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International concern on bank capital and minimum capital adequacy was first raised in 1980, in 
the G-10 countries governors meeting at the Bank for International Settlements (BIS) to respond 
to a series of bank failures and financial instability observed in Western developed economies. 
Later, the Basel Committee on Banking Supervision (BCBS) of the BIS proposed the Basel accord 
I, II and III in 1988, 2004 and 2010, respectively. Bangladesh Bank (BB) has introduced the ‘capital 
to risk weighted assets’-based approach for assessing the capital adequacy of banks in 1996 and 
later formally introduced the Basel framework in the early 2000s for its regulated banks. However, 
during Basel accord II and III implementation period (2009-2018), the banking industry accumulated 
huge non-performing loans which eroded its profitability. This creates a skepticism regarding any 
loopholes within the institutions. This paper argues that the naïve and excess reliance on External 
Credit Assessment Institutions (ECAIs’) credit rating in the process of adopting the Basel-type capital 
adequacy amounted to a risky strategy for the Bangladeshi banking industry in a sense that ECAIs 
allocate less efforts on accumulation of credit risk screening skills . We also document that the huge 
transaction cost and high coupon rate embedded within the debt instrument like the subordinated 
debt (sub-debt) issued by the regulated banks as Tier 2 capital might shrink the bank’s profitability 
and its contribution to the national exchequer. Little in the existing literature has been addressed to 
investigate the adoption of Basel regulations in Bangladesh from the institutional lens. This paper 
critically reviewed the Bangladeshi ECAIs regulations and sub-debt regulations to fill this research 
gap.
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The Basel framework was first introduced in 1988 
by the Bank for International Settlements (BIS) as a 
regulatory tool to respond to frequent bank failure in the 
western economies in the 1980s (Davis, 1995; Goodhart, 
2011). On the other hand, to maintain the financial 
stability and to protect public interest, Bangladesh 
Bank (BB) has introduced several prudential banking 
regulations in recent decades. The Basel-type risk-based 
capital adequacy framework (hereafter, the Basel accord) 
was one of them. BB has introduced the ‘capital to risk 
weighted assets’ based approach for assessing the capital 
adequacy of banks, having abandoned the ‘capital to 
liabilities’ approach in 1996 (BB, 2002)  whereas, Basel 
accord II and III were formally introduced in 2009 and 
2015, respectively (BB, 2010, 2014). However, a significant 
deterioration of asset quality as well as overall fragility 
of the financial sector has created a ‘lost decade’ (2009-
2018) in the banking sector. For instance, the country’s 
non-performing loans (NPL) to total loans and advances 
ratio stood at 10.3 percent as of December 2018 whereas 
the shortfall of loan loss provisions was BDT 66.1 billion 
during the same period (BB, 2018)(see annex 1 for 
banking sector ROA, ROE and NPL in the past decade). 
The situation became worse in 2019; when the NPL ratio 
reached 11.99 percent which amounted to BDT 1.16 
trillion in levels, and the shortfall of loans loss provisioning 
stood at BDT 81.3 billion (BB, 2019). Consequently, the 

Source: BB, 2018, pp.48-49

Figure 1: Composite Financial Stability Index

share of the banking sector’s contribution to the country’s 
Gross Domestic Product (GDP) dropped to 7.38 per cent 
in FY 2018-19 from 12.98 percent in FY 2010-11 (see 
annex 2 showing financial sector inputs to GDP in the past 
decade).The vulnerability of the banking sector seems to 
adversely downgrade the country’s financial stability. For 
instance, BB has prepared the overall financial stability 
index of the country considering three sub-indices (i) 
Banking Soundness Index (BSI), (ii) Financial Vulnerability 
Index (FVI), (iii) Regional Economic Climate Index (RECI) 
which are shown in Figure 1. We can see that the financial 
stability of the county deteriorating over the years. It is 
apparent that the resilience of the financial sector and its 
financial stability have deteriorated in this ‘lost decade’ 
despite adoption of the Basel accord.

Additionally, in November 2019, several newspapers 
reported that the ‘High Court’, the highest court of legal 
system of the country, ordered BB to form immediately a 
nine-member committee of experts of the banking sector 
to dig out the loopholes in the existing regulations to 
identify the reasons for the defaulted loans (H C Clears, 
2019). In turn, the government has decided to form a state-
owned asset management company (named ‘Bangladesh 
Asset Management Corporation’) for recovery and 
management of the financial sector’s NPL (MoF, 2020). 
What is more, to blunt the recent coronavirus (COVID-19) 
shock in the economy, IMF Asia Pacific deputy director 
and prominent economist Anne-Marie Gulde-Wolf has 
commented that, “reforming the banking sector is one 
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of the top priorities for the Bangladesh government to 
enhance the resilience of the economy. Efficient financial 
resource allocation with an effective banking sector would 
help accelerate the recovery from the COVID-19 shock, 
and restore the robust growth momentum” (Anas, 2020). 
Apparently, the poor performance of the banking sector 
becomes a major concern not only for the academics but 
also for the judicial service, policy makers and professional 
economists. Based on the above-mentioned realities of 
the Bangladeshi banking industry, the study raises the 
following research question: why have micro prudential 
regulation like the Basel accord failed to fix the banking 
sector malaise? 

This study hypothesized that the Basel framework has 
given Bangladeshi banks an ill-incentive in their credit risk 
management, leading to the huge accumulation of NPL. 
This hypothesis is drawn from the contributions by the 
‘Regulation’ school of economics including Freixas, Leven 
and Peydró (2015) analyzing the relationship between 
the systemic risk in banking and the micro-prudential 
regulations. Also, this study applies an institutional 
approach to understanding how the Basel regulations 
as formal institutions (rules) have been structured in the 
Bangladeshi banking sector leaving the ECAIs to allocate 
less resources on credit risk screening skills, consequently 
deteriorating the overall outcomes of the rules. Besides, 
we analyse the subordinated debt regulation from a 
transaction cost perspective to quantify the issuance cost 
of sub-debt and to locate the real opportunity cost of the 
issuance of sub-debt. Little in the academic debate has 
been addressed to shed an analytical light on the impact 
of Basel regulations on the Bangladeshi banking sector as 
one of the root causes of banking sector malaise. 

The method adopted by the study is in-depth 
institutional analysis of the existing regulations. As 
the regulations on ECAIs and sub-debt are closely 
interrelated in the Basel accord implementation process 
in Bangladesh, we critically analyze those regulations 
from an institutional perspective. Specifically, how well 
the credit risk quantification is conducted in the Basel 
framework and how well the homogenization of credit 
risk screening works in Bangladesh as well as what is the 
institutional cost/transaction cost involved in the issuance 
of sub-debt. 

