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SECTION A ¢ INTRODUCTION
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Robert R, Nathan Assoclates, Inc (RRNA) of Washingtor DC, USA
perfarms as prime contractor on the. Bangladesh Bank's (BDB
Rural Pinance Project (RFP) which is funded by USAID/Dhaka.
The RFP commenced on 02 October 1484 and is scheduled to
terminate on 01 September 1986¢. During 23 months of RFP,
S.7, Ahmed & Co (SFACQ), Char*ered Acrountants ard M-nagement
Consultants, acts as sub—contractar to RRNA providing entire
local professional, administrative and logistical support to
the RFP including such suppart of & national sample Rural
Branch and Bank User Survey (RBBUS) covering 100 rural bank
branches and 1500 rural households. The RBBUS looked closely
into various features of the rural banking system and was
specially directed towards gathering data on rural deposit

mobilization and loan recovery problems,.

This report relates to an RFP requirement that bank accounting
systems be studied with a view to‘determining how they might
be changed so as to give a clearer, more useful (for planning and
control purposes) picture of the financial condition of the
banks from branch level to headquzrters. Special attention was
intended to be given to the accounting of lending operations.
While all obsérvationa ahd recommendations contained herein are
based on SFACO's 28 years of professional practice as chartered
accountents, tax advisoro-and management consultan;s to e
majority of banking organizations operating in the country
including the BDB, it should be noted that this report benefits
from full familiarity with other RFP research, reports and
presentations and cont;nuous consultative dialogue with all

senior members of the RFP professional staff.
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B.1.1

B.1,2

B.1 Accounting Systems

Provision for bad loans and sccounting of interest income

Accrual basis of accounting (where all expenditures incurred,

even if not actually paid -in cash, and all income, even if not
likewise actually received in cash to the date of drawing up of
accounts, are accounted far) is followed by all banks in the
cruntry as elsewhere in the world. This sysienm of accounting
presupposes an accurate stocktaking of all payables and receivables
8t accounting date in order to ignore items not considered payable
and items not considered receivable by means of makiig adequate

provision in accounts at that date,

While expenditures are generally correctly reported, there is
much to be desired in the sphere of reporting of income., Items of
income not receivable are not adequately provided for - the
principal item being interest accrued on advances and loans and

provision made for bad and doubtful loans in accounts.

Mechanism of providing for bad loans

Provision for bad loans is now ssde in accounts following
specific instructions of BDB contained in their BCD Circular
No. 41 of 1985 (Appendix 1 to this report). This requires
classification of loans by BQB loan inspectars and prescribes

provision thereagainst as falloua s




Prescription for provision
in accounts in the year
report of BDB inspectors

is recelved

Prescription for accounting
of intereat income in the

year the said report 1is

Loan clagsification

Substandard

Nil

To be treated as
income for first
2 years from

date of classi-

Doubtful Loss

50% 100%

To be treated ae
income cnly when
actually realized

from customers.

received
fication by EDB

inspectors

BCD 41 goes on to state that -

- banks should raise the minimum level of provision to 4% of
their total outstanding loan portfolio by accounting year
1589 at following scale beginning from accounting year 1985

es At end of 1985 ooooo-co;o--oo 2%

ee in each of years
1986 through 1989 eeeesescsss 0.5%

- from accounting year 1990, banks should provide at above
prescribed scale against advances as classified by BDB loan
inspectors or at 4% of total loan portfolio, whichever is
higher.

BCD 41 further states that above guidelinzz for proviczizcn end
application of interest will also be applicable to similar
classification of loans if done by banks themselves, In practice,
however, this is rarely done by banks, which throws vLhese matters
back to prescribed scale and psrcentages. This policy will have
following drawbacks subsequently in ratter of determining amount to
be provided for bad loans -




-do

= only a few representative branches are covered by BDB loan
inspectors

- there is often a big time gap between dates of examination by
inspectars and date on which provisions are effected in
accounts by banks. During this gap, position of loans may
significantly change for better/worse

- opinion of branch managers is never taken in respect of

rakling provisions,

Bele3 Accounting for interest income

In accordance with BCD Circular No. 41 of 1985, if any stuckup
advance, classified by BDB inspectors as "sub-standard", continues
to remain stuckup, without any recovery of principal or interest
for 2 years or more after date of inspection, interest accrued on
such account from 3rd sccounting year and onward after inspection
will cease to be treated as income of a bank. This means that
prior to that point of time, a bank will he fully justified in

treating interest on such stuckup accounts as its income,

Time lag thus provided by BDB 1s quite long and the matter is not
entirely left to discretion of individual banks whose accounts are
annually audited by chartered accountants and reported on. It is
more so because the condition "without any recovery of principal

or interest” described above lhas been very badly abused by branch
managers who often manipul;te'bofrowers to put in a paltry sum in
their accounts toward very e;.q of accounting year in order that
"such accounts get out of the net of stuckup accounts and managers
can freely take interest on such accounts to income to show an
inflated result of branch for their own employment record, promotion,

transfer to urban branch, increment, entitlement to annual bonuses,

etc.




