982 BRAC Bank Rev i ew

Tne arimary purpose of the review was To acviss BRAC ang tna Donor
Consortium on a variaty of 1ssues relative To the Tormaiicn ang
soeration of tha proposed BRAC bank. The major argas of concarn
ara lagal reguiremants, ownership, govarnance, managemant, ang
uses of capital.

During the saven days of the visit, we maL caily with senmior SRAC
management, including the executive direcior, Fazle Abed. Groug
maatings ware 2lso held with two directors of SRAC, 5. H. hag'r anc
Kazt7 Aminul Hugue, and Tormer deputy-govarnor of Bangladesn Bans,
5. A. Rapir. An unofficial mesting was also held with Kama! Udown
Anmes, currantly Deduty Governor of 83. wWe also accompanied Mr.
Abed on an nformal visit to the BRAC Develocoment Management Centar
N Gazipur.

Lggal Regiiramgnts 8RAC staf? appear To D8 well versec on the
iega’ raguirements for a scheduied Dank: Cthaey quota and refer
aast1ly to the published regulations. As & resdit of clar:fication
oy the central bankers, alternative comouter-generated iong Tarm
financial projections of tha bDEnk™s baiance gheel and INComE
statamant ware run to show the affects of ltguidity raguirements,
cerctain interest rats ceilings, investment portfslic constraints,
and a long term cumulative, convertibis, subordinated debeniura
that might be issued to BRAC.

The major arsas of new knowiedge wers:

e Feér the purpose of applying the 15% loan interest rata
catTing, BB definas ngru:ulr.url purposes” broadly to include
figheries, poultry, cattle raising, and othar food proguctiion
cperations. Aa a result, approximately 30% of the SRAC Sane
1san portfolio might sarn at an interest rate that is S5 bDelow
current stancards. However, it is generally expected That as
garT of tha congeing em‘!u:.mn toward wnregulated mariais,
these fntarast rate cellings might be reamcveg within 3 years.
Ocmer short term axpadients to 1ncrease incomg on Egricultural
curgoaa locans wers Also 31sfussed.



& L1guidity resaTvVes are caiculated on GEpOSIiTE only.
Therafore, reserves would not Rave o De maintained AgAINsST 3
BRAC dabenture that mighit grow at & compounged raca of
intarest.

3. While the percentage of deocsits which must be halc
in 1iguidity reserves 18 five percentage paints lowar
than originally assumea, thea 113t of “approved liguic
asseta” eacludes higher yielding assacs that hag oeen
projectad 'nitially such ass fF1xed depcaits in othar
panks.

F}ul“l-ﬁn the course of the Conversationa, & number of presumptions
wgre confirmed. Among these were tha following:

-= BRAAC 3ank can =3tablish in its by-lawa, snarter
application, and securities prospectus that 1S primary
purpaosa 15 sarving low angd moderate 1ncCome fersons
through informal cradit arrangamants in small amounts.
These provisions will aiso helg to protact tha 1ntarests
of the donors who were the major ta:tial soiurce of funds
for RCP and the BRAC Sank.

== The sxaminers from @88 will resgect the afaressaic
business purpcse and tolerate the non-existence of
traditional credit Files and other canventions of the
farmail credit sector 30 lTang as cdelinguency ratas, loss
resarves, capital ratios, anc other medsuras of “satety
and soundnass canform to escadlishad guidel inas.

== ATThough the primary baneficiaries of BRAD Bank can De
gefined as landlssa, rural pocor peopla, the charter
purpcsas can e axpressed mors sxpansivaly To permit
future axpansion 1TnNto wurban ®markats, broad savings
mobilization among bDetter establisheg tracers anc
manufacturers, amployment craatiton through commerctal
financing, etsS.

== The RGP branchea that will be converted To ERAC =Sams
branches and ail future branch si%s8s w111 reguire pricr
approval By B8 which evaluazes local “rmeed anc
convenienca, competitive factors, capital adequacy, etc.

== Foreign nationais may serve as directors of schedulec
banks 1f thay regresent foreign sharsholder intarests anc
receive the prior approval of the Governmant of
Bangladesh (GO&).

-= - Currgnt Taw T1imits dirFectors ta a §ix year term
followag Dy a tnree year absance, Tnis Taw nas been
contastad and is being raviawad.