The paper proceeds as follows. Section two discusses 
neo-institutional economists’ view on the role of 
regulations to understand the role the Basel accord has 
in the banking sector. In section three, we discussed on 

the methodologies of the study. Section four describes 
the approaches which are used in computation of Risk-
weighted assets(RWA) for credit risk under the Basel 
accord from a Bangladesh perspective and also discusses 
the main attributes of sub-debt regulations. Section five 
describes the institutional analysis of the regulations of 
ECAIs and sub-debt in Bangladesh. Section six contains 
concluding remarks and policy implications.

literature review on regulation and 
sub-debt

Economic theory of regulation can be categorized from 
two perspectives: public interest view and private interest 
view (Peláez & Peláez, 2009). According to Peláez & Peláez 
(2009) public interest view governments should interfere 
in market regulation for the greater welfare of society 
whereas a private interest view shares doubts about the 
effectiveness of such initiatives on market power (p. 4). 
Some researchers advocate for regulation to reduce the 
effect of externalities (Coase, 1960). Some are favored 
to reduce ‘information asymmetries’ in the market. For 
instance, ‘market for lemons’ (Akerlof, 1970) and ‘credit 
rationing’ (Stiglitz & Weiss, 1978) are widely used terms 
to explain information asymmetries in the credit market. 
Scholars argue that three important disciplines underpin 
the regulation such as (a) a well-designed institution which 
promotes responsibility and accountability, (b) a fiduciary 
legal system and (c) behavioral aspects of economic 
systems (Davis, Lukomnik & Pitt-Watson, 2016). As the 
Basel framework is a micro prudential banking regulation, 
we summarize the neo-institutional economists’ view on 
regulation to aid our discussion in upcoming sections.

Langlois (1986a, b) categorized the contributions of 
neo-institutional economics into three main points: (a) 
transaction cost and property rights, inspired by Coase 
(1937) and further extended by Williamson (1979, 1985); 
North (1990) (b) shed light on commons, based on 
Hayek (1948) and further explained by Ostrom (2005) (c) 
analyzing innovation (Schumpeter, 1926, 1934, 1942) and 
the economic agent (Alchian, 1950) which is extended 
as evolutionary theory by Nelson & Winter (1982). In 
addition, Scott (2014) mentioned four influential neo-
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institutional economic theories that contributed more to 
conceptualization of institutions in economics such as (a) 
transaction cost economics (b) game-theoretic approaches 
(c) evolutionary economics theory (4) resource-based 
theory. He (Scott, 2014), mentioned three pillars of 
institutions namely the regulative pillar, normative 
pillar and cultural-cognitive pillar; and put institutional 
economists’ views of institutions on the ‘regulatory pillar’ 
(p.60). It is not possible here to discuss all the theories 
and approaches of neo-institutional economics, but 
we focus on Douglass North’s view (as he analyses the 
institutions and institutional change in more coherent 
ways) to facilitate our analysis on ‘institutional structure’ 
of Basel regulation.  

Prominent institutional economist and Noble laureate 
Douglass North stressed rules as systems and enforcement 
mechanisms in his analysis (Scott, 2014). For example, 
“institutions are a set of rules, compliance procedures, and 
moral and ethical behavioral norms designed to constrain 
the behavior of individuals in the interests of maximizing 
the wealth or utility of principals” (North, 1981, pp. 201-
212). Terming the institution as “the rules of the game in a 
society” (North, 1990, p. 3); he specified that institutions 
provide the structure of cost of production which is the 
combination of transformation cost (typically land, labor 
and capital) and transaction cost (cost of property rights). 
Here he elaborates on the transaction cost concept of 
Williamson (1985). North (1990) further argued that 
institutions are made up of formal rules (for example 
political and judicial rules, economic rules and contract) 
and informal rules (for example, code of conduct, norms 
of behavior and conventions) (pp.36-47). Any changes in 
the formal rules should be compatible with the informal 
rules which exist in the society or organization and the 
incentives provided to enforce rules are essential to make 
an efficient institution (pp. 137-140). He argued, in the 
absence of such ‘incentives for institutions’; the outcome 
of implementing any rules in the society is insignificant. 
As an economic historian, North (1981, 2005) opined that 
without developing effective institutions or existence of an 
adaptive society the regulation became ineffective. That 
is, ‘institutional structure’ is the prerequisite for optimum 
efficiency from institutions as North (2005) viewed it. 
Ostrom (1993); herself also a Noble laureate in economics 
in 2009, mentioned that the institutional arrangements 
and incentive can limit the rent seeking behavior of the 
civil servants and large landowners in host countries. 
However, such an approach of institutional analysis has 

some weaknesses and is criticized by contemporary 
economists. For instance, Suzuki (2011) while referring 
to the Knight (1992) discussion on ‘cost minimization 
standard’ in the transaction cost theory mentioned that 
such a style of institutional analysis is often misleading; and 
raises at least three factors as exception to the standards: 
(a) hidden benefits that are not readily apparent (b) formal 
external constraints (i.e. the interest of the state); and (c) 
uncertainty as a result of which economic agents may not 
create the least costly rules because they lack either the 
capacity or the knowledge to establish them (p.45).

The neo-institutional economists apply transaction 
cost theory to explain the institutions and institutional 
structure and argue that institutional change aims to 
reduce transaction cost. In this context the ‘transaction 
cost analysis’ concept is widely accepted by the neo-
institutional economists. Williamson (1985) categorized 
transaction cost into two, ex ante and ex post. Ex ante costs 
are the costs of drafting, negotiating and safeguarding 
an agreement to avoid complexities and contingencies 
involved with a contract (Williamson, 1985, p. 20). These 
costs ensure the acceptance of a contract among related 
parties as Williamson (1985) mentioned, “Ex ante inter firm 
safeguards can sometimes be fashioned to signal credible 
commitments and restore integrity to a transaction” (p. 
20). On the other hand ex post costs of a contract may 
arise from four corners such as (a) the mal adaptation 
cost incurred when transactions drift out of alignment, 
(b) the haggling cost that is incurred to correct ex post 
misalignments (c) setup and running costs associated with 
the governance structures to which disputes are referred 
and (d) the bonding cost of effecting secure commitments 
(p.21).