B.2,1

B.2.2

8.2.3

B.2 Accounting Procedurea
And Banking Practices

Loan analysis

Criteria of ageing and preparing breakdowns of loans for various
accounting and banking purposes have not yet been standurdized
and therefore these were found to be at variance at different
banks and, more importantly, at different branches of the same
bank. This tends to create confusion when one attempts to

meaningfully analyse loan portfolios.

Mode of adjustment of loan recoveries against
various elements of loans

A loan balance comprises elements like principal, interest, penal
interest, service charge, other charges, overdues, etc and there
has to be standardized guideline pres~ribing order in which loan
collections should be adjusted against these various elements. No
such standardized guideline exists, as a result of which banks
adjust loan collections in different order; neither are loan
ledgers provided with separate columns for recording these loan

elements,

Accounting at branch level

Following expenses are never .cbnsidered in accounts at branch
level as'a result whereof finapcial and operationsl result of
branch is always incomplete and distorted making branch accounting

statements useless for branch evaluation purposes -

- provision for bad loans
= loan and other writeoffs
- accrued expenditures

- allocation of head office overheads,




B.2.4

B.2.5

B.2.6

While no system exists of charging branches with a portion of
head office overheads, first three items are always accounted
for at head office level while preparing annual accounta of a

bank.

Detailed accounting procedures

Steps involved in flow of accounting data from vouchers to cash
book/ledger{which forms the wasie ol preparation of weekly
statement of affairs or trial balance) at the branch differ
between banks because of varying instructions issued by their
respective head offices or procedures adopted by brarch managers
themselves for sake of convenience. In some branches this results

in extra work load.

Formats and ledgers

Formats for weekly statement of affairs (trial balance) designed
by respective head offices for reporting variocus items of income
and expenditures differ between banks which makes interbank
comparison very difficult. Different types of accounting ledgers
were found at hranches, Some branch managers seemed to prefer
loose leaf ledgers while others liked these bound.

Mechanization

While at some head offices mechanization (including use of
computérs) of accounting uné_data processing is observed to some
extent, most of their branches have introduced very little
mechanization. Some hranches do not even have electronic pocket
calculators. This results in unnecessary and avoidable delays in

accounting and data processing.




Be2,7

B.2.8

B.,2.9

B.2.10

Inter-office interest rate

Rate of interest on inter-office transfer of funds (head office
to branch and branch to head office) was observed to differ

between banks. While Pubali charged 14%, Rupali adcpted 124X,

Circulars and instructions

BDE as the centrel bank of the coun‘ry operstes under functional
and administrative control of Ministry of Finance (MOF) of
Government of Bangladesh (GOB), Variocus circulars and instructions
are from time to time issued by BDB, MOF and GCB, Rarely at any
office or branch these circulars and instructions were found to
have been gathered chronologically with any sequentizl and

rational order,

Branch log book

Not very long ago in the past a permanent recard called Branch
Diary/Branch Log Book used to the maintained at all branches. This
record used to be confidentially maintained and updated by managers
themselves wharein a profile of branch was recarded covering
features like command area of branch, customers, employees, etc.
This used to give a very good picture of different aspects of
banking potentials, untappeé customers, staff quality and perfor-
mance, etc but, sadly enough, this record was found to heve been
discontinued and was not fouﬁé at any branch, Most managers seemed

not to even heard of it,

Manuals

Each bank follows its own Book of Banking Instructions (BBI) and
various manuals relating to banking, accounting, auditing,

reporting, etc. In most cases these were not found updated,




B.2,11

B.,2,12

B.2.13

Filing and indexing

Filing and indexing systems observed at branch level were found
to be very inadequate and apparently neglected,

Storage and security

Facilities observed to be available at branches regarding storage
and sacurity of records and collateralr places Py cuntconur s were
very poor. Quite often vaults or strong rooms, where important

files and valuables wore kept, were found to be very insecure and

inadequate. Important records were often seen lying on floars.

Branch manager

Branch ranager, specially one warking in rural areasg, operates
with 8 number of constraints and handicaps some of which may be

summar 1zed as follows :

= Major part of his office time is ;pent at his desk engaging
in official and clerical work with no ar very little time left
for business promotional activities. It was observed that, on
an averag;, rural branch manager spends 2 days in a .ionth with
customers (mostly non-agricultural) while rural or agricultural
customers l;e handled by rural credit officers employed on a
full time basis for rural branches.