-=E08 can be expected Lo exercise 1L8 customary rignt’
{not expressed in law) ©o purchase 5% of the ownersnip
and to appoint one girector for oversighi pUrposSas.

Aftar consiBerabie discussion about tne relative advantages and
disadvaritagas of a scheduied bDank varsus a “special chartar
Gramean STtyie+ Dank 1t was again conciutded that BRAC's s3ogial
develaopment purposes would best be served Throughn a schedulag bank
chartar. Tha primary advantages are the QREOrtunily to bDroadly
mobilitze savinga that can be giractssd to the craation of economif
opportunities for poor people and to demonstrata the latent
capacity of the established Banking system T serve the Seveicoment
naeds of Bangladesh, ‘ncluding 1ts landjeas rural pocor citizens.

Ownarsnip Thera was coneiderable discussion of ownersnio options By
directors, BRAC managers, and central bank officials. The
discusaion occurrad within the context of both existing JTaw ang
anticipatad ‘mminent changes.

A?thﬂugh thara 18 o©ften 1declcogicsal 3support for Bbroad member
ownership of sconomic institutions begun by arganizations such as
8RAC, T 15 not axiomatic that this is desirabDi® 1n the governancea
of a bank. The major dJisadvantages of wigespresagd 1ngivicual
genarship of BRAC Bank by 1Ts borrowers and Savers are:

-- the administrative challange and cost of issuing a
miilien or =0 _:I-harﬂ certificatas and maintaining a
sharsholder register;

== tne threat of “hijacking”™ the bank by an invascor
group that buys up shares of mempers and attampts to move
t away from its primary develogmental purpcses,;

-= the risk of not eiecting directors who are
sufficiently exparienced; wise, angd prudent Lo 1nsura
safa and sounc operation within a developmental context;
and

~= the 11kelihood that a share i1n SPAC Bank will not maks
a raturn commansurata with the risk of the investmant ang
will b= giFfficulc to coAvert ©o CAsn. Langlass poor
peopla may wall need mors certain anc liguigd investments.

Thae law limits both natural and Yasgal! persons to no more than a 5%
voting position. In addition, all shares must have vobing
privileges, compganias with 50 or mora snarenclders must have the
ghares listed with the Securities Commissicn ang ba frealy
traceable, and nao resnrictions on ownershig to BRAC mambers ﬂﬂly
may ba applied. Further, 1t 8 common practica for brokers to
g0 1EiE sharehoider saias.



Thara was consansus that BRAC has a strong "ntarest 1n 1nsUuring
that the bank continue to sarve the purposes of .8 constitusncy
and not permit a situation to develop wherain control aof the
institution and fts daposits could be wrestad away from BRAC and
divarted to purely commercial purposas. wnila soma of tha
participants argued for always maintaining a 51%-80% control,
others argued that 30x would suffice to insurs contral, while still
others thought that 100X control by BRAC would be more prudent. AT
the end there was agresment that the following arrangsments might
best achieve BRAC's developmental cbjectives:

-- Initially, 70% to 100% of the shares would be owneg
and voted by BRAC and BRAC controlled entitiea, each
axarcising a 5% position.

== ¥ GOB and B8 oo NOT sxXpress & strong preterance for
broad ownersnip among SRAC mambDers, BRAC w111 not pursus
this course At the preasant Tima.

== To discourage cwnarship by speculators and others, the
aoffaring prospectus would express clearly, bDut in broad
and permigssive terms, that the primary purposa aof BRAC
Bank 13 to advance the sconomic and social candition of
poor people within Bangladesh and not T2 maximize
fimancial return to sharsholdars.

-=A part of tha purchase price dua To BRAC from BRAC Bank
for the assets received from RCP would be paig in the
form of a depenturs that might carry an tntarest rats of
approximataly 9x. The intarast would be alloweno oo
compound, and if written in & form that would parmit
futuré conversiaon to BRAC Bank stock, might grow to such
a &ize that ¥ and as broad public shareholding incraasad
ovar time, BRAC would always be abla to convert if
contra]l is aver threataned.

-= A smal]l numbar of sxternal inEtitutions knowledgsable
in development finance (e.g. Caimeadow Foundation,
Shorepank Corporation) might De invited to purchase
shares.