In summary, neo-institutional economic theory 
(according to North and Williamson) shows that institutional 
efficiency depends on ‘institutional structure’ and 
‘transaction cost’ for institutions and organizations. While 
introducing institutions in the economic organization, we 
should take into consideration the ‘institutional structure’ 
and ‘transaction cost’ otherwise the expected result 
might not be obtained from adoption of institutions in the 
organization. In this study we chiefly analyses the Basel 
accord (from the context of Bangladesh) through these 
two institutional lenses.
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methodologies

This paper follows a descriptive methodology to 
investigate the research question. While involved in 
institutional analysis of the regulations, we take into 
consideration BB’s guidelines on the Basel accord instead 
of the main text of the Basel framework2. We shall note 
that while in quantification of the credit risk of the 
banking exposure, BB has adopted the Basel accord3 under 
standardised approach (SA) and under this approach, 
the Basel framework (BCBS, 2019) and BB (2010, 2014) 
acknowledged the external credit assessment institutions 
(ECAIs) rating notch while in computation of credit risk. 
Therefore, the methods include the discussion on the 
various provision in the ECAIs regulation to examine 
the ECAIs credit risk quantification structure and public 
disclosure of ECAIs to explore how ECAI regulations matter 
in banking sector performance. On the other hand, while 
in discussion on the regulations of subordinated debt 
we focus on transaction cost and coupon rate of debt. 
As was discussed earlier, transaction cost is one of the 
conventional dogmas in institutional analysis. Hence, 
our methodologies attempt to shed light on sub-debt 
regulations to investigate the actual transaction cost 
involved in issuance of sub-debt. In a nutshell, to explore 
the research question, we keep the ECAI regulations 
in one hand and sub-debt regulations in another as a 
methodology of this study.

regulations under the basel accord 
in bangladesh

Regulations of external credit assessment 
institutions (ecais)

BCBS in assessment of credit risk under the SA in Basel 
II, Basel III advocates ECAIs rating for assigning risk weights 
under this approach (BCBS, 2006, 2017). BB has recognized 
ECAIs credit rating categories with BB’s rating grade for 
computing capital requirements for credit risk (BB, 2010, 
2014). Therefore, ECAIs are playing an important role 
of assessing credit risk of exposure in favor of BB which 

2 See the full and latest version of the main text of Basel Framework of BCBS. 

https://www.bis.org/basel_framework/index.htm?m=3%7C14%7C697

3 See the Basel accord II and III implementation related all guidelines and 

notifications of Bangladesh Bank  https://www.bb.org.bd/mediaroom/

baselii/baselII.php

hopes to bring harmonization of credit risk among banks 
and finally the asset quality of the banking industry will 
be improved. This study hence assumes that ECAIs play 
the role of ‘quasi regulator’ while rating an entity/ loan 
exposure of a bank, as, the central bank has authorized 
ECAIs for exposure rating which is used for calculating a 
bank’s overall RWA under the SA. While regulating the 
CRAs in Bangladesh, there are two legal institutions such 
as (a) CRC rule 19964 issued by Bangladesh Securities 
and Exchange Commission (BSEC) and (b) ‘Guidelines for 
Recognition of Eligible ECAIs-2008’ issued by BB). In fact, 
the BSEC first issued licenses to Credit Rating Companies 
(CRC) in 2002 under CRC rules 1996 and BB recognized 
the first ECAIs in April 2009. In the next sub-sections, we 
will briefly discuss the various attributes of these two 
institutions which aims to aid our discussion in section 5.

Attributes of credit rating companies (crc) 
rules-1996

CRC rules consists of 16 Articles within the four 
chapters and we will focus on the key points of these rules 
which are related with computation of the Risk Based 
Capital Adequacy (RBCA) framework (Basel accord) to 
keep our discussion relevant and on track.

Chapter I describes the definition of the terms used in 
the rule and the date of adopting the rules. According to 
the rules, “Credit Rating Company” means an investment 
advisor company which intends to engage in or is so 
engaged primarily in the business of evaluation of credit or 
investment risk through a recognized and formal process of 
assigning a rating to present or proposed loan obligations 
or equity of any business enterprise” (BSEC, 1996, Article 
2(d)). Chapter II presents the regulations of business. 
For example, it refers that to get registration as a Credit 
Rating Company (CRC),the CRC should be incorporated as 
a public limited company under the Companies Act, 1994 
and must have a paid-up capital of at least five million 
(Article 4(b)). Regarding competence, the CRC has to be 
a joint venture technical collaboration with a reputed 
credit rating company (Article 4(c)). However, detailed of 
scope of business for such collaboration is not specified 
in the institutions which makes the article pointless. The 
minimum requirement of professional staff in a CRC is two 
persons with two years professional experience in credit 

4 See the main text at theBangladesh Securities and Exchange Commission 

(BSEC) web portal.https://www.sec.gov.bd/home/lbookor  https://www.

sec.gov.bd/lbook/F-03_2015.pdf
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rating or investment advisory activities (Article 4(f)). 

Chapter III, Article 9, describes the detailed operational 
procedures of CRC. There are eight broad code of conducts 
which are described in this clause and the CRC are asked 
to adopt, publish and follow these codes. We summarized 
the key points of each code in Table 1 for our further 
discussion in the rest of the chapter.

Finally, Chapter IV describes the inspection and 
investigation of a CRC by BSEC if deemed necessary.

Source: BSEC,1996, Article 9

Table 1: Key points of Article 9 in relevance to the Basel accord

Sl no. Code of conduct Relevant sub-clause

1 Quality of rating process 

• Establish a rating methodology for each industry or each type of instrument and 
disclose it to the public website. Review of the methodologies and model at least 
once a year by Rating Committee of CRC.
• There should be a Rating Committee (RC) of each CRC with five members including 
two senior analysts. RC is the final authority to assign the rating.
•The Internal Review Committee (IRC) shall double check the documents and 
information on which the rating team made their rating. The rating team consists 
of at least two analysts. 

2 Monitoring and updating

• There are two types of rating, initial rating and surveillance rating. For entity 
rating the surveillance rating must be for at least the next three years after the 
initial rating and for issue of instrument rating the surveillance rating must be for 
the lifetime of the instrument after the initial rating. However, if any part (either 
CRC or client) wants to terminate the contract, they need to get permission from 
the BSEC.

3 Integrity of rating process • CRC should establish an ethical standard and code of conduct for its employees 
and disclose it on their website.

4
CRC independence and 
avoidance of conflict of 

interest

• Directors and shareholders should not interfere over the activities and decisions 
of RC.
• CRC cannot rate any entity which has any relation with CRC or its director. 
• There is a required declaration by the directors of CRC and CEO and affidavit by 
employees of CRC to avoid conflict of interest and ensure independence. 