- The'mcnager, even if he wants to, cannot establish and
maintain his contacts with his clients owing, specially, to

transport and communication problems.,

- Quite frequently he is interfered and is under pressure from
lozal social/political elements in matters of granting and
recovery of loans. Securlty measures being deplorably weak at
that level (rural branch), he finds no wisdom in antagonizing
local influential elements primarily because he lives in their
locality with his family members.,




B.2.14

-~ He has very little authority and discretionary powers vested
in him. For every 1little matter he has to seek permission and
clearance of elther head office or zonsl or principal office.
Since he seeks prior approval in all worthwhile matters,
including cases of granting of loans, he thii*s it is not his

personal responsibility to recover loans.

Rurel borrower

Agricultural and rural credit lending programs are undertaken by
GOB mostly in isolation and many different credit lines are opened,
quite frequently, in the same command area under leadership of
different banks. This probably happens because aid/grant agreements
are negotiated and annual development program budgets are allocated
that way. But one can imagine predicament of a rural farmer who

has to go to different banks for his different credit requirements
at different times of year each time wading through unrecessary
bureaucracy and paper work (of which he is totally uncap.ble and
also has to pay for services obtained) and corruption. He gets
frustrated in the process and turns to informal local credit
sources to meet his needs where he has no paperwork requirements

to meet, gets his credit rightaway and avoids corruption but all
this at the cost of exharbitant interest rates.

The lone barrower or farmer. is never eyed by the banking and

credit m%éhinery as an individ&al with his own credit needs for

an entire year but always as part of some particular farming
progrem, His total profile is never prepared catering to all his
needs (productive or domestic/personal) for a year which accounts
for his channelling of credit obtained to unproductive uses

eventually leading to loan nonrecovery.,




B.3.1

B.3.2

-1 »

Bo,3 Income Tax Luws and Practices

Provisicns for bad ioans are not allowed for income tax purpose
and therefore these, when made in accounts, suffer tax at 67%.
Even bad loans, when written off in sccounts, are not normally
allowed as deduction at first level of assessment. These are, in
many cases, 8llowed after cumbrrsome and time-consuming tax

Tivia vl ant eppealn to Rlionel tay &atnorities,

In 1984 income tax laws were amended Lo allow a provision for bad
and doubtful debts made by banks for overdue agricultural or rural
loans upto 2 maximum of 1%% of such total overdue loans. Provisions,
1f any, made in sccounts in excess of 14% similarly suffer tax at
63%.

These are very serious deterrants and act as disincentive for banks

to provide for bad and doubtful loans,

A summarized list follows of ahove and some income tax provisions
and thelr practical application which offer very serious resistance
to growth of deposits, promotional activities, correct accounting

and reporting practices.

Reference to Income Tax
Ordinance 1984

(a) Writepffs of bad loans (bal As per practice cbserved,
debts) routinely disallowed although allowed under
at rirst ieve; ot assessment; section 29(1) (xv)
mostly alicwed after appeals
anJd litigation

(b) Provision far bad loans (bad Does not appear in list of
debts) not allowed as a business deductible expenses

deductible expense item under. section 29(1)




(c)

(d)

(e)

(f)

(g)

» 1]l @

Provision far bad loans (b-4
debts) alloved to banks on

overdue agricultural or rural
loans unto 14X only of their

overdue rural loan portfolio

Baive are resilirel Lo fogrglien
particulars of depositholders
receiving interest, in excess
of Taka 15,000, during a year
(this has proved to shy away
existing and prospective
depositors)

All interest earnings on
deposits paid to deposit-
holders are tax exempt upto

Taka 15,000 only in a year

Amounts placed in fixed
deposit:accounts by indivi-
duals do not qualify for
deductiom as investmept
allowance (this allowance is
permitted in case of purchase
of GOB securities, 1ife

insurance policies, ete)

Accumulations of staff
provident fund are not
allowed to be kept in banks
(such accumulations are
allowed to be invested in
GOB securities, etc)

Reférence to Income Tax
Ordinance 1984

Section 29(1)(xviii)

~

Seciion 109

Section 44(2) sixth schedule
(part A) clause 10(1)

Section 44(2), sixth schedule
(part B), clauses 10(1,4,5
and 6)

Section 2(6), first schedule
(part A), clause 3(e) read
with section 20 of Trusts
Act 1882



(h)

(1)

- 12 =

Reference to Income Tax
Crdinance 1984

A bank's interest earning Section 22 read with
from its investment in GOB erstwhile Central Board of
securities and corporate Revenue Circular No., 15 of

shares and debentures is taxed 1954
on receipt basis (irrespective

of what is shown in accounts

as accrued income) whereas

its interest earning from

loan portfolios 1is taxed

on &accrual basis

Tax rebate at the rate of Section 29(1)(v)
10% of annual profits
(subject, however, to ceiling
of paidup capital) is allowed
for amounts transferred to
special reserve fund by
specialized financial institu-
tions or Qevelopment finance
institutions (DFls) only for
augmenting their equity base
but commercial bhanks aré not
given this facility,
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B.4 Accounting, financial and operational
disclosure in annual financiel statements

Banks are required to publish their financial statements once a year
duly audited by professional and independent chartered accountants.
Preparation of financial statements is guided by formsts prescribed

by and embodl!ed in Banking Companies Ordinance 1962. These formats are
shown, 1n somewhat ahbridoed versions, in Appendix 2 to this report.
Study of formats will certainly reveal that these -

~ . have become very outdated by now (for one, these were designed

back in 1962)
- offer very little disclosure to readers

- are not even sufficient for purposes of income tax department.