Ouring the next severa] wesks BRAC's lawyers will be consulted and
consultations will be held with the parson who drafted ravisions
to the Bangladesh Companies ACt which are now awaiting snactment:
eventually conversations will probably Take place with the proposed
Securities Commisston. Thereafter, a final deciaion w111 ba macs
on tha initial farm of ownership that will ba incorporated in the
charter appliication to BA.




governance To properly manage the affairs of a highly levaraged
schedulea bank which holds the savings of asset-less people
requires competancy anc sounc Jjudgement. IT 15 not the place to
make an ideclogical stand 1n support of democratic governance unti]
the members Decome gualified.

On the ather hand, institutions designed to seérve poor people but
which are governad by &conomic and social alitas run a conaidarable
rish of unresponsive and even destructive behavior toward those who
they ars eantrustad to serve. The BRAC management and board 185
acutely aware of this diiemma.

Aftar consigermbis discusaion, There appeared O De & ganersl
songangue that the directors would mostly be slectad by the BRAC
entitias which ocwned controlling shares. Sevaral ocutside BRAC
Board mambars would be Aslded to also sarve A members of Tha BRAC
Bank board as would several senior BRAC staff officers. GOB would
have a representative; one or Two othar Bangladeasn natignals who
ara otharwise unrelataed to BRAC but are “exper:t” in relevant fields
and pernaps & reprasantative of a foreign sharsholder mignt also ba
invitad to membership.

The interests of Tandless poor members might be repreasnted through
minority mempersnip on the board and/or through a Oirscilors
Aovisory Committae. Experience with The boargd membersnig approach
suggests strongly that because such representatives have not sharec
1ife expariences with their failow members, the level of
communication and participation 15 generally Tow. Conversaly,
sdvisory committees ars oftan ineffective and powarless since they
lack voting power and are, tharefors, easily tgnored. However,
this condicion can be remedied through profassional staffing of the
commities, active participation by representatives of the boardg,
and formal meating agendas which reflect current board prioritiss.

Concerns about conflicts of intarest, self-dealing, and unfitness
are partially met through a 68 regulatory mechanism wharain
guidelines are set and member removal is tha uitimate sanction for
violations. However, BERAC Banh should consider the establishment
of strongar by=lams and internal regulations as a means o
astablish an image and institutionalize behaviour that s abova any
suspicion. !

There was no discussion of the form or content of an annual genaral
meeting a& that mattar cannot be adeguataly discussed until the
forms of ownership and governance are finally resolved. If
gwnership ia 1imited to BRAC relateg entities, the annual me&eting
woulgd be a “non-event.” Conversely, 1t couid alsco be an
soportunity to invite represantatives of the VOs for tha purpcsa of
receiving “first hang™ information from the fisld anc giscussing
currant problems and cppertunitias.




Managemant BRAC has Deen warking o imorove the crecit managamant
shk1]11s of izs ROP and RCP staff and to instil] “bankerly' values in
Both. BRAC also intends To continua tha practicae of moving staf’
batwaen both programs to maintain the “devalopmental”™ perspective
of 1ts credit managars.

The prasent thinking 1s that RCP gersonnei will be seconded ta BRAC
fank, both to halp achieve thas aforesaid vajues gbjsctive but to
aisc allow longer term empoloyess to maintain their retirement and
othar benefits. We balieve that this 15 & sound aporcach with
patanti:ally significant developmental benefits. Employees who
identify themsalves as “"bankers™ tend over time Lo become overly
harcenad ance rish aversa. The result 18 a loss of davelopment
advecacy and risk taking.

BRAC tntands to hire a senior, axparianced commarcial banker Lo
manage BRAC Bank:; ha will report to Wr. Abea in his role as
Executive Director of BRAC and presumadiy Chaitrman of BRAC Bank.
The manager of ADP and RCP will report te this new managing
giractor on RCP/Bank matters and to Mr. Abed on RODP mattars.