5 CRC procedures and policies • If any CRC’s receive 10 percent or more of its annual revenue from a single entity 
or group, it should be publicly disclosed.

6 CRC analysts and employee 
independence  

• Employees remuneration cannot be linked with the clients whom analysts’ rate 
or CRCs shall not share any revenue with analysts except service benefits. Analysts 
are also prohibited from doing marketing,  or receiving negotiation fees.
• Any CRC or its employee cannot buy or sell or engage in any transaction with 
listed securities. 

7 CRC responsibility to the 
investing public and issuers 

• CRC shall publish the list of updated ratings on its website.
• It should publish the historical default rate.

8 Disclosures of these rules • CEO of the CRC should submit a declaration after every rating report that it has 
rated the entity while complying with all rules described in CRC rules 1996.

Attributes of guidelines for recognition of 
eligible ecais 20085 (bb,2008)

The Banking Regulation and Policy Department 
(BRPD) of BB issued its first circular on September 23, 
2008 regarding “Guidelines for recognition of eligible 
External Credit Assessment Institutions (ECAIs)” which 
came into effect from January 2009. The guidelines (BB, 
2008) referred to six general clauses while recognizing 
ECAIs and these are: (a) recognition criteria, (b) mapping 
process, (c) application process, (d) on-going recognition, 
(e) guidelines to banks regarding nomination of ECAIs and 
(f) general instruction.

(a) Recognition criteria

The guideline mentioned six major criteria such 
as objectivity, independence, international access/
transparency, disclosure, resources and credibility for 
determining the recognition of ECAIs. There are a number 

4 See the full text athttps://www.bb.org.bd/mediaroom/baselii/baselII.

php
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Table 2: List of criteria for recognition as ECAI

Sl no. Criteria Sub-content of the criteria

1 Objectivity

(a) Manuscript of methodology

(b) Internal process

(c) Rating scale and their sensitivity

(d) Validation system

(e) Ongoing review

(f) Data base management

(g) System back testing

2 Independence

(a) Registration system with SEC

(b) Ownership quality

(c) Procedure to ensure independence

(d) Board members influence on rating activities

(e) Solvency of the company

(f) Schedule of credit assessment fees

3 Transparency/International access

(a) International exposure

(b) Accessibility of the ECAIs rating

(c) Availability of assessment methodology

(d) Nature of rating

4 Disclosure

(a) Definition of default rating category

(b) Actual transition rate towards default rating

(c) Disclosure of transition matrix

(d) Code of conduct

5 Resources 

(a) Capital structure and net worth

(b) Hard and soft infrastructure

(c) Number of professional staffs

(d) Personal policy

(e) Internal work relationship

(f) Data warehousing

6 Credibility

(a) Degree of acceptance by the client

(b) Market share of ECAI

(c) Handling conflict of interest

(d) Market penetration approach

Source: BB, 2008

of sub - content items in each criterion which are shown 
in Table 2.

(b) Mapping process 

BB will evaluate and bring harmony among the ECAIs 
rating notch through numerals one to six Cumulative 
Default Rate (CDR) and the short term rating is used for 
short term lending whereas, the long term rating is used 
for long term lending (BB, 2008). BB considers CDR as a 
quantitative factor to evaluate an ECAIs’ rating category. 
The transition of an individual notch towards the default 

category observed in a particular ECAI category will 
be compared to the standards available domestically/
regionally/internationally (BB, 2008). On the other hand, 
the qualitative factors are not disclosed in the guidelines 
and it is stated that it will be set by BB’s working group. 

(c) Application process

To become an eligible ECAI, the CRC must be registered 
under CRC Rule, 1996 of BSEC. This means that any credit 
rating company either domestic or international must get 
a license from BSEC. 
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(d) Ongoing recognition 

This clause mention that the BB is responsible for the 
monitoring and supervision of ECAIs. The recognition of 
the BB will be reviewed annually, and BB can derecognize 
any ECAI if it seems necessary. However, the author 
confirmed with the BB’s public disclosure that so far, no 
ECAI has been derecognized/delisted by BB since 2009.

(e) Guidelines to Banks 

Banks can nominate the ECAIs for credit rating of 
banking book exposures and notify the BB regarding their 
nomination of ECAIs and banks can use the ratings of 
nominated ECAIs for a reasonable period (p.5). 

(f) Compliance instruction to ECAIs 

Three general compliance instructions are referred to 
in the guidelines for the ECAIs. These are: (a) ECAIs should 
submit their quarterly rating report to the BB, (b) there 
should be a unique pricing system among ECAIs and (c) 
all ECAIs will follow the IOSCO/BSEC code of conduct for 
CRC (p. 5).

In section 5, we critically evaluate the abovementioned 
provisions in the ECAIs’ regulations to explore our main 
research question.

Regulations of sub-debt in bangladesh

Before starting our main discussion on sub-debt 
regulations in Bangladesh, we should note that sub-debt 
was first used as regulatory capital (RC) by US commercial 
banks when the capital adequacy ratio of major US banks 
were dropping sharply in the 1960s (see Goodhart, 2011) 
and it is  recognized as a constituent of RC by BCBS in the 
Basel accord in 1988 (BCBS, 1988). In academic circles 
there is contemporary debate on the role of sub-debt in 
capital regulation. Scholars advocate for inclusion of sub-
debt as RC, hoping that the debt yield could bring ‘direct 
market discipline’ (see Evanoff, 1994; Evanoff & Wall, 
2000, 2001, 2002; Evanoff et al., 2011; Garten, 1986). 
Their point is that a distressed bank needs to collect costly 
debt instruments (like sub-debt) with a high risk premium 
from the market, hence market force will control bank 
managers’ risk appetite. In addition, it is expected that 
sub-debt yield could provide a signal to the regulators 
regarding a bank’s capital requirement and resilience of the 
capital which apparently enhances the off-site supervision 
of the banking authority (Ahmed, 2009). However, such 
a ‘direct and indirect’ market discipline thesis (see BCBS, 
2003) was challenged by other contemporary scholars 

and views that sub-debt yield couldn’t control banks’ risk 
taking behavior (see  Brown, Evangelou & Stix, 2017; Götz 
& Tröger, 2016; Rixtel, González & Yang, 2015). Besides, 
some have argued that sub-debt yield provides a weak 
signal to the regulator (Miller, Olson & Yeager, 2015). On 
top of that, the regulatory uses of sub-debt could tap 
the regulated banks into the ‘sub-debt trap’ and could 
create a neo-systemic risk in the entire financial system 
(Hasan, 2020). The logic is when Common Equity Tier 1 
capital (CET 1) is not sufficient to maintain minimum 
capital-to-risk weighted assets ratio (CRAR), the capital-
deficient banks(banks having inadequate capital) will rely 
on issuance of sub-debt (as Tier 2 capital) to maintain 
the regulatory capital and; if most of the banks in the 
industry are adopting such a strategy, it creates a bubble 
and neo-systemic risk (Hasan, 2020). However, to keep 
our discussion on track, we focus our discussion on 
institutional analysis of sub-debt regulations from the 
transaction cost perspective.