There is another bottleneck in way of adequate accounting disclosure
for banks (specifically for those which are in denatinnalized/private
sector and whose shares are quoted on Dhaka Stock Exchange Ltd).
Carporate entities quoted on Exchange lre'exposed to significant
disclosure in their published financial statements by Securities &
Exchange Rules of 1971 framed under Securities & Exchange Ordinance of
1969 but ithese Rules have clearly exempt banks and insurance companies
from disclosure requirements. Therefore, banks legally fulfil their
obligations by adhering to requi::enmta of formats laid down in Banking
Companies Ordinance 1962,

General realization in financial, Yanking and professional circles of
inadequacy of disclosure of published financial statements .is there
but since relevant formats are statutorily prescribed there is very
little one can do about it unless the guiding statute is amended.




-14-

B.5 Management Information
System - MIS(Reporting)

There is 8 frightenina number of management reports geneorated at

branch level, Their'number, however, varles from branch to branch and
from bank to bank. Head offices also generate many reporte. A qood
guess about their number could be around 200. Reports are prepared

with veryina freguency - daily, weekly, monthly, quarterly, bi-annually
ant arnwally. They are distriboted differently - to principal cffice,
zmal offlce, head office, BDR, MOF, GOB, etc havina no rati-nalized

distribution channel,

Reports gelna to head office are instantly distributed to concerned
den~rtments/sections of head office where these are handled and then
filed, Attempts to obtain coples of all reports at any ¢ ’ice, due to
this reason, cften ended in fallures. Owing to this reason, no head
office has so far been able to establish a central data bank where all
inform=*ion and reports are available and which could then ger.orate
reports by exceptlion for corrective steps by top layers of management

in time,

Deminds made hy these reports are often very elaborate and the most
interesting part of the scenario is that books and records, specially
at branch level, are ot designed in a fashion which would conveniently
yield figures and data to be fed into reports. Compulsorily,
therefore, branch staff have to'quLte frequently dig into elementary
recards like wcouchers, etc in ordé} to prepare reports. An example
cculd be classification of loan amnhnts into important elements like
principal, interest, penal interest, service charge, other charges,
overdues, etc. Reporting of these elements 1is desired, quite rightly,
by all concerned but loan ledgers do not appear to have been provided
with columns for recardinag these elements. This neces-itates consulting

subsidiary records for report preparation.

Once reports reach their destination, no feedback i1s generated for

education or training of offices preparing them.
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B.6.1

B.6.2

B.6.3
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B,6 Auditing

Types of audit

Branches/offices are subjected to sudits/inspection hy =

- BDB inspectors

hank's men drennctare/internal anditors
- members of office of Comptroller ea..d Auditor General, GOB

- thartered accountants.

BDB inspectors

BDB inspectors mainly visit branches for purpose of classification
of loans in terms of requirements of BCD Circular 17 of 1975
(updated by 41 of 1985) of BDB. BDB inspection has not been found
to be adequate and while their inspectors do not audit/inspect

all branches of any bank, their reports on branches covered are

often very late,

Internal auditors

Banks' internal auditing/inspection systems léave much to be
desired, Auditors are half or quarter trained, there is no
standardized auditing guidelines or audit programs used in audit,
there 1€ no auditing manual Lﬁ use and there are no instructions

on how to write audit reports for management. As a result, internal
auditors mostly restrict their ~heckina +n ewpenditure vouchers

on staff salaries, travelling allowances and medical expenses and
expenditures on stationery, transport maintenance, etc which make

these reports of very little auditing value.

Yest Available Documant
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GOB suditors

Members of office of Comptroller and Auditor General, GOB conduct

what is termed as commercial audits. These audits never yield any

results as these remain bogged down with unnecessary scrutiniza-

tion of establishment and administrative expendlitures,

Eyternnl anditors

Audits conducted by external/professional auditors (chartered

accountants), by far, meet requisite standards and internationally

accepted auditing essentials and guidelines but these audits face

two very serious handicaps.

Since external auditors have to certify annual accounts soon
after year end they somewhat work under time constraints

and therefore their audit is limited to head cffice and big
branches and offices necessitated by maximum possible coverage
of transactions in financial terms for forming and expressing
a professional opinion on annual accounts. As nature of audit
demands coverage of big branches, small and rural branches

have td be most reluctantly dropped altogether.