Mgra sophisticated ang Informative reporting proceduras have
alrasagy bean introduced into the RCP and ROP bDranches. Those
improvaments ara aspected To continue. Training has also baan
accalerated anad #1111 continue. The current thinking i1s tThat one or
twt mambars of the BRAC permanent training staff might receive
gavaral months af training at Shaorebank in Chicago and/or at one of
tha Calmeadow cavelopmant Dank sitas. Thay will bring those
lgarned =2ki1ils Back to BRAC and Than gevalop and enlarge &ha
intarnal training program. Further,if onea or J0oth of The above
foraign organizations invests n BAAC Bank, thay wiil oo so
primarily ta calliaborate over the long term: they can also help
inatall a permanent “banking cuiture” within BRAC Bank =Through
routine participation as board members. Funds for ~in-sountry’
training are already adeguataly provided for 1n the ROP/RCP
budgets; funds for international training w11l be sought by BRAC as
raguired.

In the presence of relative'y weak extarna’l reguiation, BRAC Bank
shauld adopt strong internal policties that severely restrict
lending to BRAC ar any organizZatiocn that 1Tt Controis oOr aven
partially owns. Generitions of expsrisnce in diverss cultures anc
sconomic environments have gJamonstratad tnat credit granting
dacisions must be impartially made with no suggestion of seif-
intersst, parsonal ly or institutionally. In a diverss organtiiation
lika BRAC, there will be freguant temptations to uss BRAC Bank
cradit resgurces to finance “promising” entarprizsas that are
designed to increasa desired daveicpment cutputs, but are itnitially
controlled by BRAC 23 a means to nsure a successful gtart-up. Tha
probiem always is that thers 18 no truly independent person or
committes that can make a disinterestad obplective assassmant oFf the
risks tnvelved. Tha lender is than forced into the compromising
role of acting as both advocata and judge -- a situation highly
gusceptible to human frallty.




The most common ADproaches to restricting such insider lending are
one or more of Tha following (1n dGeecanding order of
affactivaness):

1. Absoluts pranibition:

2. Limited availabiiity but only with & fully secursd position
coliataralized by 125% or more of "money-good™ highly liguid
investments (2.9. GOB Treasury B111a, cash depostits in banks,
ets.);

3. Limitad availability but only with a fully sacured sosition
coliataralized Oy tangibla assets at a strictly monitored
conservativa advance rate (70X of appraised real estata valua,
50% of appraised sguipment value, atc.)!

i, Aggragate limits as & percentage of BRAC Bank capital (e.g.
all BRAC controllad entities combined could borrow no mora
than 108 of the Bank's capital); and

- “High hurdie” approval procedures reguiring advance approval
by all of the respective boards of dirsctors.

Another credit guality management principle that should be adopted
i that of "lending 1imit to & single barrowing entity.” Tha
abjective hers s distribution of risk. By lisiting The amount of
loans that can be made to a single entity, or to muitipie
businesses controllead by a single antity (e.g. a Vo), tha default
rigk tn ctha portfolio 1a diversified. Again, the most Ccommon
technigue i TO adopt a parcentage of capital (SX to 15%X) as tha
maximum amount that can be Toaned Lo a single borrowing entity.

Finally, to battar achieve safe ang sound Dank management SRAC Eank
neads to furthers improve its Ilcan gelinguency reporting,
mon1toring, and managemant. An ethic needs to be creatad that seis
an abscliute objective cof lcan delinguency of no more than 5% of
total outstandings and losses of no morse than 2%, both utilizing
strict criteria which count any loan with a payment 30 days or mora
fate as delinguent and any loan with a paymant 30-180 daye late as
a 'oss. Further, the monitoring and sudit procedures will reguira
rafinemant to better meet Dank (and not development| management
raacs.

ag of 1 The balance of this memo discusses three i1ssues
ralated to the use of capital: the capital structura, the building,
and an endowment.

Capital Structurs BRAC's application for a scheduled bank
charter proposés initial share capital of TK. 250 mililien
ifssued and Tk. 500 million authorized. These funda will be
cbtained through the transfer of funds that have been giwven
for thi1s purpose to the RCP program by the donors. Tha
transfarred funds will be split ints two component paris,
capital and debentures, and used tTo acguire the VO member locan
assers and cther assets from RCP.

-]




The debenturas are a form of lcan that will grant to the
holaar (BRAC) the following rights and privileges:

== conversion £o increased share ownarship:

== accumilation and ocompounding of unpaic or
purposefuily oceferred interest payments:

== 1intarest earninge at & rate that 458 “naar-
market™ but 1s primarily “managed™ to reduce tax
itability to BRAC Bank.