In principle, there are two legal documents in 
Bangladesh that banks need to follow while issuing sub-
debt as Tier 2 capital under the Basel framework. These are 
(a) Guidelines on Subordinated Debt (BRPD circular no. 13, 
dated October 14, 2009) and (b) Securities and Exchange 
Commission (Private Placement of Debt Securities) Rules, 
2012 (SEC notification October 29, 2012). Below we 
summarize the key features in both legal documents to 
aid the critical institutional analysis in Section 5. 

BB’s guidelines on sub-debt (bb, 2009, 2014)

Bangladesh Bank recognized sub-debt as Tier 2 and 
Tier 3 capital components (see BB, 2002, 2009, 2010) 
whereas, it is considered as Tier 2 capital components 
under Basel III guidelines and a few amendments made 
in the existing guidelines on subordinated debt 2009 (BB, 
2014, pp. 85-93). A debt instrument which has no maturity 
date and redemption period (i.e. perpetual subordinated 
debt), is considered to be Additional Tier 1 (AT 1) and 
which has fixed maturity date and redemption period (i.e. 
not perpetual in nature) is considered as Tier 2 capital (BB, 
2014). At the time of writing (June 2020), there is only one 
(1) debt instrument which has been considered as AT 1 
among all sub-debts issued by banks and in this study sub-
debt refers to the debt instruments which are considered 
as Tier 2 capital under the Basel accord III guideline. We 
shall note that when issuing sub-debt, banks firstly need 
BSEC consent, then the application documents along with 
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the consent of BSEC have to be submitted to BB for final 
consent. The key features of the guidelines for sub-debt 
are as follows.  

a)	 “Subordinated debt will be referred to the debt 
instrument which will be subordinated to deposits and 
other liabilities of the bank. It implies that the claims of the 
subordinated debt holders will be junior to the claims of 
the depositors and the other creditors” (BB, 2014, p. 88). 
“In the event of liquidation or winding up of the issuers 
business and distribution of return on investment, the 
bondholders will be ranked after claims of the depositors 
and other creditors i.e. it will be ranked immediately 
ahead of ordinary shareholders” (BB, 2014, p. 89). 

b)	 The tenure of the debt is at least 5 years and 
the amortization of the debt will be 20 percent annually 
during the last five years of the bond’s life. In general, the 
majority of sub-debt is 7 years.  

c)	 As it is not a deposit in nature, it is hence not 
included in the deposit insurance scheme. 

d)	 Sub-debt will be unsecured but supported by an 
‘agreement of trust’/trust deed. 

e)	 The maximum ceiling of subordinate debt was 
30 percent of the amount of Tier 1 capital (BB, 2009), 
however it is again stated that Tier 2 capital should be 
4 percent of the total RWA or 88.89 percent of CET 1, 
whichever is higher (BB, 2014, p. 9, 88).   

f)	 The amortization of the debt will be 20 annually 
during the last five years.

g)	 There should be an agreement with managers to 
the issue/lead arranger and underwriter of the issue (BB, 
2014, p. 90). 

h)	 While in application for issuing the debt, banks 
should submit a copy of the subordinated note format 
and agreement and amortization schedule along with all 
salient features of the debt (BB, 2009, 2014).

Securities and exchange commission (private 
placement of debt securities) rules, 20126 
(bsec, 2012)

6 Full text available at https://www.sec.gov.bd/home/laws

BSEC has adopted the rules in 2012 for the interest 
of the capital market and it applies for issuance of debt 
securities through private placement. As the sub-debt is 
offered through private placement the rules are considered 
a bible for issuance of sub-debt. We summarize below the 

key points of the rules that are related to subordinated 
debt.

(a)	 Definition 

BB (2009) mentioned that subordinated debt would 
be ‘unsecured’ and the term is explained by the rules in 
the following way, “unsecured debt instrument means 
debt securities, in which the issuer owes the holders an 
indebtedness and which is secured by claims over all 
present and future assets of the issuer subsequent to all 
secured lenders/eligible investors” (Article 1(t)).

(b)	 Role of CRC  

The issue needs to be rated initially by any credit 
rating company (CRC) and its periodical surveillance rating 
shall be done by the said rating company till the full and 
final redemption or conversion of the debt instrument 
(Article 3(3)).

(c)	 Role of Trustee  

 Article 9 of the regulation provides that there 
should be a trustee (registered trustee by BSEC) of the 
issue which is appointed by the issuer and a registered 
‘Deed of Trust’ (as per schedule C of the rules) should 
be executed between trustee and issuer which explain 
the rights and obligations of both parties. The details 
of trustee registration, duties and responsibilities of 
trustee are described in Article 9. In addition, duties of 
the trustee in case of default of the issue are described in 
Article 12. What is more, the trustee annually reports to 
the BSEC regarding the instrument, interest payment and 
other relevant information. BSEC has rights to change the 
trustee in the event of securities holders claim or in the 
public interest, if suitable (Article 9 (5)(i)).  

(d)	 Fees

 BSEC consent fees @ 0.10 percent of the face value of 
the securities have to be paid by the issuer within 15 days 
of issuance of a consent letter (Article 7 (1)) and annual 
maximum trustee fee is 0.25 percent of the outstanding 
amount of the securities to be paid by the issuer (Article 9 
(10)). This cost can be considered a transaction cost. 

(e)	 Information Memorandum (IM)

Article 4 (o) recognized that the IM of the issue that 
is prepared by the issuer should contain all relevant 
information about the issuer, issue and the trustee. Format 
and contents of such an IM are described in the schedule 
B of the rules. However, the missing point is that there 
is no obligation to publish the IM to the general public 
or shareholders although they are the stakeholders of the 
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sub-debt issued under the Basel framework.