External' audit compensation/fee is deplorably low compared to
costs involved in doing a quality work by employing experienced
professional persoﬁne}.fof required span of time, This 1s a
matter of concern and‘very often external auditors find it
extremely difficult td'perform—all the time maintaining
professional standards demanded by audit of banks which deal
with huge public money.




B,7.1

8.7.2

B.7.3
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B.,7 Performance Evaluation

At present budgets are prepared for each branch which includes
budget lines like deposits, loans, income, expenditures (capital
and revenue), etc only, These budget lines are so brief in
nature that no purposeful analysis of branch operation or
performance is possible, Activity or performance budgeting and
monitoring systems have not yel beens really linlroduced at

branch level,

Employees are promoted and their compensation refixed based on
number of years put in and not really based on periodic evaluation

of their performance.

Quite frequently a tendency has been noticed with branch managers
to deliberately inflate branch profits because calculation of
their incentive bonus entitlements is based on bank's total
profits. In order to discourage this BDB has issued guidelines
vide its Circular letter No. BCD(C)613/IG-46 dated 26 December
1985 (Appendix 3) whereby bonus 1s to be paid on the basis of
actual recovery of loans and not on profits arrived at following
asccrual basis of income accounting. This will necessitate
arriving at total cash recovery for entire bank in a year, This
can be very easily done by‘inserting a "received in casgh”

column ‘n recovery portion (credit side) of loan ledgers.
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‘w10 - Reference to Observatio:
(Bection B)

Ce1 Accounting systems

Although banks are justified in making provision in

accounts strictly in terms of BCD Circular 41 of 1985,

yet overell position of provision should be ~tudied in

8 broader and more reaslistic perspective as banks are

financial inctitutions desling with pubtlic n..ney and Bete1
they should be financ.ally conservat.ve in their total Bele2
approach. The matter therefore necess.tates reconsid- Bela3
eration and banks should create provision based on

their own latest assessment of all loan accounts of all
branches. in which opinion of tranch managers shculd

play the most dominating role-reports of BDB loan

inspectors providing guidance only.

Ce2 Accounting procedures and banking practices

C+2+1 Criteria of egeing and preparing.breakdovna of
losns for various accounting, reporting and Bele1

banking purposes should be standardized.

Ce2.2 Mode of adjustment of loan recoveries against
various elements of loans should be determined
and fixed for application, Be2.2

C.2.3 Branches must be made self accounting units
through incorporation of all accrued expenses
including a share of their head office overhead. Be2e3

Ce2+4 Detail accounting steps involved in flow of data
from vouchers to drawing up of trial balance
need to be made uniform betweern branches as well B.2.k4
as banks.




- 19 = Reference to Observations
(Section B)

Ce?.5 Formnt of weekly trinl bnlnnce (sntntement of
nffnirs) should be mnde uniform with sccommodn- Be2.5
tion of previous period figureeg for comparison

purposes. ledger forms should be identical.

Ce?e .- Mini~um amcunt of mechanizantion should be
intreduced ot oall brancne: 1o oo (0 e

anid efficiency. Be2eb

C.?.7 All circulars, instructionn, etc should be
properly filed and indexed. Steps should be B.2.8
taken to thorouphly streamline overall filing, Be249
and indexing systems in order to improve the Be2:10
working atmosphere and increase efficiency. Be2.11
Manunls in use must be kept updated. Branch log

book should be re-introduced.

C.".8 Stornge nnd recurity arrangements for prenere
vation of records and veluables should be Bes2412

greatly improved.

C«2.9 Branch manager must be made more independent,
aggresrive nnd\businesslikg. He must be given
more nuthority and necessary facilities with
equally dem~nding respondibility. He should be
in a porition to indopnndenfly assess 8 1oon
applicnrt, give him loan and take all necessary Be2413
steps to recover loan includinr, wherever called
for, taking wilful defaulter to doors of jurtice
with abtsolutely no interference -social, political
or otherwise from any qunrter. He should be
judged by his performance, given incentive and
rewnrded for good work and penalized for negli-

gence and bad performance.




20 = Reference to Observa
tions (Section B)

Ce2¢10 Rural farmer should be viewed in a lotal

C.3 Income

perepective. His entire annual credit needs

should be taken into consideration by providing
him one-stop service as has been visunlized for
city-bessed industrialistn. He should be given a

Porrower Credit Card which will help him in peiting Be2.14
all his credit needs met at ona bauk branch that he

Chvveeo tu ve the most convenient for hime. Introdu-
ction of triy carce wili sieo help in svoeiuing the
possibility of hic getting .redit from rare than

one bank or even more than one branch.

tax laws and practices

Ce3.1

Ce3.2

Writeoffs and specific provisions made by banks, as
per their own appraisal, against all uncollectible
loans should be allowed ar deduction in order to

encourage adequate provision in accountse. On the

other hand, in order to discourage borrowers from Be3e1

not paying back their loans at all, tax statutes Be3e2(a)
should be suitably amended to tax such delinquent B.3.2(b)
borrowers f?r amount of bad debt writeoff or Be3e2(c)

provision allowed as tax deduction to banks-thereby

equalizing effect on internal tax mobilization of GOB.