The debenture will bDe subordinate %o the claims of depcsitors
but supertor to the claims of sharghnoiders.

The debenture halps BRAC to achieva savera! tratagic
objectives through 1ts ownership of BRAC Bank, 1n additicn to
the objectives of mobilizing deposits ana providing a
permanant scurce of development credit. Firszs, 1t creates an
opportunity for BRAC to realize sarnings from the efficiant
managament of the Bank that can be used to halp support social
dave opment activities. Second , 't allows the sarnings to
accumulats and compound until needed, and then Lo be withdrawn
without advarsaly affacting the bank's capital. Thnird, 1t is
a potantial routa to raasserting control 1f the cwnership is
ever hijacked. Finally, it is a means to manage and therady
reduce the Bank's annual tax liastilicy.

The intantion 1s that the BRAC Bank w11l manage i1ts profits %o
maintain a relatively low lave]l of sarnings to reduce its tax
lrabtiity (at a 50% tax rata). The interest rate an the
debenture will e a balanting factor set to achieve that
objactive. Idealiy, tha rate wiil fluctuate annually based on
realized or projectad sarnings: for planning purposes it has
baan sat at 9X per annum. Howaver, long tarm proiections are
notoricusly unreliable. Therafore, the actual rate might be
higher or iowsr than projected with the undarstancing that it
will ba activaly managed and that intsrest pavyments could be
unilatarally forgiven or reduced by BRAC if future Bank
sarnings are inadeguate. In no event will the existence of The
cabanture or any i1nterest accruala or debt service on it ba
allowed to undarmine the solvancy of BRAC bank.

Prajections run by the BRAC staff through year end 2010 show
that BRAC will have sufficient sarnings angd capita] retenticn
powar T0 support the projected growth and debenture intarsst
payments. With the single excsption of the 1337 calendar
ysar, the bank operates profitably every year: the projected
1957 less 18 Tk, & million (USS $150,000). Statutory
investments and deposits (secondary liguigity resarves) are
maintained at reguirad levels and the Capital to Liapility
ratie stays at or above & very healthy 11x.




{

Sullding Aftar considerable discussion abourt altarnative
forms of ownarsnip for the new BRAC neadguarzers ouiliding in
Ohaka (which wi1ll alsoc house the Sank headguartars staff), 1t
wasg tentatively concluded that the cuilding should be owned By
the Bank and thatl spacs smnould be laasaed at maArket rates oo
BRAC and any other related sntities. (Buildings in Onaka
generally earn about an BX raturn on capital, =me rats that
has bean projected by SHAC.) The Funds will ba transferrac
from thne RCF program to BRAC 8Sank fn the form of the above
dascribed debentures. This approach w111 hava ths agvantages of
haiping to Tower BRAC Bank's tax 11abi1lity while also creat:ng
an endowmant Ethat &an support future s§o0ctal devalopment
srograms. (See discussion Dalow.) Tharsa are sufficient liguic
fungds 1n RCP %o complete conetruction, which has already
begun. Considering the masner in wnich all BRAC programs are
integrated to achieve maximum deveicoment output. inclutting
RC® and tha suciessor Bank, and the reacent and projected
growth, there i3 1ittle question but that operating afficiency
requires staff consoligation into a single building.

Engowmant The debenture wil]l be neld by BRAC as a form of
endowsant To Finance future social development programs wnen
donor funds become unavallable or 1nadaguata Lo support the
projeciad rapid expansion. To insure that the #ncdowment 18
ueed only for acceotadle social develoomant purposss, and not
for personal Senefit or fsorudent SuSINess vencures oy BRAC
'taelf, thought i3 now being given to the estabiishment of an
incependsnt TouncAtion whose sole purpose would D8 o nold cthe
debenture{s) as an snaowment for BRAC and to maks (ndepandent
Jucdgements on disbursements, if ana as they mignt e
regusstad. Whille noc ownersnip STructure CAR guarantes futurs
Denavicr acaclutaly, such an arrangement should heigc =a insurs
raf lective, Incegendent Judfement 1n thé digtripution and
uttitzacion of Funds.
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