Therefore, from the above discussion, it is evident 
that sub-debt is intended to be issued to strengthen 
regulatory capital, needs both BSEC and BB consent, and 
the trustee plays a vital role in this context. A reasonable 
question which might arise in the reader’s mind (from the 
literature review in Section 2) by both rules is, how costly 
is the sub-debt? What is the opportunity cost of issuance 
of sub-debt? In the next section, we discuss these issues.

critical views on regulations of basel 
framework in bangladesh

Critical review on ecais regulations

From the previous discussion in Section 4, it is evident 
that the main lacuna in CRC rules 1996 is that the rules do 
not explain the specific punitive measures against a CRC, 
rather, Article 16 states that under the SEC ordinance, 
1969, the commission can take appropriate action 
based on the inspection or investigation report. What is 
‘appropriate’ is really a subjective matter. Interestingly, 
the BB guidelines mentioned criteria for ECAIs recognition 
but don’t put any ceiling on the minimum or disclosed any 
standard against these criteria. For example, regarding 
the ECAIs internal process, the rules mentioned that ECAIs 
must disclose their analysis team, rating committee and 
internal verification system while filing for recognition but 
not disclose the minimum requirement or any benchmark 
regarding those yardsticks. Although the ‘transparency’ 
and ‘disclosure’ parts are incredibly significant issues 
for ECAIs, in the mentioned rules there are no specific 
instructions which creates some room for ECAIs to skip 
the quality disclosure. The author, while checking the 
websites of the eight credit rating agencies of the country 
at the time of writing, found there is little disclosure on 
the default rating and transition matrix. Additionally, 
in the ‘Resources’ and ‘Credibility’ sections, there is no 
specific requirement or standard requirement prescribed 
by BB. As a result, whatever is written in the rules, the 
recognition process seems unclear and ambiguous to the 
general public and academics. It seems that there is a gap 
in the ‘rules in books’ and the ‘rules in practice’. 

In short, we critically assess the ECAIs regulation to 
investigate the following two issues in the institutions: (a) 
how well do the institutions clarify the accumulation of 
credit risk screening skills of ECAIs for exposure rating (b) 

is the disclosure of an ECAI sufficient to ensure its credit 
risk screening skills?

ECAIS accumulation of credit screening 
skills

We examine ECAIs regulations in how it dictates 
the ECAIs to accumulate credit screening skill i.e. how 
well institutions put pressure on the ECAIs to allocate 
resources to accumulating credit risk screening skills. 
Firstly, although there is no specific regulation described 
in the rules for the internal rating procedure of ECAIs, each 
ECAI has developed their own rating procedure under 
the rules (BSEC, 1996, Article 9; BB 2014, p.126). Based 
on the methodologies disclosed on the public websites 
regarding rating bank exposure, it has been observed 
that the process of the bank exposure rating has six steps 
such as initial rating agreement, collecting information 
through rating analysts, preparation of a draft report and 
getting feedback from firms, placing the rating reports 
before the rating committee, assigning a final rating and 
conducting an annual surveillance rating. Therefore, to 
prepare a quality report ECAIs must put enough effort 
(in terms of sufficient time and skilled analysts) into the 
accumulation of credit screening skills. However, only 
two professional employees are mandatory to run a CRC 
(BSEC 1996, Article 4(f)) and BB in its ECAIs recognition 
guideline has instructed all ECAIs to follow a ‘uniform 
pricing policy’(BB, 2014, Section 3.1 (b)). As a result, there 
is no option to charge high prices for any individual ECAIs 
which demotivates them from employing skilled and 
experienced analysts for rating purposes. Besides, there 
is cutthroat competition (Bangladesh has eight ECAIs) 
among ECAIs which discourages them from allocating 
resources to accumulate credit risk screening skills. This 
seemingly is a ‘convoy’ system by BB while controlling 
the remuneration of ECAI rating, however, it distorts the 
capacity (as ECAI has no option to increase revenue by 
pricing strategy) of ECAIs to hire more professionals in 
credit analysis, resulting in lowering the overall quality of 
credit ratings. Surprisingly, BB in the same guidelines, has 
placed all ECAI’s ratings in the same category in the sense 
that there is no grading based on an ECAI’s ‘reputation’ 
or ‘quality of rating’. As a result, ECAIs have lost another 
incentive to employ a highly paid analyst to confirm a 
perfect rating and hence competition couldn’t help them 
to build ‘reputational capital’. The ‘convoy system’ by BB 
in incubating ECAIs in the same pace and direction may 
have created an ill-incentive, rather we may say, a moral 
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hazard effect for ECAIs to shirk monitoring, resulting in 
free-riding on the protected profit margin without making 
an effort to build their reputational capital. To conclude, 
we presume that thinner profit margins under severe 
competition may discourage ECAIs from improving the 
quality of credit information and market forces cannot 
correct the ECAI’s rating quality. Such loopholes in the 
ECAIs institutional structure distort their incentive for 
accumulation of credit risk screening skills.       

Secondly, under CRC rules 1996, a CRC is a public 
limited company and hence will follow the Companies 
Act 1994 while appointing directors. However, as a CRC is 
not a listed public limited company, it need not follow the 
corporate governance code that BSEC published in 2006 
(latest amendment in 2018) while appointing a board of 
directors. Hence all the directors on the board of CRCs 
are shareholders and directors, no independent directors 
are appointed as board members. The total number of 
members on the board of directors and RC of each CRC 
is shown in annex3. Annex 3 shows that one CRA doesn’t 
disclose its board of directors’ names whereas forty 
percent of CRAs don’t disclose their RC members number 
and the details of RC members expertise on the public 
website. In short, we can say that ECAI’s governance do 
not have to follow the corporate governance code of BSEC 
and hence do not publish their full internal governance 
structure to the public. It is mentioned in the rules that a 
“credit rating shall be assigned by rating committee and 
not by any individual analysts” (BSEC, 1996, Article 9 (1)). 
The serious missing point in the said rules is that there are 
no specific requirements, responsibility or remuneration 
system described explicitly for external members of a 
rating committee. These issues are not addressed in the 
BB guidelines either. Therefore, this undisclosed and un-
explained information by both regulatory bodies and 
CRAs, is creating ambiguity or making a ‘rating process 
black box’ (Cifuentes, 2008) for understanding the 
true governance structure of an ECAI. In a word, from 
an institutional perspective ECAIs feel no pressure to 
follow corporate governance codes and they maintain a 
weak governance structure which adversely affects their  
accumulation of credit information skills in a transparent 
and accountable way.