Banks should be made exampt from submitting particul-
ars of recipients of inférpst on deposits. This will go
& very long way in augmenting and mobilizing bank
deposits. In 1985 national'GUdget an announcement was
made for withholding taxes from interest paid on fixed
deposit accounts. This created such a scare in the minis
of depositholders(even after repeated assurances from
GOB that their names will not be disclosed to taxing
authorities) that there was virtually a run on banks for
withdrawal of funds and closure of fixed deposit accounts
and eventually MOF was compelled to totally withdraw

that announcement forthwith.




Ce3e3

Ce3.k

Ce3.5

C.3.6

Co}n?

- -

Ceiling of tax free snnual interest earning on bank
deposits should be increased from existing Taks
15,000 to Taka 50,000. Alternatively, these could
be taxed ot a concessional rate. This will boost

depomit mobilization greatly.

Amounts invested by individuale in fixed deposit
sccounte snould be trected at pnr owitn G(0
securities and life insurance policies for purpose
of deduction as investment allowance paving tne

way for deposit mobilization.

Accumulations of staff provident fund should be
allowed to be invested in term deposits with banks.
This measure, too, will bring considerable amount

of funds into national banking channels.

Texing & bank's income from its investment in G B
securities and corporast: shares and debentures and
from interest on loan portfolios should receive
identical tax assessment treatment and the second
should be, liké the first, taxed on receipt basis.
(This could be an alternative to allowing writeoffs
of and provisions made in accounts against uncoll-

ectible bad loans.

In order to allow banks to augmert their equity base
which, in turn, will ensure their financial sound-
ucooy uvu-iiio bivuid also be, like DFIs, given a
tax rebate of 10¥ (subject, ofcourse, to same DFI
ceiling of paidup capital) of annual profits for

transfer to a special rese:ve fund.

Roference to Obaor€
tiona (8ection B)

B.3.2(e)

BeJe2(f)

B.2.2(g)

B.3.2(h)

Be3e2(i)
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C.l Accounting, financial snd operational
disclosure in annual financial statements

Colie

'C.‘h2

1t is high time formnts of financial statements
are changed/smended, to the extent fensible and

in phases, in line with internationally accepted
principles of accounting and disclosure requi. .d
by Internetional Accountinie Standards (JAS's)
publisned from tame to time by 1 .<rnntiohai Acco-
unting tancnarde Committee(IASC). 145'e chould be
uniformly adopteu by all banks at naticnal ievel
since Institute of Chartered Accountants of
Bangladesh, which regulates the profession of
eccounting, auvditing and reporting in the country,

became a member of 1ASC back in 1977.

Since banks deal with public money, investors have
every right tc know about their financial dealings
and position and fherefore there is no resson why
banks (irrespective of being in public or private
sector) should remain outside the ambit of compul-
sory disclobure under Securities & Exchange Rules
of 1971. The Rules should therefore be amended to

include bankg also.

Ce5 Management information system < MIS (Rerorting)

0.5.1

Number of reports should be-drastically reduced
through a process of consolidetinn  eimnlification
and integration of existing multifarious reports.
Data bank at head office of each bank should be
established. An executive summary of reports
should be prepared by each branch/office highligh~
ting strategic performance areas. Reporting
channels (both for their timing frequency and for

distribution) need rationalization.

Beb

B.lk

B.5
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C+5+2 Based on collectability, standardized guideiines
should be issued by BDB for classificntion and

agei.ng of loan portfolios.

Ce5¢3 Depositholders should be categoriscd into various
professions/stratas of society in order to meagure
potentially untapped pockets of deposits in

command naren of ench hrarch.

Ce5.4 Frogramwise segregation ol deposits and lending
should be done at each branch to evalunte
viability, popularity and effectiveness of various
economic vrograms of GOB. Consideration may be
given to possibility of programwise accounting by
alloting cost and income centres to each GOB program.
Necessary changes may be made in accounting sys.ems
and procedures to accommodate these requirements

under the direction of BDB at national level.

Ceb Auditing

C.6.1 BDB inspectors should be properly trained to adopt
modern auditing practices and techniques of loan Be6e2
¢valuetione Steps should be taken to ensure sub-

mission of their reports on time.

C.6.2 Internal audit department must be upgraded. Quali-
fied personnel should be appointed and trained in
modern bank auditing techniﬁues. Their entire Be6.3
epproach and outlook towards auditing are to be
changed s0 that external auditors can rely on

internal sudit work.

C.6.3 Audits conducted by office of Comptroller and

Auditor General, GOB should be discontinued for B.6.4

banks.