Insufficient public disclosure of ecai

It is apparent that the disclosure requirement that 
is obligatory in the ECAIs regulation is not enough to 

protect public interest or enhance the resilience of the 
banking system. To illustrate, under CRC Rules 1996, there 
are two types of disclosures that a CRC must publish. 
One is a disclosure within the rating deed (between CRC 
and a firm) and another is a public disclosure on several 
issues on their website. In order to make the rating 
agreement free from potential biases, the rules suggest 
disclosing the compensation arrangement with rating 
clients (BSEC, 1996, Article 9,(5)(b), p.113)). In the case 
of a public disclosure the CRC shall disclose the entity or 
group identity if it receives a significant percentage (10 
percent or more) of revenue from a single group/entity 
and in addition, its director’s shareholding position of 
listed securities on a half yearly basis (Article 9). The rules 
also made it compulsory to publish the updated rating 
of entities and the methodologies of the rating, as well 
as the historical default rating. At the time of writing, we 
checked on all the ECAI official web portals regarding this 
public disclosure; we did not find the public disclosures 
in full as these rules prescribed. As BSEC provides the 
license to CRAs for public interest (BSEC,1996), it is the 
responsibility of BSEC to monitor the CRAs compliance 
to protect public interest. Whereas in BB guidelines, 
only the pricing system of ECAIs needs to be disclosed 
to  the public and, the minimum methodology for rating 
corporate clients are described with five risk and sub-risk 
categories such as financial risk, business/industry risk, 
management risk, security risk and relationship risk. But 
there is no specific weight on each risk assigned by central 
bank guidelines. As a result, there is no disclosure from 
ECAIs regarding how they assigned the rating to a specific 
exposure based on this risk. Therefore, both general 
investors and banks are simply knowing the rating notch 
of an exposure without its full disclosure. 

Therefore, it is evident that the existing regulations 
for ECAIs in Bangladesh are providing a legal scope to 
skip the material disclosure. Although BSEC and BB 
acknowledged the existing institutional lapses in their 
recent reports, neither supervisor took any visible initiative 
to resolve them. In our view, such insufficient disclosure 
creates a grey zone for banks, researchers, and all other 
stakeholders to put trust in ECAI’s exposure ratings and 
it is a supervisory responsibility to clear such grey zones 
from the ECAI’s disclosure. 
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Critical review of sub-debt regulation from 
an institutional cost perspective

From the previous discussions in Section 4 we have 
observed that there are two types of costs involved with 
sub-debt such as (a) transaction cost/issue cost of sub-
debt (b) coupon rate of sub-debt. Below we analyse such 
costs with empirical illustrations.

Transaction cost/issuance cost of sub-debt 

As sub-debt is a financial contract, are there any 
transaction costs for sub-debt from an institutional 
perspective? If so, what are they? Chowdhury (2019) 
identified several transaction costs for bond issuance in 
Bangladesh such as bond registration fees (consent fees 
of BSEC), stamp duties, annual trustee fees, and ancillary 

Source: see BB, 2009, 2010,2014; BSEC, 2012

Table 3: Transaction cost/ issuance cost of sub-debt in Bangladesh

Sl no. Ex ante cost Ex post cost

1 Consent fees to BSEC which are 0.10 percent of 
the total face value (BSEC, 2012, Article 7). -

2
Initial trustee fee which is 0.25 percent of the 

outstanding amount of the debt securities 
(BSEC, 2012, Article 9).

Annual trustee fee 

3 Issue manager/Mandated Lead arranger fee (it 
depends on the agreement). Any other administrative cost related with post-issue matters.

4 Legal counsel fee. -

5 Initial rating fees paid to credit rating agencies. Surveillance rating fee throughout the life of the instrument.

6 Printing and advertisement cost or any other 
expenses.

charges. However, based on the definition of transaction 
cost by Williamson (1985) and the mentioned issue of 
the  cost of sub-debt in the said two legal documents, we 
identified some potential transaction costs of sub-debt 
which are shown in Table 3.

From Table 3, it seems that some ex ante costs such 
as consent fees and trustee fees are fixed by regulators 
and some costs such as mandated lead arranger (MLA) 
fees, legal fees and other costs may be dependent on the 
bank’s negotiation strategy. However, ex post costs such 
as administrative costs seem to be variable costs. We shall 
note that all sub-debts are subscribed through private 
placement and not listed in the bourses (except MPB 
of IBBL). Hence there is a scarcity of publicly available 
IM. However, we have collected three information 
memorandums of sub-debt that were issued in 2014 

Source: Information Memorandum of the related SD, excerpts of IM attached in the annexure 

Sl no. Details ABBL* MBL* SIBL*

1 Total issue amount 2,500 3,000 3,000

2 Rate of return/Coupon 
rate 11 percent-13 percent 6-month FDR rate + margin 

3 percent
120 percent of 180 days 

MTD rate

3
Consent fees to BSEC (0.10 

percent of the total face 
value) 

2.5 3.0 3.0

4

Trustee fee, rating fees, 
arrangement fees, legal 

counsel fees, stamp fees, 
etc.  

37.91 30.47 21.21

5 Total transaction cost (ex 
ante) (sl no. 3+4) 40.41 33.47 24.21

6 Percentage(%) to total 
issue amount(sl. no 5÷1) 1.62 1.12 0.81

Table 4: Ex-ante transaction cost and coupon rate of three sub-debts issued in 2014
(Amount in BDT million)
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by three different banks. Based on the information 
memorandums, the ex ante transaction cost of each issue 
is presented in Table 4.

Table 4 shows that ex ante costs are on average, 1.18 
percent for three issues. On the other hand, the ex post 
transaction costs are trustee fees which are around 0.05 
percent of the face value of the issue and the surveillance 
rating fees which are BDT 0.3 million per year (it depends 
on the outstanding amount of the debt). As information 
memorandums of other banks are not available to the 
public, the author cannot compute the transaction costs 
of individual banks. Anyway, if we consider the transaction 
cost (ex ante) is one(1) percent on average of the sub-debt 
issued by the banks, we can compute the real amount of 
transaction cost of sub-debt. In Table 5 we estimate the 
total ex ante transaction cost of sub-debt since 2009 
that banks have had to incur to issue sub-debt as Tier 2 
capital.

Table 5 shows that total ex ante transaction cost for 
issuance of sub-debt over the last 10 years is approximately 
USD 30 million. In addition, fixed annual trustee fees, 
rating fees and other administrative expenses have to be 
paid by issuer banks as ex post transaction costs during the 
tenure of the bond. It also evident that BSEC had earned 
USD 3.02 million (i.e. 3,022 X 0.1 %) during the period 
2009 to 2018 from the banks while providing consent to 
issue sub-debt which is exclusively used only for bank’s 
capital adequacy purposes.

In fact, the real cost of issuance of sub-debt is much 
higher than our estimated figures as BB in its report 
mentioned that “issuing costs (trustee fee, arranger fee, 

Table 5: Total ex ante transaction cost for subordinated debt issued for capital adequacy purposes
(amount in USD million)

Year Amount of sub-debt issue** Ex-ante cost (@1.00 percent)

2009*  123 1.2

2010  98 1.0

2011  44 0.4

2012  45 0.5

2013  98 1.0

2014  315 3.2

2015  243 2.4

2016  474 4.7

2017  676 6.8

2018  904 9.0

Total  3,020 30.2

Note: *2009 data included the MPB of IBBL, ** as per average exchange rate shown in annex 4

legal counseling fee, credit rating fee, consent fee, trust 
deed registration cost, issue management/corporate 
advisory fee, stamp duty and post issue management 
fee) and secondary transaction costs (annual depository/
listing fee, transaction fee, new issue fee) that amount to 
nearly 6 percent of issue size” (BB, 2019b; p.28). The crux 
question here is: who had finally paid such high transaction 
costs?  In fact, banks recorded the sub-debt related costs 
under the headings of ‘operating expenses’ in the financial 
statements. We presume that bank operating profit has 
adversely impacted such costs and the national exchequer 
has finally paid the price for the transaction cost. Hence, 
we view that this institutional cost of issuance of sub-debt 
is a by-product of ill-designed regulations by Bangladeshi 
regulators.

Coupon rate of sub-debt

Table 4 shows that the offer rate of the return/coupon 
rate is higher than the 6-month fixed deposit rate. The 
reader may ask, why do banks offer such a high coupon 
rate against the sub-debt? We presume that there are two 
reasons that motivate banks to collect high cost bearing 
debt instruments such as sub-debt from the market. First, 
when banks keenly need sub-debt to maintain their capital 
ratio, there is competition among banks to offer high 
interest rates to sell their debts. It is rational that issuers 
obviously want to sell their debt in the full amount and 
offer a lucrative interest rate to the institutional investors 
which is higher than the other deposit products on the 
market. Second, as the debt is unsecured, not included 
in the deposit insurance scheme and not unlisted in the 
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burses, issuers provide some ‘risk premium’ to the debt 
holders. In practice, the coupon rate is calculated based on 
the weighted average fixed deposit rate in the market (for 
180 days) plus a fixed risk premium offered by individual 
banks.  

The missing point in the aforementioned rules (BB, 
2009, 2014; BSEC, 2012) is that it has neither offered 
any fixed ceiling on coupon rate of the sub-debt nor any 
methodology offered by the central bank while fixing a 
coupon rate which creates an opportunity for the banks to 
offer a high rate to sell their debt instrument. In addition, 
we have searched all bank’s published annual reports 
to seek the ‘interest paid against subordinated debt’ 
however, the data is not shown separately, rather most of 
the banks are merging their ‘interest paid on subordinate 
debt’ with ‘interest paid on deposits and borrowing’ in the 
published financial statement. As a result, we presume 
that the general shareholders/investors are not aware of 
the real ‘coupon rate’ of sub-debt issued by their banks 
which erode the profitability of the bank. In our view this 
is the opportunity cost of sub-debt which is overlooked in 
the existing regulations.

concluding remarks and policy 
implications

In the beginning of this paper, we raised the research 
question as to why the Basel framework has failed to fix 
the banking sector malaise in Bangladesh. We discussed 
the ECAIs regulation and sub-debt regulation in detail to 
answer the question. We argued that the standardized 
approach of the Basel accord advocates the reliance on 
ECAIs rating for credit risk. However, homogenization of 
credit risk while relying on ECAIs credit information has 
not had a positive impact on asset quality in Bangladesh. 
As evidence, we examined the ECAIs regulations in 
Bangladesh and found that within the ‘institutional 
structure’ there are no ‘incentives’ for ECAIs while 
accumulation of credit risk screening skills and the 
provision in the regulations on disclosure is not sufficient 
to ensure reliance on ECAI credit rating methodology. 
Second, there is no incentive-based regulation introduced 
by the supervisors when regulating ECAIs (i.e. there is no 
‘rating over ECAIs rating’ by regulators which evaluate the 
rating quality on one hand and ECAIs remuneration control 
by BB on the other hand). In turn ECAIs have accumulated 
less credit screening skills which makes futile the adoption 

of SA by the central bank. Regarding sub-debt regulations, 
we observed that national supervisors (BB and BSEC) 
have issued two important regulations regarding issuance 
of sub-debt as Tier 2 capital and despite high transaction 
cost/issue cost and coupon rate, banks are frequently 
issuing sub-debt chiefly to maintain minimum CRAR. We 
have found evidence that there is a huge cost embedded 
with sub-debt which is initially incurred by the issuing bank 
and finally the shareholders and the national exchequer 
have to pay the price. However, the existing regulations 
failed to well address these issues.

Our findings have at least two policy implications. First 
and foremost, we have found that ECAIs lack of effort on 
credit screening skills, poor internal governance structure, 
and lack of incentive-based regulation contribute to lower 
quality of ECAIs credit information and ultimately distort 
the objective of the Basel accord. Although quantifying of 
the credit risk is the main responsibility of ECAIs under 
the standardized approach of the Basel accord, to check 
the efficiency of the ‘institutional structure’ is the prime 
responsibility of the regulator (BB, 2014). Thus, our results 
are suggestive of an immediate institutional reform in 
the ECAIs institution to ensure that they allocate their 
resources on credit risk screening skills which hopefully 
would have positive impact while improving asset quality 
of the banks. Side by side, bank managers cannot forgo 
their credit risk management responsibility as banks 
exists in society as an expert in credit risk screening and 
monitoring. If only ECAIs are doing this job, then the bank 
becomes a redundant economic institution. The authors 
hope that the central bank will consider this issue more 
prudently and consider introducing some room for IRB 
side by side with SA. 

Second, our analyses reinforce the arguments that 
naïvely relying on sub-debt (despite their high transaction 
cost and coupon rate) shrinks bank profitability as well as 
the national exchequer stake on bank profit. Hence, either 
the policy makers fix the transaction cost (by necessary 
amendments in the institutions of sub-debt) and put a 
rate cap on sub-debt (otherwise ask the bank to collect the 
sub-debt subscription through a public offering instead of 
private placement)or impose restriction on cash dividends 
for shareholders and bonuses for managers aiming to 
build up retained earnings as well as CET 1 capital.
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