Reference to Observae
tions (Section B)

Cebe!t  Audits conducted by external auditors should be
done in close cooperation with internal auditors
(provided standard and quality of internal auditors' B.6.5
work is sufficiently raised) in a way that external
auditors can rely on the work of internal auditors

therery svordaing unnecernary duplicaticn ¢ worke

C.6.5 All branches o a bank should be, by rotation each
year, covered by external sudit in way that total B.6.5

coverage ig complete, say, within a span of 4-5 years.

Ce6e6 Appointment of external auditors should be left to
discretion of banks themselves and the matter Be6.5
should not be decided by GOB (ae in case of

nationalized banks).

Ce6.7 External audit compensation/fee should be fixed on
commercial considerations following recommendations B.6.5

of Institute of Chartered Accountants of Bangladesgh.

Performance evaluation

C.7.1 Budgeting system at branch devel should be improved
to help management in monitoring and decision Be741

making.

C.7.2 Employee compensation should be reviewed and refixed

based on performance and not: on length of employment. Be7.2
Ce73 Incentive bonus should be tied to recovery of loans
at branches as already decided by GOB. Implementation Be7e3

of this policy should be strictly and forthwith done.

e

[
/4?-53\
ot e
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C.8 Training

Foregoing recommendations should be implemented in
phases by dividing these into short term and long
term étepu. Short term steps should be completed in
€ yeors' tire while long ters 6Ler e phiuid Le eyeryled
in 4 years. Accordingly, staff at ell concerned

levelr should be trained 1inp phases 80 that implemen-
tation does not face any bottlenecks. Alongwi th
training there has to be an ongoing program of staff

evaluation and repeat training.
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BANKING CONTROL DEPARTMENT
BANGLADESH RANK
HEAD OFFICE
DHAK A

NO. BCD CIRCULAR NO. 41 Dated: The 24th December 1985

All Schedul ed Banks
in Bangladesh.

beur Sirs,

APPLICATICN OF INTFREST ON CLASCIFIID LOANS
ANL_ADVANCES AND MAKING PROVISIONS THEREFOR

In supersession of the instructions contained in BCD Circular No. 17 of 1975
and No. 17 of 1976 and incorporating the guide-lines given in BCD Circular
No. 37 of 1985, the following instructions are issued with repard to the
application of interest in classified advances and making provision there-
against far necessary action by the banks :

2. Provision against classified advances :
$]

(a) No provision need be made against advances classified as 'Sub-Standard®
by the Bangladesh Bank inspectors. But provision should be made
ageinst acvances classified as 'doubiful' and 'loss’ by the Bangladesh
Bank inspectors at the following scale in respect of both public and
private sectors :

(i) Doubtful 50% of the total amount remaining
classified in this category.

(ii) Loss 100% of the total amount remaining
tlassified in this category.

(b) Provision at the ucale mentioned at para 2(a) above should be made
in the 'same accounting year 4h which the inspection report from
Bangladesh Bank is received. It cannot be deferred to subsequent
accounting years.

(c) It has also been decided that banks should raise the minimum level of
provision to 4% of their total outstanding loan port-folio by the
accounting year 1989 of the following scale beginning from the
accounting year 1985

(1) 2% ot the outstanding loan at the end of 1675,
(ii) At the rate of 0.9% of total outstanding loan in each subsequent
Year upto the accounting year 1989.

(d) From the accounting year 1990, provision should be made at the
prescribed scale against classified advances or at 4% nf total loan
port-folio which ever is higher. .

(e) lrovision made against bad and doubtful debls should be deducted by
the banks from their total outstanding loans and advances and only the
resultant balance should be shown an all their returns to be submitted
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to Brugladesn Rank 80 a6 to reflect a renlistic pocition of their
assets and linbilities. Such provisions chould also not be shown
a8 reserver in the returns to be submitted to Banpladesh Bank ag
in the case of Balance Sheet.

Application of interest on classifird sdvancer :

(1) In the cnse of advances classified as 'doubtful' or 'loss interest
should neither be debited to the concerned loan account nor credited
to tee lnterect Accunt Interest Sugpense hAclount by banko rigit from
the date of classification of the reletive mdvances. kut serarnte
reccrds of suct interest should be kept by the banke so that the rome
may be cluimed from t'e concerned borrowers s and when required.

Such interest mny be taken into income mccount of the ank ac and when
actunlly realised.

(ii) In case of advances classified as 'substandard' interest accrued may
however be credited to interest account for the firast two years from
the date of classification of the relative sdvances. Interest on such
advances thereafter should neither be credited to interest account/
interest suspense account nor debited to the concerned loan account
a6 in the case of advances clasr:fied as doubtful and loss if the
relative advances remain stuck up without any repayment during the
first two years from the date of classification.

The above instructions regarding provision and application of interest will
also le applicable to advances considered as 'sub-standard', 'doubtful' or
'bad' by the bank itself.

The external auditors of the banks should ensure that verification of all
stuck-up eccount has been carried out by inspection team of Bangladesh
Bank/Commercial Banks' own inspection team.

The above instructions will come ‘into force with imm~diate effecte.
Ranks are, therefare, advised to circularise the above instructions to

their branches in Bangladesh immedjately and ensure meticulour compliance
of the same.

Pleasce acknowledge receipt.

Yours faithfully,

MOHD. BUZRUCH MEHER
Deputy General Manager
Phone: 281944
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Pormata prescribed in the Banking Companies Ordinsice 1962

Balance Ghnet (Yorm A)

Capital and Liabilities
Capital

Authorised (1)

lasued, nubacribed and
pardup
Reanerve fund and othar
renervan

Stututary rensrve
Specin) reaerve
Genaral renerve

Depositas and other accountsa
Fived deponttn
Savines Lank dejosits
Curren! p-counts, contin-
gency a~countin, etc

Brrecrine fpmm pnte ay

LR DT e, e e

Bye Nt B0

Filin payat e

Bille for eollection
beisnr bills receivatle,
an per contra -
Other léabilitien

Accertancen, endorsementn
an? other orligations,
aA per contra

Profit and loan

[lortiten' Liatilitiear (1

Figures meparately reportad
for wittin and outnide
the country

Some more informative
particulars, apact from
the U clamsificatione,
are included ir the
putliohed balance sheet _J

Total : Tava

Frofi' aml Loas Account

Property and Asaetn

Canh
Balance with other banka

Money at call and short
notice

Inventoenta (at cont)

Advanres (Jenr provirion
made to the mn*irfaction
of anditorn)

(1) Loann, cash credits,
overdrnfta, etc

(1) Bille dincounted and
purchased

(2) Clam-ifizntion of
T “

Dettr o
Yo the evlent of -

Mt e

- {ull cnvernpe of
pecurity

~ debtors' perrona
aecurity only

= perconnl liatilitiea
of one or more
parties ir adlition
te persneoni) mecyr-
ity of debttors

Detts cousiterea doartful
but not j:ovided for

Bills receivntle being bills
for cclleclion, an per
contra

Conrtituents' liabilitien
for ecceptancen, endour-
sements and other otli-
gations, ao per contra

Premises lenn depreciation

Furniture and firture
lesa depreciation

Other anneta

Non.banking ansets

Profit ani loss

Total:Taka

(Form B)

Experditure

Interest paid on deposita,
borrowin s, etc

Salaries, allowances am

provident fund

To chiefl exdcutive
To others

Directeors' fees and

allowanren

Rent, taxen, insurance,

lifhting, etc
Law charges
Postape, teleprams and atamps
Auiitore' fmen
Depreciation on and

repaire to bank's property
Stationery, printing,

advertimement, etc
Loes from male of non-

banking asmetm

Other expenditure

Balnnze of profyy

Total 1 Taka

mECE¥RNEECrmxam

Income (less provisions
made during the year)

}nter}st aid discount

Commission, exchange and
brokerage

. Rent

Net profit on snle of
investment and other
asasets

Net profit on revaluation
of investmentm and other
avsets

Income from non-banking
asgcels

Other rereipts

Loss (if any)

Total : Taka
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BANKING CONTROL DEPARTMENT

BANGLADESH BANK
HEADL OFF1CE

Circular Letter No. BCD(C)613/10-b6 Dated 26-12-85
Conanll/Janate/nrrani,/kurali bonk
liernd (Ifice
Dhavon
Dear Sire,
FAYMENT OF INCENTIVE BONUS 10

THE LP}IOYLzu CF NCHS.

In view of ECNEC'S decision that bonuc be paid on the basis of actual
recovery and not on sccrual basis, the following srrangements have been
suggested by the Ministry ¢f Finance in this rega-d.

i) NCBs should strictly follow the arderr of the Iangladesh Bank with respect
to clascification of lonns and to make adequate provision for bad and
doubtful debts;

ii)  Auditors would be asked to submit confidential reports to the Ministry of
Finence whether these instructions .egarding classification of advances
and making provisions thereageinst are being sdequately “ollowed by NCBs;

iii) Bangladesh Bank will at random inspect 10(ten) :epresentstive branches of
each of the NCBs to make assesshent of clmssification of loans and
provisions for bad and doubtful debts. Bangl adesh Bank will comjlete the
1nspect10n by March every year ;

iv) Provorticon of bad and doubtful debts in relstion to the total loan as
found from abtove exercise would bé apprlied for the bank as a whole far
estimating provieions for bad and doubtful detts before calculating bonus;

v) while doing the inepection as mentioned in sub-para(iii) above, Bangladesh
Bank will also examine recovery in actual and accrual terms for few
branches and recommend weightape between the two types of incomes that
comes to approximate the results foun” by making ectusl closcification/
provision as per sub-para(iil) above,

Yours faithfully,

(A He THSFIGUE AHMED)
DEIUTY GLENERAL MANAGER
FHCRE: 23086y



